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FOREWORD

This is the sixth report prepared pursuant to section 421 of the U.S.-China Relations Act of 2000
(P.L. 106-286), 22 U.S.C. § 6951 (the Act), which requires the United States Trade
Representative (USTR) to report annually to Congress on compliance by the People’s Republic
of China (China) with commitments made in connection with its accession to the World Trade
Organization (WTO), including both multilateral commitments and any bilateral commitments
made to the United States. The report also incorporates the findings of the Overseas Compliance
Program, as required by section 413(b)(2) of the Act, 22 U.S.C. § 6943(b)(2).

Like the prior reports, this report is structured as an examination of the nine broad categories of
WTO commitments undertaken by China. Throughout the report, USTR has attempted to
provide as complete a picture of China’s WTO compliance as possible, subject to the inherent
constraints presented by the sheer volume and complexity of the required changes to China’s
trade regime and transparency obstacles. The report identifies areas where progress has been
achieved and underscores shortcomings, as appropriate, with regard to the commitments that
became effective upon China’s accession to the WTO as well as those commitments scheduled to
be phased in over time.

The focus of the report’s analysis continues to be on trade concerns raised by U.S. stakeholders
that, in the view of the U.S. Government, merit attention within the WTO context. The report
does not provide an exhaustive analysis of the many areas in which China’s WTO compliance
efforts have or have not, in the view of the U.S. Government, satisfied particular commitments
made in China’s WTO accession agreement.

In preparing this report, USTR drew on its experience in overseeing the U.S. Government’s
monitoring of China’s WTO compliance efforts. USTR chairs the Trade Policy Staff Committee
(TPSC) Subcommittee on China WTO Compliance, an inter-agency body whose mandate is
devoted to China and the extent to which it is complying with its WTO commitments. This
TPSC subcommittee is composed of experts from USTR, the Departments of Commerce, State,
Agriculture and Treasury, and the U.S. Patent and Trademark Office, among other agencies. It
works closely with State Department economic officers, Foreign Commercial Service officers
and Market Access and Compliance officers from the Commerce Department, Foreign
Agricultural Service officers and Customs attaches at the U.S. Embassy and Consulates General
in China, who are active in gathering and analyzing information, maintaining regular contacts
with U.S. industries operating in China and maintaining a regular dialogue with Chinese
government officials at key ministries and agencies. The subcommittee meets in order to
evaluate, coordinate and prioritize the monitoring activities being undertaken and to review the
steps that China has taken to implement its commitments.
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To aid in its preparation of this report, USTR also published a notice in the Federal Register on
July 25, 2007, asking for written comments and testimony from the public and scheduling a
public hearing before the TPSC, which took place on September 27, 2007. A list of the written
submissions received from interested parties is set forth in Appendix 1, and the persons who
testified before the TPSC are identified in Appendix 2.
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EXECUTIVE SUMMARY

After six years of membership in the World Trade Organization, China is no longer a new WTO
member. Almost all of the specific commitments that China made when it acceded to the WTO
on December 11, 2001, were due to be implemented over a period of five years, ending one year
ago. Accordingly, the United States has been working to hold China fully accountable — just as
we, and others, hold ourselves accountable — as a mature member of the international trading
system, placing a strong emphasis on China’s adherence to WTO rules. Over the last year, the
United States intensified its frank bilateral engagement with China. The United States also took
enforcement actions at the WTO in key areas where dialogue had not resolved our WTO-related
concerns, and through our reliance on rules-based dispute settlement the United States, and
China, did make some progress. The focus of this bilateral and multilateral engagement included
significant market impediments and trade-distortive practices as well as other Chinese
government policies and practices where the United States has needed to respond in order to
defend fundamental WTO principles.

The United States brought three new WTO cases against China in 2007. In the first one, the
United States challenged several prohibited subsidy programs benefiting a wide cross-section of
China’s manufactured goods, and we were pleased that China later agreed to settle this case by
committing to eliminate all of the subsidies at issue. The United States also filed a challenge to
key aspects of China’s IPR enforcement regime, along with a challenge to market access
restrictions affecting the importation and distribution of copyright-intensive products such as
theatrical films, DVDs, music, books and journals. Each of these three WTO cases implicates
fundamental WTO obligations, as does the WTO case filed by the United States in 2006
challenging China’s use of prohibited local content requirements in the auto sector.

While pursuing these multilateral enforcement initiatives, the United States also pursued
intensified, focused bilateral dialogue with China. Working together, the United States and
China pursued a set of formal and informal bilateral dialogues and meetings, including numerous
working groups and plenary meetings under the auspices of the U.S.-China Joint Commission on
Commerce and Trade (JCCT) and the U.S.-China Strategic Economic Dialogue (SED). Through
these avenues, the United States sought resolutions to particular pressing trade issues and
encouraged China to accelerate its movement away from reliance on government intervention
and toward full institutionalization of market mechanisms. This bilateral engagement produced
near-term results in several areas in 2007, including the suspension of overly burdensome testing
and certification requirements for medical devices, the granting of biotechnology safety
certificate approvals, increased insurance market access, expanded business scopes for foreign
banks and securities companies, and a new civil aviation agreement. On other pressing trade
issues, the United States and China continue to work together in search of pragmatic solutions.
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As noted above, constructive bilateral engagement during the WTO dispute settlement process
also facilitated the resolution of one of the WTO disputes brought by the United States, along
with Mexico, in 2007. Following two rounds of formal WTO consultations in Geneva in March
and June, the United States and China were able to reach agreement in November on the
immediate elimination of all of the prohibited subsidies being challenged by the United States.
Hopefully, China’s willingness to take this step represents a conscious decision by China’s
policymakers to abandon the type of economic thinking that had relied on this highly distortive
type of government intervention in the past. At a minimum, as U.S. Trade Representative
Schwab remarked, it showed that “two great trading nations can work together to resolve
disputes to their mutual benefit.” It also demonstrated that the Administration’s policy of serious
dialogue and resolute enforcement is delivering real results.

All of these developments demonstrate the substantial ongoing benefits to the United States —
including U.S. workers, businesses, farmers, service providers and consumers — from China’s
WTO membership. Prodded by the United States and other WTO members since acceding to the
WTO, China has taken many impressive steps to reform its economy, making progress in
implementing a set of sweeping commitments that required it to reduce tariff rates, eliminate
non-tariff barriers, provide national treatment and improved market access to goods and services
imported from the United States and other WTO members, improve transparency and protect
intellectual property rights. Although not complete in every respect, China’s implementation of
its WTO commitments has led to significant increases in U.S.-China trade, including U.S.
exports to China, while deepening China’s integration into the international trading system and
facilitating and strengthening the rule of law and economic reforms that China began nearly three
decades ago. That said, more still needs to be done.

In 2007, U.S. industry began to focus less on the implementation of specific commitments that
China made upon entering the WTO and more on China’s shortcomings in observing basic
obligations of WTO membership as well as Chinese policies and practices that undermine
previously implemented commitments. According to one major trade association’s testimony
this Fall before USTR and the other agencies that comprise the Trade Policy Staff Committee:

[M]any of the market access concerns on which U.S. companies increasingly
focus are no longer the result of China’s failure to implement specific WTO
commitments. Rather, these concerns focus on China’s laws, policies, and
practices that deviate from the WTQO’s national treatment principle, its inadequate
protection of intellectual property rights, its insufficiently transparent legal and
regulatory processes, and its opaque development of technical and product
standards that may favor local companies. . . . [T]he hurdles U.S. companies must
overcome result from China’s falling short of full adherence to the
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general principles of the WTO and not from an unwillingness to implement the
specific commitments of its entry agreement.

At the root of many of these problems is China’s continued pursuit of problematic industrial
policies that rely on excessive Chinese government intervention in the market through an array of
trade-distorting measures. This government intervention, evident in many areas of China’s
economy, is a reflection of China’s historic yet unfinished transition from a centrally planned
economy to a free-market economy governed by rule of law. As another major trade association
explained in its written comments, “[t]he legacies of China’s command economy continue to be a
drag on China’s complete integration into the global economy and, as a result, cause a variety of
problems for China’s trading partners.”

During the fifteen years of negotiations leading up to China’s WTO accession, the United States
and other WTO members worked hard to address concerns created by China’s historic economic
structure. Given the state’s large role in China’s economy, the United States and other WTO
members carefully negotiated conditions for China’s WTO accession that would, when
implemented, lead to significantly reduced levels of government intervention in the market and
significantly fewer distortions in trade flows. Through the first few years after China’s accession
to the WTO, China made noteworthy progress in adopting economic reforms that facilitated its
transition toward a market economy. However, beginning in 2006 and continuing throughout
2007, progress toward further market liberalization began to slow. It became clear that some
Chinese government agencies and officials have not yet fully embraced key WTO principles of
market access, non-discrimination and transparency. Differences in views and approaches
between China’s central government and China’s provincial and local governments also have
continued to frustrate economic reform efforts, while China’s difficulties in generating a
commitment to the rule of law have exacerbated this situation.

Looking ahead, one of the critical issues for the international trading system will be to ensure
that China’s leadership does not retreat from the substantial progress made to date. Evidence of
a possible trend toward a more restrictive trade regime appears most visibly in a series of diverse
Chinese measures over the past two years signaling new restrictions on market access and
foreign investment in China. One trade association with broad representation explains:

Recent public policy debates in China have indicated a dampening of enthusiasm
in some quarters for foreign participation in the economy. Some policy makers
also appear to want to expand the [Chinese] government’s role in directing the
economy and in developing internationally competitive Chinese enterprises, while
also restricting the role of international companies in certain sectors. Designation
of “pillar” industries, promoting “indigenous innovation,” and establishing
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“national economic security” criteria to review deals are troublesome signposts
that do not imply full market access for U.S. companies.

As 2007 was drawing to a close, the United States and China were completing months of
preparations for two high-level meetings scheduled to take place back-to-back in Beijing in mid-
December. The first one is the annual meeting of the JCCT, chaired by Commerce Secretary
Gutierrez and U.S. Trade Representative Schwab on the U.S. side and Vice Premier Wu on the
Chinese side, which focuses on seeking resolutions to discrete, pressing trade issues. That
meeting will be followed by the semi-annual SED meeting, whose purpose is to manage the
complex U.S.-China economic relationship on a long-term, strategic basis under the guidance of
Treasury Secretary Paulson and Vice Premier Wu and with the participation of several other
ministers on each side.

At present, several specific areas continue to cause particular concern for the United States and
U.S. industry, in terms of China’s full adherence to its WTO obligations. The key concerns in
each of these areas are summarized below.

Intellectual Property Rights

Since its accession to the WTO, China has put in place a relatively good set of laws and
regulations aimed at protecting the intellectual property rights of domestic and foreign right
holders. However, some critical measures still need to be revised, and China’s enforcement of its
laws protecting the intellectual property rights covered by the WTO Agreement on Trade-Related
Aspects of Intellectual Property Rights (the TRIPS Agreement) has often been ineffective. U.S.
industry reports show no significant reduction in IPR infringement levels again in 2007,
confirming that counterfeiting and piracy in China remain at unacceptably high levels and cause
serious harm to U.S. businesses across many sectors of the economy. Indeed, despite anti-piracy
campaigns in China and an increasing number of IPR cases in Chinese courts, the U.S. copyright
industries’ most recent estimates indicate that 85 percent to 93 percent of all copyrighted
products sold in China in 2006 were pirated, showing little or no improvement over the previous
year. USTR’s annual Special 301 report, issued in April 2007, confirmed this lack of progress,
as USTR continued to place China on the Priority Watch List and subject it to Section 306
monitoring.

In 2007, as in prior years, the United States placed the highest priority on improving IPR
enforcement in China. The United States pursued extensive bilateral discussions with China,
focusing on concrete steps that China could take to improve its legal protections and enforcement
efforts so that significant reductions in IPR violations in China could be realized. These efforts
achieved an agreement between the two countries’ customs authorities to cooperate on border
enforcement, but other critical enforcement concerns remained unaddressed. For
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example, China continued to deflect calls from the United States and other WTO members for
better utilization of criminal remedies to combat rampant IPR infringement in China, claiming
that its approach to enforcement was showing results. The available statistics on continuing
rampant IPR infringement in China raise obvious questions about this claim.

In April 2007, after nearly three years of sustained bilateral engagement aimed at addressing U.S.
concerns about specific deficiencies in China’s legal regime for protecting and enforcing
copyrights and trademarks, the United States requested formal WTO consultations. When the
ensuing consultations did not lead to an agreed resolution, the United States sought the
establishment of a WTO panel to hear the case, and a panel was established in September 2007,
with 12 other WTO members joining in as third parties. A panel decision is currently expected
in 2008.

The United States remains committed to working constructively with China on a bilateral basis
to significantly reduce IPR infringement levels in China and continues to devote considerable
staff and resources, both in Washington and in Beijing, to address the many challenges in this
area. At the same time, when bilateral discussions prove unable to resolve key issues, the United
States remains prepared to take further action on these issues, including WTO dispute settlement
where appropriate, given the importance of China developing an effective, TRIPS Agreement-
compliant system for IPR enforcement.

Industrial Policies

China continued to pursue industrial policies that seek to limit market access for non-Chinese
origin goods and foreign service providers and offer substantial government resources to support
Chinese industries and increase exports. In some cases, the objective of these policies seems to
be to promote the development of Chinese industries that are higher up the economic value chain
than the industries that make up China’s current labor-intensive base. In other cases, China
appears simply to be protecting less competitive state-owned enterprises.

In 2007, examples of the trade-distortive measures implementing these industrial policies remain
readily evident. China continues to apply auto parts regulations that prolong prohibited local
content requirements for motor vehicles while the WTO-consistency of those regulations is being
challenged in panel proceedings at the WTO. China is also making increasingly restrictive use of
export quotas and export duties on a number of raw materials where it is the world’s leading
producer. Through these export restrictions, China is able to drive up world prices while
lowering domestic prices, thereby providing substantial artificial advantages to a wide range of
downstream producers in China when they compete against foreign downstream producers in the
China market and around the world. In addition, even after re-committing to technology
neutrality for 3G telecommunications standards at the April 2006 JCCT meeting, China’s
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regulatory authorities continue to promote the home-grown TD-SCDMA standard and to expand
its test market. China also continues to pursue unique national standards in a number of areas of
high technology where international standards already exist, and it pressures foreign companies
seeking to participate in the standards-setting process to license their technology or intellectual
property on unfavorable terms. Meanwhile, a July 2005 industrial policy that calls for the state’s
management of major aspects of China’s steel industry remains in effect, and excessive
government subsidization continues to benefit a range of domestic industries in China. China
has also sought to protect many domestic industries through an increasingly restrictive
investment regime, as recent measures impose requirements for state control of “critical”
equipment manufacturers, establish rules for foreign mergers and acquisitions that confer broad
and vaguely defined powers on the government to block investments in a range of industries, and
prevent further foreign investment in “pillar” industries. Some of these industrial policy
measures raise questions about China’s compliance with its WTO obligations in the areas of
national treatment, market access, export restrictions, technology transfer and subsidies, among
others.

While bilateral discussions yielded little progress in resolving U.S. concerns regarding most of
these industrial policy measures in 2007, the United States was able to leverage its use of the
WTO dispute settlement mechanism, as noted above, to gain China’s agreement to eliminate
several prohibited subsidy programs that had been providing substantial benefits to a wide range
of manufactured goods being sold in China and being exported to the United States and other
markets around the world. Reached in November 2007 after months of negotiations, this
agreement committed China to discontinue all of the challenged subsidies by January 1, 2008,
and not to reinstate them in the future.

In 2008, the United States will continue to pursue vigorous bilateral engagement to resolve the
serious disagreements that remain over a number of China’s industrial policy measures,
including China’s highly trade-distorting use of export restrictions on raw materials. If dialogue
fails to address U.S. concerns, however, the United States will not hesitate to take further actions
seeking elimination of these industrial policy measures, including WTO dispute settlement,
where appropriate.

Trading Rights and Distribution Services

Many in U.S. industry consider trading rights and distribution services to be “the most important
of the WTO commitments China has so far implemented,” according to one trade association
with broad representation. These commitments called for full liberalization of trading rights —
the right to import and export — and distribution services, including wholesale and retail services,
franchising services and related services, by December 11, 2004. With determined U.S.
engagement, China has implemented these critical commitments in most sectors, and many U.S.
companies and individuals are now not only able to import and export goods directly without
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having to use a middleman, but are also able to establish their own distribution networks within
China.

Nevertheless, some serious problems still remain. In particular, despite extensive and persistent
bilateral engagement by the United States, China has continued to maintain import and
distribution restrictions on copyright-intensive products such as theatrical films, DVDs, music,
books and journals, in apparent contravention of China’s trading rights and distribution services
commitments. These restrictions reduce and delay market access for these copyrighted products,
creating additional incentives for infringement in China’s market. Once it became clear that
bilateral discussions were not leading to changes to address U.S. concerns, the United States
invoked the WTO dispute settlement mechanism by filing a request for formal WTO
consultations in April 2007. After two rounds of consultations in Geneva failed to resolve the
dispute, the United States requested the establishment of a WTO panel to hear the case, and a
panel was established in November 2007.

In two other key areas, the United States continued to engage China bilaterally as 2007 was
drawing to a close. First, while China has taken steps to implement its commitment to open its
market for sales away from a fixed location, also known as “direct selling,” China continued to
subject foreign direct sellers to unwarranted restrictions on their business operations. In addition,
China continued to discriminate against foreign retailers seeking to open new stores by making
them satisfy burdensome requirements not applicable to domestic retailers. The United States
will continue to pursue these important issues in 2008 to ensure that China fully meets its
applicable WTO commitments.

Agriculture

U.S. agricultural exports to China in 2006 totaled more than $7.6 billion, making China the
United States’ fourth largest agricultural export market. To date, 2007 has been a comparably
successful year, characterized overall by steady growth. For example, U.S. exports of bulk
agricultural commodities continued to perform strongly, with soybean exports increasing
dramatically. China also remains the leading export destination for U.S. cotton, among other
products.

While U.S. exports of agricultural commodities largely fulfill the potential envisioned by U.S.
negotiators during the years leading up to China’s WTO accession, trade with China in the
agricultural sector remains among the least transparent and predictable of the world’s major
markets, as it continues to be plagued by uncertainty, largely because of selective intervention in
the market by China’s regulatory authorities. As in past years, capricious practices by Chinese
customs and quarantine officials can delay or halt shipments of agricultural products into China,
while SPS measures with questionable scientific bases and a generally opaque regulatory regime
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frequently bedevil traders in agricultural commodities, who require as much predictability and
transparency as possible in order to preserve margins and reduce the already substantial risks
involved in agricultural trade.

In 2007, the principal targets of questionable practices by China’s regulatory authorities were
poultry, pork and soybeans, and anticipated growth in U.S. exports of these products was
impeded. In addition, China continued to block the importation of U.S. beef and beef products,
even after these products had been declared safe to trade under international guidelines.

In 2008, the United States will continue to pursue vigorous bilateral engagement with China in
order to obtain progress on its outstanding concerns. The United States also will not hesitate to
take other actions to resolve its concerns if dialogue fails.

Services

Overall, the United States enjoyed a substantial surplus in trade in services with China in 2006,
as in prior years, and the market for U.S. service providers in China remains promising.
However, in some sectors, it appears that China’s commitments to increase market access and
remove restrictions have still not been fully realized. Chinese regulatory authorities continue to
frustrate efforts of U.S. providers of banking, insurance, telecommunications, construction and
engineering, legal and other services to achieve their full market potential in China through the
use of an opaque regulatory process, overly burdensome licensing and operating requirements,
and other means.

In 2007, U.S. engagement through the SED meeting in May led to some limited progress. China
committed to eliminate the backlog of U.S. non-life insurers’ applications for conversion from a
branch to a subsidiary, and it followed through on that commitment. In addition, China
committed to act on the applications of foreign banks incorporated in China seeking to issue their
own domestic currency credit and debit cards, although it has not yet done so, hindering the
banks’ ability to attract Chinese individuals as new customers. China has also failed, to date,

to fulfill a commitment that it made at the April 2006 JCCT meeting to lower excessive capital
requirements that have been blocking market access for foreign providers of basic
telecommunications services.

Meanwhile, two serious WTO concerns that arose in 2006 have so far resisted resolution through
high-level bilateral engagement. In particular, Xinhua, the Chinese state news agency, persisted
in its refusal to withdraw rules issued in September 2006 imposing new restrictions on foreign
providers of financial information services, raising questions about China’s implementation of
specific WTO commitments that it had made. In addition, questions were raised about China’s
failure to implement important commitments scheduled to be phased in by December 11, 2006,
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which would allow foreign credit card companies to provide electronic payments processing
services for domestic currency transactions.

In 2008, the United States will continue to engage China and will closely monitor developments
in an effort to ensure that China fully adheres to its services commitments. If necessary, the
United States also will not hesitate to take further actions seeking to enforce China’s WTO
commitments, including WTO dispute settlement, where appropriate.

Transparency

One of the fundamental principles of the WTO Agreement, reinforced throughout China’s WTO
accession agreement, is transparency. Transparency permits markets to function effectively and
reduces opportunities for officials to engage in trade-distorting practices behind closed doors.
While China’s transparency commitments in many ways require a profound historical shift,
China made important strides to improve transparency across a wide range of national and
provincial authorities during the first four years of its WTO membership. However, two
shortcomings stood out. As of December 11, 2005, China had still not adopted a single official
journal for publishing all trade-related measures, and it had yet to regularize the use of notice-
and-comment procedures for new or revised trade-related measures prior to implementation. In
2006, after the United States elevated this issue to the JCCT level, China finally adopted a single
official journal, although much work remains for China to ensure full participation by all relevant
government entities. The United States has also pushed China to adopt a mandatory notice-and-
comment practice, and this issue will be a key topic for discussion at the SED meeting taking
place in December 2007. To date, however, notice-and-comment remains an optional practice in
China. As aresult, many of China’s regulatory regimes continue to suffer from systemic opacity,
frustrating efforts of foreign — and domestic — businesses to achieve all of the potential benefits
of China’s WTO accession.

Conclusion

In 2008, the Administration will continue its concerted efforts to ensure that China fully
implements its outstanding WTO commitments and fully adheres to its fundamental obligations
as a WTO member, with particular emphasis on reducing Chinese government intervention in the
market, lowering IPR infringement levels in China and making China’s trade regime more
predictable and transparent. Throughout this process, the Administration will continue to solve
problems with dialogue if possible, legal action when necessary, and work within the rules-based
international trading system. The Administration will continue to work cooperatively and
pragmatically with China — through the robust set of formal and informal U.S.-China bilateral
dialogues and meetings, including the JCCT and the SED - to ensure that the benefits of China’s
WTO membership are realized by the United States and the world and that problems in our trade
relationship are appropriately resolved. When bilateral dialogue is not successful, however,
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the Administration will not hesitate to employ the full range of enforcement tools available,
whether it be the dispute settlement mechanism at the WTO or the enforcement of U.S. trade

laws — under the WTO’s rules-based system — to ensure that U.S. interests are not harmed by
unfair trade practices.
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BACKGROUND

China’s WTO Accession Negotiations

In July of 1986, China applied for admission to the WTQO’s predecessor, the General Agreement
on Tariffs and Trade (GATT). The GATT formed a Working Party in March of 1987, composed
of all interested GATT contracting parties, to examine China’s application and negotiate terms
for China’s accession. For the next eight years, negotiations were conducted under the auspices
of the GATT Working Party. Following the formation of the WTO on January 1, 1995, a
successor WTO Working Party, composed of all interested WTO members, took over the
negotiations.

Like all WTO accession negotiations, the negotiations with China had three basic aspects. First,
China provided information to the Working Party regarding its trade regime. China also updated
this information periodically during the 15 years of negotiations to reflect changes in its trade
regime. Second, each interested WTO member negotiated bilaterally with China regarding
market access concessions and commitments in the goods and services areas, including, for
example, the tariffs that would apply on industrial and agricultural goods and the commitments
that China would make to open up its market to foreign services suppliers. The most trade
liberalizing of the concessions and commitments obtained through these bilateral negotiations
were consolidated into China’s Goods and Services Schedules and apply to all WTO members.
Third, overlapping in time with these bilateral negotiations, China engaged in multilateral
negotiations with Working Party members on the rules that would govern trade with China.
Throughout these multilateral negotiations, U.S. leadership in working with China was critical to
removing obstacles to China’s WTO accession and achieving a consensus on appropriate rules
commitments. These commitments are set forth in China’s Protocol of Accession and an
accompanying Report of the Working Party.

WTO members formally approved an agreement on the terms of accession for China on
November 10, 2001, at the WTO’s Fourth Ministerial Conference, held in Doha, Qatar. One day
later, China signed the agreement and deposited its instrument of ratification with the Director-
General of the WTO. China became the 143rd member of the WTO on December 11, 2001.

China’s Protocol of Accession, accompanying Working Party Report and Goods and Services
Schedules are available on the WTO’s website (Www.wto.org).

Overview of China’s WTO Commitments

In order to accede to the WTO, China had to agree to take concrete steps to remove trade barriers
and open its markets to foreign companies and their exports from the first day of accession in
virtually every product sector and for a wide range of services. Supporting these steps, China
also agreed to undertake important changes to its legal framework, designed to add transparency
and predictability to business dealings.
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Like all acceding WTO members, China also agreed to assume the obligations of more than 20
existing multilateral WTO agreements, covering all areas of trade. Areas of principal concern to
the United States and China’s other trading partners, as evidenced by the accession negotiations,
included the core principles of the WTO, including most-favored nation treatment, national
treatment, transparency and the availability of independent review of administrative decisions.
Other key concerns could be found in the areas of agriculture, sanitary and phytosanitary
measures, technical barriers to trade, trade-related investment measures, customs valuation, rules
of origin, import licensing, antidumping, subsidies and countervailing measures, trade-related
aspects of intellectual property rights and services. For some of its obligations in these areas,
China was allowed minimal transition periods, where it was considered necessary.

Even though the terms of China’s accession agreement are directed at the opening of China’s
market to WTO members, China’s accession agreement also includes several mechanisms
designed to prevent or remedy injury that U.S. or other WTO members’ industries and workers
might experience based on import surges or unfair trade practices. These include a unique,
China-specific safeguard provision allowing a WTO member to restrain increasing Chinese
imports that disrupt its market (available for 12 years, running from the date of China’s WTO
accession), a special textile safeguard (available for 7 years) and the continued ability to utilize a
special non-market economy methodology for measuring dumping in anti-dumping cases against
Chinese companies (available for 15 years). The Administration is committed to maintaining the
effectiveness of these mechanisms for the benefit of affected U.S. businesses, workers and
farmers.

With China’s consent, the WTO also created a special multilateral mechanism for reviewing
China’s compliance on an annual basis. Known as the Transitional Review Mechanism, this
mechanism operates annually for 8 years after China’s accession, with a final review by year 10.
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STATUS OF CHINA’S WTO COMPLIANCE EFFORTS

Trading Rights and Distribution Services

Within the context of China’s WTO commitments, the concept of “trading rights” includes two
elements, i.e., the right to import goods (into China) and the right to export goods (from China).
It does not include the right to sell goods within China, as that right is governed by separate
commitments principally relating to “distribution services” set forth in China’s Services
Schedule (see the Distribution Services section below). In the global business world, trading
rights and distribution services are fundamentally interrelated, and often an enterprise will need
both of them to carry out its business plan.

China’s commitments on trading rights and distribution services are critically important. They
continue to offer the potential to enormously expand the scope of business opportunities
available to a wide range of U.S. and other foreign industries doing business, or seeking to do
business, in China. These commitments were scheduled to be fully phased in (subject to a few
product exceptions) by December 11, 2004, when existing restrictions on companies already
invested in China were to be removed, and U.S. companies were to be fully able to import and
sell goods in China or export goods from China. It was envisioned that these changes would
enhance the efficiency with which a wide range of U.S. companies could distribute and provide
related logistics services for imported or domestically produced goods in China, while also
enabling U.S. companies to integrate their China operations more easily with their global
networks.

Overall, China remains in basic compliance with its trading rights commitments, although one
significant exception involves the importation of copyright-intensive products such as theatrical
films, DVDs, music, books and journals, which China still reserves for state trading. Meanwhile,
China has made substantial progress in implementing its distribution services commitments,
although some technical challenges remain. However, as in the trading rights area, one
significant exception involves the distribution of copyright-intensive products such as theatrical
films, DVDs, music, books and journals, which China continues to restrict. After extensive
dialogue with China failed to resolve U.S. concerns, the United States turned to the WTO dispute
settlement process in April 2007, launching a challenge to China’s restrictions on the importation
and distribution of these products.

Trading Rights

In the trading rights area, until shortly before its WTO accession, China severely restricted the
number and types of enterprises that could import or export, and it also restricted the products
that a particular enterprise could import or export. For the most part, China confined trading
rights to certain state-owned manufacturing and trading enterprises, which could import or export
goods falling within their approved scopes of business. China also granted trading rights to
certain foreign-invested enterprises, allowing them to import inputs for their production purposes
and export their finished products.
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In its accession agreement, responding to concerns raised by members of the WTO working party
on China’s accession, China committed to substantial liberalization in the area of trading rights.
China agreed to eliminate its system of examination and approval of trading rights and make full
trading rights automatically available for all Chinese enterprises, Chinese-foreign joint ventures,
wholly foreign-owned enterprises and foreign individuals, including sole proprietorships, within
three years of its accession, or by December 11, 2004, the same deadline for China to eliminate
most restrictions in the area of distribution services. The only exceptions applied to products
listed in an annex to China’s accession agreement, such as grains, cotton and tobacco, for which
China reserved the right to engage in state trading. China also agreed to take a number of
liberalization steps during the years prior to its adoption of an automatic trading rights system,
including trading rights for Chinese enterprises immediately upon China’s accession, followed
by trading rights for joint ventures with minority foreign ownership within one year after China’s
accession and trading rights for joint ventures with majority foreign ownership within two years
after China’s accession.

As previously reported, during the phase-in period, China timely implemented its commitments
relating to Chinese enterprises, but fell behind in implementing the commitments for joint
ventures with minority foreign ownership (scheduled for implementation by December 11, 2002)
and joint ventures with majority foreign ownership (scheduled for implementation by December
11, 2003). It was not until April 2004, after the United States had made trading rights one of its
priority issues during the run-up to the April 2004 JCCT meeting, that China finally began to
take steps to implement its commitments more fully. Shortly before that meeting, the National
People’s Congress issued a revised Foreign Trade Law. It provided for trading rights to be
automatically available through a registration process for all domestic and foreign entities and
individuals, effective July 1, 2004, almost six months ahead of the scheduled full liberalization
required by China’s accession agreement. In June 2004, China’s Ministry of Commerce
(MOFCOM) issued implementing rules setting out the procedures for registering as a foreign
trade operator in time for the new registration process to be operational on the July 1 effective
date. U.S. companies have continued to report few problems with this trading rights registration
process.

However, China has not yet implemented its trading rights commitments insofar as they relate to
the importation of copyright-intensive products such as theatrical films, DVDs, music, books and
journals. Under the terms of China’s accession agreement, China’s trading rights commitments
apply fully to these products, as they are not among the products for which China reserved the
right to engage in state trading. As a result, trading rights for these products should have been
automatically available to all Chinese enterprises, Chinese-foreign joint ventures, wholly
foreign-owned enterprises and foreign individuals as of December 11, 2004. Nevertheless, China
continues to wholly reserve the right to import these products to state trading enterprises, as
reflected in a host of measures, including the Regulations on Administration of the Films
Industry, issued by the State Council in December 2001, the Provisional Rules on the Entry
Criteria for Operating Film Enterprises, issued by the State Administration of Radio, Film and
Television (SARFT) and MOFCOM in October 2004, the Administrative Regulations on
Publishing, issued by the State Council in December 2001, the Administrative Regulations on
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Audiovisual Products, issued by the State Council in December 2001, the Catalogue for
Guidance of Foreign Investment Industries, issued by the National Development and Reform
Commission (NDRC) and MOFCOM in November 2004, the Several Opinions on Introducing
Foreign Investment into the Cultural Sector, issued by of the Ministry of Culture, SARFT, the
General Administration of Press and Publication (GAPP), NDRC and MOFCOM in July 2005,
the Measures for the Administration of Import of Audio and Video Products, issued by the
Ministry of Culture and the General Administration of Customs in April 2002, the Measures for
Administration of Chinese Foreign Contractual Distribution Ventures of Audiovisual Products,
issued by the Ministry of Culture and MOFCOM in February 2004, the Administrative
Regulations on Electronic Publications, issued by GAPP in December 1997, and the Procedure
for Examination and Approval of Establishment of Publication Importation Entities, issued by
GAPP in December 2005. After raising this matter and China’s related restrictions on
distribution in numerous bilateral meetings with China and at the WTO during the annual
transitional reviews before the Committee on Market Access and before the Council for Trade in
Goods since 2005, the United States initiated a WTO dispute settlement case against China in
April 2006, challenging China’s restrictions on the importation and distribution of copyright-
intensive products such as theatrical films, DVDs, music, books and journals. Subsequent WTO
consultations held in June and July 2007 failed to lead to an agreed resolution, and the United
States filed a request for the establishment of a WTO panel in September 2007. A panel was
established at a November 2007 meeting of the WTO’s Dispute Settlement Body, with the
European Communities (EC), Japan, Korea and Australia joining in as a third parties.

Distribution Services

Prior to its WTO accession, China generally did not permit foreign enterprises to distribute
products in China, i.e., to provide wholesaling, commission agents’, retailing or franchising
services or to provide related services, such as repair and maintenance services. These services
were largely reserved to Chinese enterprises, although some foreign-invested enterprises were
allowed to engage in distribution services within China under certain circumstances. For
example, joint ventures have had the right to supply wholesaling and retailing services for the
goods they manufacture in China since the issuance of the Regulations for the Implementation of
the Law on Chinese-Foreign Equity Joint Ventures by MOFCOM’s predecessor, the Ministry of
Foreign Trade and Economic Cooperation (MOFTEC), in December 1987. Similarly, wholly
foreign-owned enterprises had this same right under the Detailed Rules for the Implementation of
the Law on Wholly Foreign-Owned Enterprises, issued by MOFTEC in April 2001.

In its WTO accession agreement, China committed to eliminate national treatment and market
access restrictions on foreign enterprises providing these services through a local presence within
three years of China’s accession (or by December 11, 2004), subject to limited product
exceptions. In the meantime, China agreed to progressively liberalize its treatment of
wholesaling services, commission agents’ services and direct retailing services (except for sales
away from a fixed location), as described below.

Overall, China has made substantial progress in implementing its distribution services
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commitments. While delays in implementation and confusion over eligibility characterized
much of 2005, these problems largely disappeared in 2006 after MOFCOM began allowing
provincial-level authorities to grant wholesale and retail distribution licenses, although some
technical challenges remain. At the same time, foreign retailers seeking licenses for new outlets
face discriminatory requirements, and China continues to place excessive restrictions on direct
selling, or sales away from a fixed location. In addition, the distribution of some products
remains unjustifiably restricted, including copyright-intensive products (such as theatrical films,
DVDs, music, books and journals), pharmaceuticals and crude oil and processed oil. The
restrictions on the copyright-intensive products are currently the subject of a WTO dispute
settlement case brought by the United States. In 2008, the United States will continue to work
closely with U.S. companies as they seek to overcome these remaining market access barriers
and discriminatory requirements and provide the full range of distribution services in China.

Meanwhile, U.S. and other foreign companies will continue to face challenges unrelated to
China’s WTO obligations, particularly as they attempt to create nationwide distribution networks
in China. Currently, distribution networks remain highly fragmented in China, as there are no
Chinese distribution companies with nationwide networks and no Chinese distribution company
holds a market share greater than two percent, due largely to infrastructure limitations and
restrictive provincial and local requirements. Nevertheless, the central government has a strong
interest in addressing these impediments and developing nationwide distribution networks, which
will foster economic and employment growth and help revitalize rural areas in China.

Wholesaling Services and Commission Agents’ Services

China committed that, immediately upon its accession to the WTO, it would permit Chinese-
foreign joint ventures and wholly foreign-owned enterprises to distribute at the wholesale level
within China any goods that they make in China, without any market access or national treatment
limitations. Within one year after accession (or by December 11, 2002), China agreed to permit
foreign service suppliers to supply wholesaling services and commission agents’ services within
China for almost all goods, whether made in China or imported, through joint ventures with
minority foreign ownership. Excepted goods included salt, tobacco, chemical fertilizers,
processed oil and crude oil as well as books, newspapers, magazines, pharmaceutical products,
pesticides and mulching films. Within two years after accession (or by December 11, 2003),
China agreed to permit foreign service suppliers to supply wholesaling services and commission
agents’ services within China through majority foreign-owned joint ventures, subject to the same
exceptions. Within three years after accession (or by December 11, 2004), China agreed to
permit foreign service suppliers to supply wholesaling services and commission agents’ services
within China through wholly foreign-owned enterprises. In addition, by this time, the exceptions
for books, newspapers, magazines, pharmaceutical products, pesticides and mulching films were
to be eliminated. The exceptions for chemical fertilizers, processed oil and crude oil (but not salt
and tobacco) were to be eliminated within five years after accession (or by December 11, 2006).

As previously reported, China fell behind in implementing its commitments regarding
wholesaling services and commission agents’ services insofar as they related to joint ventures
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with minority foreign ownership (scheduled for implementation by December 11, 2002) and joint
ventures with majority foreign ownership (scheduled for implementation by December 11,
2003). It was not until April 2004, after the United States had made distribution services —
including wholesale services — one of its priority issues during the run-up to the April 2004
JCCT meeting, that China finally began to take steps to implement its commitments more fully.
Shortly before that meeting, MOFCOM issued the Measures on the Management of Foreign
Investment in the Commercial Sector, superseding the Procedures for Pilot Projects for
Commercial Enterprises with Foreign Investment, which had been in force since June 1999.
These regulations belatedly lifted market access and national treatment restrictions on joint
ventures engaging in wholesale services effective June 2004. In addition, the regulations
extended this liberalization to wholly foreign-owned enterprises and removed product exceptions
for books, newspapers, magazines, pesticides and mulching films as of the scheduled phase-in
date of December 11, 2004, and provided that a separate measure would be issued to remove the
product exception for pharmaceuticals. The regulations also required enterprises to obtain
central or provincial-level MOFCOM approval before providing wholesale services, and they
appeared to set relatively low qualifying requirements, as enterprises needed only to satisfy the
relatively modest capital requirements of the Company Law rather than the high capital
requirements found in many other services sectors.

Initially, MOFCOM’s application and approval process remained opaque and was beset with
problems, as the central and local approving authorities were still in the process of determining
the appropriate procedures and documentation requirements. Large backlogs of distribution
licenses developed, and the approving authorities imposed a variety of restrictions on the scope
of products and services that could be supplied when they did grant licenses. Meanwhile, a
separate set of problems plagued existing enterprises seeking to expand their business scope to
include wholesale distribution, in part because the Chinese authorities were still trying to sort out
historical tax treatment and Free Trade Zone (FTZ) issues.

During the run-up to the July 2005 JCCT meeting, as the United States made full implementation
of China’s wholesale (and retail) distribution services commitments an issue of high priority, the
Chinese authorities reduced much of the backlog of distribution license applications. In addition,
in July 2005, MOFCOM and the General Administration of Customs (Customs Administration)
issued the Circular on Issues Concerning the Trade Administration of Bonded Zones and Bonded
Logistics Parks, which clarified the handling of applications from enterprises located in FTZs.

At the July 2005 JCCT meeting, China committed to improve the transparency of the application
and approval process. Consistent with this commitment, in September 2005, MOFCOM issued
the Application and Approval Guidelines for Foreign Investments, which clarified many aspects
of the application and approval process. Some improvements subsequently took place in the
application and approval process, but it was not until MOFCOM issued the Notice on Entrusting
National Economic and Technological Development Zones with the Authority to Approve
Foreign-Funded Distribution Firms and International Forwarding Agents in February 2006 that
the problems with the application and approval process largely disappeared. These
developments have made the application and approval process more efficient and less time-
consuming and have enabled U.S. companies to improve the efficiency of their China supply



Page 20

chain management, and as a result many of them have been able to restructure their legal entities
to integrate their China operations into their global business more fully and efficiently.

At the same time, U.S. companies in some industries continue to have concerns with regard to
product and services restrictions that China has yet to remove.

As in the area of trading rights, China continues to impose restrictions on foreign enterprises’
distribution of copyright-intensive products such as theatrical films, DVDs, music, books and
journals, despite its commitments to remove most market access and national treatment
restrictions applicable to the distribution of these products by no later than December 11, 2004.
China’s continuing restrictions are set forth in a number of different measures, including the
Administrative Regulations on Publishing, issued by the State Council in December 2001, the
Administrative Regulations on Audiovisual Products, issued by the State Council in December
2001, the Provisions on Guiding the Orientation of Foreign Investment, issued by the State
Council in February 2002, the Catalogue for Guidance of Foreign Investment Industries, issued
by NDRC and MOFCOM in November 2004, the Several Opinions on Introducing Foreign
Investment into the Cultural Sector, issued by of the Ministry of Culture, SARFT, GAPP, NDRC
and MOFCOM in July 2005, the Administrative Regulations on Management of
Foreign-Invested Book, Magazine and Newspaper Distribution Enterprises, issued by GAPP and
MOFTEC in March 2003, the Administrative Regulations on the Publication Market, issued by
GAPP in July 2003 and revised in June 2004, the Administrative Regulations on Electronic
Publications, issued by GAPP in December 1997, the Administrative Measures on Subscription
of Imported Publications, issued by GAPP in December 2004, the Procedure for Examination
and Approval of Establishment of Chinese-Foreign Entities, Cooperative Joint Ventures, and
Wholly Foreign Owned Publication Distribution Enterprises, issued by GAPP in December
2005, and the Measures for Administration of Chinese Foreign Contractual Distribution
Ventures of Audiovisual Products, issued by the Ministry of Culture and MOFCOM in February
2004. After raising this matter and China’s related restrictions on importation in numerous
bilateral meetings with China and at the WTO during the annual transitional reviews before the
Council for Trade in Services since 2005, the United States initiated a WTO dispute settlement
case against China in April 2006 covering the importation and distribution restrictions applicable
to copyright-intensive products such as theatrical films, DVDs, music, books and journals, as
discussed above in the Trading Rights section.

With regard to the distribution of automobiles by foreign enterprises, China began to implement
several measures in 2005, including the Implementing Rules for the Administration of
Brand-Specific Automobile Dealerships, jointly issued by MOFCOM, the NDRC and the State
Administration for Industry and Commerce (SAIC) in February 2005. In November 2005 the
NDRC followed up with the Rules for Auto External Marks, and in January 2006 MOFCOM
issued the Implementing Rules for the Evaluation of Eligibility of Auto General Distributors and
Brand-specific Dealers. While U.S. industry has generally welcomed these measures, they do
contain some restrictions on foreign enterprises that may not be applied to domestic enterprises.
As in 2007, the United States will closely monitor how China applies these measures in 2008 in
an effort to ensure that foreign enterprises are not adversely affected by these restrictions.
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With regard to the distribution of pharmaceuticals, despite the fact that the exception for
pharmaceuticals contained in China’s accession agreement expired as of December 11, 2004,
China did not issue any further regulations and continued to require foreign pharmaceutical
companies to sell their finished products through Chinese wholesalers (after hiring Chinese
importers to bring their finished products into the country) until mid-2005, when it began
allowing the acceptance of applications from foreign pharmaceutical companies for wholesale
distribution licenses under the April 2004 distribution regulations and the pre-existing Rules on
the Management of Drug Business Licenses, issued by the State Food and Drug Administration
(SFDA). Since then, U.S. and other foreign pharmaceutical companies have been able to obtain
wholesale distribution licenses. At the same time, despite overall progress in this area, many
other restrictions affecting the pharmaceuticals sector make it difficult for foreign pharmaceutical
companies to realize the full benefits of China’s wholesale distribution commitments. The
United States is continuing to engage the Chinese regulatory authorities in these areas as part of
an effort to promote comprehensive reform of China’s healthcare system and to reduce the
unnecessary trade barriers that they face.

Meanwhile, U.S. industry is concerned about China’s implementation of significant market-
opening commitments, scheduled for December 11, 2006, designed to permit foreign enterprises
to engage in wholesale distribution of crude oil and processed oil, e.g., gasoline. In early
December 2006, China issued regulations — without providing an opportunity for prior public
comment — imposing high thresholds and other potential impediments on foreign enterprises
seeking to enter the wholesale distribution sector, such as requirements relating to levels of
storage capacity, pipelines, rail lines, docks and supply contracts. Based on reports that it had
received regarding earlier, selectively circulated drafts, the United States had pressed for the
issuance of a draft for public comment and had highlighted the importance of full
implementation of its commitments in bilateral meetings with China earlier in 2006 and during
the transitional review before the Council for Trade in Services, held in November 2006. In
close consultation with U.S. industry, the United States will continue to monitor China’s
implementation of the December 2006 regulations in 2008 in an effort to ensure that U.S.
industry realizes the full benefits of China’s commitments in this sector.

Retailing Services

In addition to committing to permit Chinese-foreign joint ventures and wholly foreign-owned
enterprises to distribute at the retail level within China any goods that they make in China
without any market access or national treatment limitations, effective immediately upon China’s
WTO accession, China agreed to permit foreign service suppliers to supply retailing services for
almost all goods, whether made in China or imported, through joint ventures with minority
foreign ownership, subject to geographic restrictions (allowing China to limit market access to
five Special Economic Zones and eight cities) and quantitative restrictions (allowing China to
limit the number of joint ventures that could operate in six of the eight cities). Excepted goods
included books, newspapers and magazines, tobacco, chemical fertilizers, processed oil,
pharmaceutical products, pesticides and mulching films. The exceptions for the retailing of
books, newspapers and magazines were to have been removed within one year after accession (or
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by December 11, 2002). Within two years after accession (or by December 11, 2003), China
agreed to permit foreign service suppliers to supply retailing services through majority foreign-
owned joint ventures, subject to the product exceptions set forth above. China also reserved the
right to continue to impose the geographic and quantitative restrictions set forth above, although
the geographic restrictions were to be eased, with market access being extended to all provincial
capitals and two other cities. Within three years after accession (or by December 11, 2004),
China agreed to permit foreign service suppliers to supply retailing services through wholly
foreign-owned enterprises. In addition, by this time, all geographic and quantitative restrictions
were to be eliminated, and the exceptions for pharmaceutical products, pesticides, mulching
films and processed oil were also to be eliminated. The exception for chemical fertilizers was to
be eliminated within five years after accession (or by December 11, 2006).

As previously reported, China fell behind in implementing its retailing services commitments for
joint ventures with minority foreign ownership (scheduled for implementation upon China’s
accession) and joint ventures with majority foreign ownership (scheduled for implementation by
December 11, 2003). Following repeated bilateral and multilateral U.S. engagement during the
run-up to the April 2004 JCCT meeting, MOFCOM issued the April 2004 distribution
regulations, which belatedly lifted market access and national treatment restrictions on joint
ventures engaging in retail services effective June 1, 2004, except for allowed geographic and
quantitative restrictions and product exceptions for pharmaceuticals, pesticides, mulching films
and processed oil. These regulations also extended this liberalization to wholly foreign-owned
enterprises and removed the product exceptions for pesticides and mulching films and all
remaining geographic and quantitative restrictions as of the scheduled phase-in date of December
11, 2004, while the regulations removed the product exception for chemical fertilizer as of the
scheduled phase-in date of December 11, 2006. As in the wholesale area, the regulations require
enterprises to obtain central or provincial-level MOFCOM approval before providing retail
services, and they appear to set relatively low qualifying requirements, including relatively
modest capital requirements, although in practice foreign (but not domestic) retailers reportedly
must meet higher capital requirements.

Many of the same problems that plagued the application and approval process in the wholesale
area in 2005 also arose in the area of retailing services, and the United States repeatedly pressed
China to accelerate and improve the implementation of its commitments, just as it did in the
wholesale area. The changes that took place in the application and approval process as a result of
the July 2005 JCCT meeting helped to remedy these problems, particularly MOFCOM’s
issuance of the Notice on Entrusting National Economic and Technological Development Zones
with the Authority to Approve Foreign-Funded Distribution Firms and International Forwarding
Agents in February 2006.

Nevertheless, other concerns remained, particularly with regard to possible discriminatory
application of a provision in the April 2004 distribution regulations allowing the approving
authorities to withhold retail distribution license approvals when, as is the case in many cities,
urban commercial network plans have not yet been formulated. Subsequently, in April 2006,
MOFCOM issued a notice explaining that foreign-invested enterprises would not be granted
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approvals for projects in cities that had not yet finalized their urban commercial network plans.
The United States raised concerns about this notice, both bilaterally and during the transitional
review before the WTO’s Council for Trade in Services in November 2006, because it appeared
that domestic enterprises were continuing to receive approvals for their projects in cities without
urban commercial network plans in place.

In 2007, the U.S. retail industry became concerned about other extra burdens that it faces, in
comparison to domestic retailers, when attempting to expand their operations in China. For
example, the licensing process for a foreign retailer seeking to establish a new store begins with a
MOFCOM process, which is multi-layered and slow-moving, requiring approvals at the local,
provincial and central government levels. Only after the MOFCOM process is completed can the
foreign retailer obtain an actual license from SAIC. In contrast, domestic retailers can quickly
obtain licenses directly from SAIC. In addition, domestic retailers do not need to satisfy
substantive requirements that are imposed on foreign companies, such as an additional minimum
capital requirement for each new store or, as discussed above, a requirement that the location city
for the new store have an urban commercial network plan in place. The United States raised its
concerns about this discriminatory treatment with China during the run-up to the May 2007 SED
meeting and subsequently during the transitional review before the Council for Trade in Services
in November 2007. The United States has also been raising its concerns during the run-up to the
JCCT meeting scheduled for December 2007 and will continue these efforts, if necessary, in
2008.

Meanwhile, questions continue to arise concerning whether China is fully implementing its
commitment to allow foreign enterprises to sell processed oil, e.g., gasoline, at the retail level.
As explained above, China’s first tranche of retail services commitments did not apply to
processed oil, as it was one of the excepted goods under China’s Services Schedule. However,
that exception expired on December 11, 2004, and by that time China committed to permit
wholly foreign-owned enterprises to operate gas stations. Instead, China insists that gas stations
fall under the chain store provision in its Services Schedule, which permits only joint ventures
with minority foreign ownership for “those chain stores which sell products of different types
and brands from multiple suppliers with more than 30 outlets.” From a business perspective, the
ability of foreign enterprises to engage in retail distribution of processed oil will become
particularly important once China fully implements its commitments to permit foreign
enterprises to engage in wholesale distribution of crude oil and processed oil, required by
December 11, 2006. However, as discussed above, the regulations that China issued in the
wholesale area in December 2006 impose a number of stringent requirements that appear
designed to substantially limit foreign participation in this sector. The United States is working
with U.S. industry to assess China’s implementation of the regulations on wholesale distribution
of crude oil and processed oil and will continue to engage the Chinese government in 2008 in an
effort to ensure that U.S. industry realizes the full benefits to which it is entitled in this sector.

Franchising Services
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As part of its distribution commitments, China committed to permit the cross-border supply of
franchising services immediately upon its accession to the WTO. It also committed to permit
foreign enterprises to provide franchising services in China, without any market access or
national treatment limitations, by December 11, 2004.

In December 2004, as previously reported, MOFCOM issued new rules governing the supply of
franchising services in China, the Measures for the Administration of Commercial Franchises,
effective February 2005. These rules raised a number of concerns. Of particular concern was a
requirement that a franchiser own and operate at least two units in China for one year before
being eligible to offer franchises in China, as it conflicts with the business models of many U.S.
franchising companies, including some large hotel chains. The rules also impose high capital
requirements and require broad and vague information disclosure by franchisers, with uncertain
liability if these disclosure requirements are not met.

Together with U.S. industry, the United States expressed strong concern about these rules and
urged China to reconsider them. In 2007, China eased the requirement that a franchiser own and
operate at least two units in China by allowing a franchiser to offer franchise services in China if
it owns and operates two units anywhere in the world. The United States welcomed this action
and will monitor developments in this area closely in 2008.

Sales away from a fixed location

China first permitted direct selling in 1990, and numerous domestic and foreign enterprises soon
began to engage in this business. In the ensuing years, however, serious economic and social
problems arose, as so-called “pyramid schemes” and other fraudulent or harmful practices
proliferated. China outlawed direct selling in 1998, although some direct selling companies were
permitted to continue operating in China after altering their business models.

In its WTO accession agreement, China did not agree to any liberalization in the area of sales
away from a fixed location, or direct selling, during the first three years of its WTO membership.
By December 11, 2004, however, China committed to lift market access and national treatment
restrictions in this area.

As previously reported, China was late in implementing its direct selling commitment. The
Chinese authorities issued implementing measures — the Measures for the Administration of
Direct Selling and the Regulations on the Administration of Anti-Pyramid Sales Scams — in
August 2005, nine months late. In September 2006, MOFCOM also issued the Administrative
Measures on the Establishment of Service Network Points for the Direct Sales Industry, which
clarified some aspects of the earlier measures.

The August 2005 direct selling measures contained several problematic provisions. For example,
one provision essentially outlaws multi-level marketing practices allowed in every country in
which the U.S. industry operates — reportedly 170 countries in all — by refusing to allow direct
selling enterprises to pay compensation based on team sales, where upstream personnel are
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compensated based on downstream sales. The United States has pointed out that China could
revise this provision to permit team-based compensation while still addressing its legitimate
concerns about pyramid schemes. Other problematic provisions include a three-year experience
requirement that only applies to foreign enterprises, not domestic ones, a cap on single-level
compensation, restrictions on the cross-border supply of direct selling services and high capital
requirements that may limit smaller direct sellers’ access to the market. The September 2006
direct selling measure also includes vague requirements that could prove excessively
burdensome for small and medium-sized direct sellers.

After the direct selling measures went into effect in December 2005, many companies began to
apply for direct selling licenses but were confused by the opaque license review process. Despite
MOFCOM’s regulatory requirement that direct selling licenses be reviewed within ninety days,
many foreign and domestic companies waited for many months for MOFCOM and SAIC to
review their license applications. Accordingly, the United States urged China to address the slow
pace and lack of transparency in the licensing process, along with the problematic restrictions in
the direct selling measures, during the run-up to the April 2006 JCCT meeting. In response,
MOFCOM agreed to hold an informal dialogue with U.S. and other foreign industry
representatives in the following months to better understand their concerns about the direct
selling measures and to facilitate their efforts to navigate the application and approval process for
obtaining licenses. Since then, nine U.S. companies have obtained licenses, although few of
them have been able to obtain licenses that allow them to conduct direct selling in more than one
province in China.

Meanwhile, working closely with U.S. industry, the United States has continued to urge China to
reconsider the problematic provisions in its direct selling measures in order to facilitate
legitimate commerce and to comply with its WTO commitments. The United States pressed its
concerns not only in connection with the April 2006 JCCT meeting, but also in subsequent
bilateral meetings as well as during the November 2006 and November 2007 transitional reviews
before the WTO’s Council for Trade in Services. The United States will continue these efforts in
2008.
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Import Regulation
Tariffs

Through its bilateral negotiations with interested WTO members leading up to its accession,
China agreed to greatly increase market access for U.S. and other foreign companies by reducing
tariff rates. The agreed reductions are set forth as tariff “bindings” in China’s Goods Schedule,
meaning that while China cannot exceed the bound tariff rates, it can decide to apply them at a
lower rate, as many members do when trying to attract particular imports.

As in prior years, China implemented its scheduled tariff reductions for 2007 on schedule. These
reductions, made on January 1, involved only a few products, most of which were chemical
products, as almost all of China’s tariff reductions took place during the first five years of
China’s WTO membership.

U.S. exports continued to benefit from China’s participation in the Information Technology
Agreement (ITA), which requires the elimination of tariffs on computers, semiconductors and
other information technology products. China began reducing and eliminating these tariffs in
2002 and continued to do so in the ensuing years, achieving the elimination of all ITA tariffs on
January 1, 2005, as the tariffs dropped to zero from a pre-WTO accession average of 13.3
percent. U.S. exports of ITA goods continued to perform well in 2007, as they were projected to
exceed $14 billion by the end of the year, increasing by more than 9 percent from January
through September 2007, when compared to the same time period in 2006.

U.S. exports also continued to benefit from China’s timely implementation of another significant
tariff initiative, the WTO’s Chemical Tariff Harmonization Agreement, completed in 2005. U.S.
exports of chemicals covered by this agreement increased by more than 32 percent from January
through September 2007, when compared to the same time period in 2006, and are on a pace to
surpass the healthy total of $6.6 billion in 2006.

Overall, China’s tariff changes since WTO accession have significantly increased market access
for U.S. exporters in a range of industries, as China reduced tariffs on goods of greatest
importance to U.S. industry from a base average of 25 percent (in 1997) to 7 percent during the
first five years of its WTO membership, while it made similar reductions throughout the
agricultural sector (see the Agriculture section below). China’s reduced tariffs contributed to
another significant increase in overall U.S. exports, which rose approximately 17 percent from
January through September 2007, when compared to the same time period in 2006.

Customs and Trade Administration

Like other acceding WTO members, China agreed to take on the WTO obligations that address
the means by which customs and other trade administration officials check imports and establish
and apply relevant trade regulations. These agreements cover the areas of customs valuation,
rules of origin and import licensing.
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Customs Valuation

The WTO Agreement on the Implementation of GATT Article VII (Agreement on Customs
Valuation) is designed to ensure that determinations of the customs value for the application of
duty rates to imported goods are conducted in a neutral and uniform manner, precluding the use
of arbitrary or fictitious customs values. Adherence to the Agreement on Customs Valuation is
important for U.S. exporters, particularly to ensure that market access opportunities provided
through tariff reductions are not negated by unwarranted and unreasonable “uplifts” in the
customs value of goods to which tariffs are applied. China agreed to implement its obligations
under the Agreement on Customs Valuation upon accession, without any transition period. In
addition, China’s accession agreement reinforces China’s obligation not to use minimum or
reference prices as a means for determining customs value. It also called on China to implement
the Decision on Valuation of Carrier Media Bearing Software for Data Processing Equipment
and the Decision on Treatment of Interest Charges in Customs Value of Imported Goods by
December 11, 2003.

In January 2002, shortly after China acceded to the WTO, China’s Customs Administration
issued the Measures for Examining and Determining Customs Valuation of Imported Goods.
These regulations addressed the inconsistencies that had existed between China’s customs
valuation methodologies and the Agreement on Customs Valuation. The Customs
Administration subsequently issued the Rules on the Determination of Customs Value of
Royalties and License Fees Related to Imported Goods, effective July 2003. These rules were
intended to clarify provisions of the January 2002 regulations that address the valuation of
royalties and license fees. In addition, by December 11, 2003, China had issued a measure on
interest charges and a measure requiring duties on software to be assessed on the basis of the
value of the underlying carrier medium, meaning, for example, the CD-ROM or floppy disk
itself, rather than based on the imputed value of the content, which includes, for example, the
data recorded on a CD-ROM or floppy disk.

As of December 2007, China has still not uniformly implemented these various measures. U.S.
exporters continue to report that they are encountering valuation problems at many ports.

According to U.S. exporters, even though the Customs Administration’s measures provide that
imported goods normally should be valued on the basis of their transaction price, meaning the
price the importer actually paid, many Chinese customs officials are still improperly using
“reference pricing,” which usually results in a higher dutiable value. For example, imports of
wood products are often subjected to reference pricing. In addition, some of China’s customs
officials are reportedly not applying the rules set forth in the Customs Administration’s measures
as they relate to software royalties and license fees. Following their pre-WTO accession
practice, these officials are still automatically adding royalties and license fees to the dutiable
value (for example, when an imported personal computer includes pre-installed software), even
though the rules expressly direct them to add those fees only if they are import-related and a
condition of sale for the goods being valued.
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U.S. exporters have also continued to express concerns about the Customs Administration’s
handling of imports of digital media that contain instructions for the subsequent production of
multiple copies of products such as DVDs. The Customs Administration has been
inappropriately assessing duties based on the estimated value of the yet-to-be-produced copies.

More generally, U.S. exporters continue to be concerned about inefficient and inconsistent
customs clearance procedures in China. These procedures vary from port to port, lengthy delays
are not uncommon, and the fees charged appear to be excessive, giving rise to concerns about
China’s compliance with its obligations under Article VIII of GATT 1994.

When the United States first presented its concerns about the customs valuation problems being
encountered by U.S. companies, China indicated that it was working to establish more
uniformity in its adherence to WTO customs valuation rules. Since then, the United States has
sought to assist in this effort in part by conducting technical assistance programs for Chinese
government officials on WTO compliance in the customs area. In addition, in 2007, as in prior
years, the United States raised its concerns about particular customs valuation problems during
the transitional review before the WTO’s Committee on Customs Valuation.

Rules of Origin

Upon its accession to the WTO, China became subject to the WTO Agreement on Rules of
Origin, which sets forth rules designed to increase transparency, predictability and consistency in
both the establishment and application of rules of origin, which are necessary for import and
export purposes, such as determining the applicability of import quotas, determining entitlement
to preferential or duty-free treatment and imposing antidumping or countervailing duties or
safeguard measures, and for the purpose of confirming that marking requirements have been met.
The Agreement on Rules of Origin also provides for a work program leading to the multilateral
harmonization of rules of origin. This work program is ongoing, and China specifically agreed
to adopt the internationally harmonized rules of origin once they were completed. China also
confirmed that it would apply rules of origin equally for all purposes and that it would not use
rules of origin as an instrument to pursue trade objectives either directly or indirectly.

In March 2001, shortly after China’s accession to the WTO, the State Administration of Quality
Supervision and Inspection and Quarantine (AQSIQ) issued regulations and implementing rules
intended to bring the rules of origin used by China to check marking requirements into
compliance with the Agreement on Rules of Origin. U.S. exporters have not raised concerns
with China’s implementation of these measures.

Almost three years after China’s WTO accession, in September 2004, China issued the
Regulations of the Place of Origin for Imported and Exported Goods, the important overdue
regulations intended to bring China’s rules of origin into conformity with WTO rules for import
and export purposes. These regulations supersede the Interim Provisions on the Place of Origin
for Imported Goods, issued by the Customs Administration in 1986, and the Rules on the Place



Page 29

of Origin for Exported Goods, issued by the State Council in 1992. The Customs Administration
subsequently issued implementing rules addressing the issue of substantial transformation — the
Rules on Substantial Transformation Criteria Under the Non-Preferential Rules of Origin — in
December 2004. U.S. exporters have not raised concerns with China’s implementation of these
measures.

Import Licensing

The Agreement on Import Licensing Procedures (Import Licensing Agreement) establishes rules
for all WTO members, including China, that use import licensing systems to regulate their trade.
Its aim is to ensure that the procedures used by members in operating their import licensing
systems do not, in themselves, form barriers to trade. The objective of the Import Licensing
Agreement is to increase transparency and predictability and to establish disciplines to protect
the importer against unreasonable requirements or delays associated with the licensing regime.
The Import Licensing Agreement covers both “automatic” licensing systems, which are intended
only to monitor imports, not regulate them, and “non-automatic” licensing systems, which are
normally used to administer import restrictions, such as tariff-rate quotas, or to administer safety
or other requirements, such as for hazardous goods, armaments or antiquities. While the Import
Licensing Agreement’s provisions do not directly address the WTO consistency of the
underlying measures that licensing systems regulate, they do establish the baseline of what
constitutes a fair and non-discriminatory application of import licensing procedures. In addition,
China specifically committed not to condition the issuance of import licenses on performance
requirements of any kind, such as local content, export performance, offsets, technology transfer
or research and development, or on whether competing domestic suppliers exist.

Shortly after China acceded to the WTO, MOFTEC issued regulations revising China’s
automatic import licensing regime, and it later supplemented these regulations with
implementing rules. MOFTEC also issued regulations revising China’s non-automatic licensing
regime. The United States subsequently raised various concerns with MOFTEC (and its
successor, MOFCOM) regarding the regulations on automatic licensing and the regulations on
non-automatic licensing in an effort to promote clarity and to ensure that the licensing procedures
did not have trade-distorting or restrictive effects. Together with other WTO members, including
the EC and Japan, the United States also presented detailed comments on various aspects of these
regulations at meetings of the WTO’s Import Licensing Committee, including the transitional
reviews, in 2002, 2003 and 2004. In 2007, as in prior years, the United States continued to
monitor MOFCOM'’s implementation of these regulations.

In May 2005, after Chinese steel producers negotiated contracts with major foreign iron ore
suppliers, the Chinese government began imposing new import licensing procedures for iron ore
without prior WTO notification. Even though the WTO’s Import Licensing Agreement calls for
import licensing procedures that do not have a restrictive effect on trade, China reportedly
restricted licenses to 48 traders and 70 steel producers and did not make public a list of the
qualified enterprises or the qualifying criteria used. The United States and Australia sought to
clarify the operation of the import licensing procedures applicable to iron ore during the
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transitional reviews before the Committee on Import Licensing in October 2005 and the Council
for Trade in Goods in November 2005. While China maintained that the Chinese government
did not impose any qualifying criteria, it did acknowledge that two organizations affiliated with
the Chinese government, the China Iron and Steel Association and the China Chamber of
Commerce for Metal, Minerals and Chemicals Importers and Exporters, had been discussing a
set of rules regarding qualifying criteria such as production capacity and trade performance. In
2006, the United States continued to monitor this situation, which could set a troubling precedent
for the handling of imports of other raw materials. Because China seemed determined to restrict
the availability of import licenses, the United States raised its concerns with China bilaterally in
October 2006 during a meeting of the U.S.-China Steel Dialogue (Steel Dialogue), created earlier
in the year under the auspices of the JCCT. The United States also addressed this issue during
the transitional review before the Committee on Import Licensing, held in October 2006, as did
Australia. In 2007, China reduced the number of licensed traders from 48 to 42 and reportedly
instituted further restrictions on qualifying criteria for iron ore import licenses, including tighter
limitations on the size of the enterprises eligible to import iron ore and shipment sizes. The
United States will continue to monitor developments in this area closely in 2008.

The United States has also focused considerable attention on import licensing issues that have
arisen in a variety of other specific contexts since China’s WTO accession. In 2007, these
include the administration of tariff-rate quota systems for fertilizer and cotton (discussed below
in the sections on Tariff-rate Quotas on Industrial Goods and Tariff-rate Quotas on Bulk
Agricultural Commodities), various sanitary and phytosanitary (SPS) measures (discussed below
in the section on Sanitary and Phytosanitary Issues) and inspection-related requirements for
soybeans, meat and poultry (discussed below in the section on Inspection-Related
Requirements).

Non-tariff Measures

In its WTO accession agreement, China agreed that it would eliminate numerous trade-distortive
non-tariff measures (NTMs), including import quotas, licenses and tendering requirements
covering hundreds of products. Most of these NTMs, including, for example, the NTMs
covering chemicals, agricultural equipment, medical and scientific equipment and civil aircraft,
had to be eliminated by the time that China acceded to the WTO. China committed to phase out
other NTMs, listed in an annex to the accession agreement, over a transition period ending on
January 1, 2005. These other NTMs included import quotas on industrial goods such as air
conditioners, sound and video recording apparatus, color TVs, cameras, watches, crane lorries
and chassis, and motorcycles as well as licensing and tendering requirements applicable to a few
types of industrial goods, such as machine tools and aerials.

As has been previously reported, China’s import quota system was beset with problems, despite
consistent bilateral engagement by the United States. The State Council was late in issuing
necessary regulations, and the authorities charged with implementing this system — MOFTEC for
some products and the State Economic and Trade Commission (SETC) for others — were late in
allocating quotas. Because of a lack of transparency, it was also difficult to assess whether the
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quotas were allocated in accordance with the agreed rules. Some of the more difficult problems
were encountered with the auto import quota system, resulting at times in significant disruption
of wholesale and retail operations for imported autos. While these problems prevented the
United States and other WTO members from realizing the full contemplated benefits of these
import quotas, China did fully adhere to the agreed schedule for the elimination of all of its
import quotas as well as all of its other NTMs, the last of which China eliminated in January
2005. In some cases, China even eliminated NTMs ahead of schedule, as it did with the import
quotas on crane lorries and chassis, and motorcycles.

Tariff-rate Quotas on Industrial Products

In its WTO accession agreement, China agreed to implement a system of tariff-rate quotas
(TRQs) designed to provide significant market access for three industrial products, including
fertilizer, a major U.S. export. Under this TRQ system, a set quantity of imports is allowed at a
low tariff rate, while imports above that level are subject to a higher tariff rate. In addition, the
quantity of imports allowed at the low tariff rate increases annually by an agreed amount.
China’s accession agreement specifies detailed rules, requiring China to operate its fertilizer
TRQ system in a transparent manner and dictating precisely how and when China is obligated to
accept quota applications, allocate quotas and reallocate unused quotas.

As previously reported, since China began implementing its TRQ system for industrial products
in 2002, U.S. exporters have expressed concern about a lack of transparency, which made it
difficult to assess whether the quota allocations followed the rules set out in China’s Goods
Schedule, and about the Chinese government’s issuance of administrative guidance that
discouraged some TRQ holders from freely utilizing their quotas. Despite repeated bilateral
engagement and multilateral engagement at the WTO, including formal consultations with China
in Geneva under the headnotes in China’s Goods Schedule, concerns about transparency and
administrative guidance have persisted. At the same time, U.S. fertilizer exports to China have
continued to decline significantly, dropping from $676 million in 2002 to $459 million in 2003
and to $306 million in 2004. Following a modest increase to $355 million in 2005, U.S.
fertilizer exports to China declined sharply to $232 million in 2006.

In October 2006, perhaps in an attempt by the central authorities to reign in provincial and local
efforts to build further unneeded fertilizer capacity, the Tariff Policy Commission of the State
Council announced a temporary reduction of the in-quota tariff rate for fertilizer from four
percent to one percent, effective November 2006. Although it was initially anticipated that U.S.
fertilizer exports to China might increase following this reduction and the scheduled phase-in of
foreign enterprises’ rights to engage in wholesale and retail distribution of fertilizer within China
as of December 11, 2006, U.S. fertilizer exports sharply declined again in 2007. The data for
January through September 2007 showed a decline of 48 percent, totaling $79 million as
compared to $151 million during the same period in 2006.

Other Import Regulation
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Antidumping

In its WTO accession agreement, China committed to revising its regulations and procedures for
antidumping (AD) proceedings by the time of its accession, in order to make them consistent
with the WTO Agreement on Implementation of Article VI of the General Agreement on Tariffs
and Trade 1994 (AD Agreement). That agreement sets forth detailed rules prescribing the
manner and basis on which a WTO member may take action to offset the injurious dumping of
products imported from another WTO member. China also agreed to provide for judicial review
of determinations made in its AD investigations and reviews.

China has become a leading user of AD measures since its accession to the WTO. Currently,
China has in place 97 antidumping measures, some of which pre-date China’s membership in the
WTO, affecting imports from 18 countries and regions. China also has 7 AD investigations in
progress. The greatest shortcomings in China’s AD practice continue to be in the areas of
transparency and procedural fairness. The United States continues to press China both bilaterally
and multilaterally to clarify and address these concerns.

China has put in place much of the legal framework for its AD regime. China continues to add
pieces of legislation to this framework, although not all of these new rules and regulations have
been notified to the WTO in a timely fashion. Shortly before China’s accession to the WTO, the
State Council issued new AD regulations that went into effect in January 2002 and charged
MOFTEC with making determinations of dumping. In early 2002, MOFTEC issued several sets
of provisional rules covering initiation of investigations, questionnaires, sampling, verifications,
information disclosure, access to non confidential information, price undertakings, hearings,
interim reviews, refunds and new shipper reviews. SETC, which at the time was charged with
making determinations of injury, issued rules covering industry injury investigations and public
hearings in January 2003. These regulations were updated and notified to the WTO’s AD
Committee following the consolidation of the AD functions of MOFTEC and SETC into the
newly formed MOFCOM in March 2003. A revised version of China’s governing statute, the
Foreign Trade Law, which included expanded trade remedy language, came into force in July
2004 and was also eventually notified to the AD Committee. More recently, in August 2006,
MOFCOM issued the Regulations on Information Accession and Information Disclosure in
Industry Injury Investigations, which was notified to the AD Committee in October 2007.

China has also issued rules governing judicial review of AD cases. In August 2002, the Supreme
People’s Court issued the Rules Regarding Supreme People’s Court Hearings on Judicial
Review of International Trade Disputes, which provide guidance concerning judicial review of
administrative agency decisions affecting international trade, including disputes involving AD
cases. In September 2002, the Supreme People’s Court issued the Provisions of the Supreme
People’s Court on Certain Issues Concerning the Applicability of Laws in the Hearing and
Handling of Antidumping Administrative Cases. China did not notify these measures to the AD
Committee until January 2007, delaying effective multilateral review of critical elements of
China’s judicial review mechanism.
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To date, no interested party has filed for judicial review of a Chinese antidumping proceeding.
However, as China continues to launch AD investigations and apply AD measures against
imports, the opportunity for interested parties to seek judicial review will become more critical.

Within MOFCOM, the Bureau of Fair Trade for Imports and Exports (BOFT) is charged with
making dumping determinations and the Bureau of Industry Injury Investigation (IBII) is charged
with making injury determinations. In cases where the subject merchandise is an agricultural
product, the Ministry of Agriculture may be involved in the injury investigation. The State
Council Tariff Commission continues to make the final decision on imposing, revoking or
retaining AD duties, based on recommendations provided by the BOFT and the IBII, although its
authority relative to MOFCOM has not been clearly defined in the regulations and rules since
MOFCOM was established.

In practice, China’s conduct of AD investigations in many respects continues to fall short of full
adherence to the fundamental tenets of transparency and procedural fairness embodied in the AD
Agreement. For example, respondents from the United States and other WTO members that
have been subject to Chinese AD investigations continue to express concerns about the lack of
detailed information made available to interested parties. While the BOFT has improved
somewhat at making documents from AD investigations reasonably available on demand, the
IBII continues to have an uneven record with regard to making available to foreign respondents
materials generated and submitted during the course of its injury investigations, particularly
documents submitted by China’s domestic industries. In addition, both BOFT and IBII still fail
to make available adequate non-confidential summaries of submissions by Chinese producers,
thereby precluding interested parties from gaining a full understanding of potentially important
facts and data in the record of an investigation. Compounding this problem is the highly limited
disclosure by China’s AD authorities of the essential facts underlying decisions and calculations
made in the course of dumping and injury investigations. Foreign respondents also continue to
criticize China’s AD authorities for not providing adequate opportunities for interested parties to
provide input for their deliberations, particularly with regard to the IBII’s injury determinations.
Similarly, foreign respondents continue to criticize the cursory nature of decision making in the
IBII’s injury investigations, including the analysis regarding the causal link between injury and
dumping.

At the WTO, the United States continues to address problems with China’s AD practice in
regular meetings of the AD Committee. The United States also continues to make vigorous use
of the Transitional Review Mechanism to clarify issues and voice concerns regarding China’s
AD practices. During the most recent transitional review before the AD Committee in October
2007, the United States and other WTO members, including the EC and Japan, reiterated their
longstanding concerns regarding transparency and procedural fairness.

The United States also vigorously engages China bilaterally on these matters. In April 2004, the
United States and China agreed to establish the Trade Remedies Working Group under the
auspices of the JCCT. This working group has given U.S. AD experts a dedicated forum to
engage China’s AD authorities directly and in detail on issues facing U.S. exporters subject to
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Chinese AD investigations. The working group has held several meetings since its creation in
April 2004, with the most recent meeting taking place in April 2007. U.S. AD experts also have
frequent informal exchanges with China’s AD authorities, which help to promote greater
transparency and accountability in China’s AD regime.

At the same time, the United States continues to work closely with U.S. companies affected by
Chinese AD investigations in an effort to help them better understand the Chinese system. The
United States also advocates on their behalf in connection with ongoing AD investigations, with
the goal of obtaining fair and objective treatment for them, consistent with the AD Agreement.

As previously reported, in the antidumping investigation of unbleached kraft linerboard (a
cardboard-like packaging material) that MOFCOM initiated in March 2004, U.S. respondents
raised a variety of substantive and procedural issues, with one of their principal arguments being
that Chinese producers had not suffered any material injury. The United States actively
supported many of the positions taken by the U.S. respondents, particularly with regard to the
injury issue, which raised WTO concerns. Nevertheless, in September 2005, MOFCOM issued
its final determination, finding both dumping and injury, and began imposing antidumping duties
on imports of U.S. kraft linerboard. Working closely with U.S. industry, the United States
pressed MOFCOM to reverse its injury finding and withdraw the antidumping duties, but these
efforts were rebuffed. In early January 2006, the United States notified China as a courtesy that
it would be filing a request for WTO consultations the following week. Over the weekend,
MOFCOM issued an “administrative reconsideration” in which it rescinded the antidumping
duties on kraft linerboard imports.

It also appears that the United States’ focus on China’s WTO obligations may have played a role
in MOFCOM’s March 2007 termination of the AD investigation of butanols imported from the
United States. When the United States made its appearance at the public hearing held by the
IBII, the United States emphasized the importance of the IBII's adherence to China’s WTO
obligations, not only in the areas of transparency and procedural fairness but also with regard to
the substantive requirement of a causal link between any injury to the domestic industry and the
dumping found to exist. MOFCOM’s subsequent termination of the investigation was based on
a finding that the facts did not support the domestic industry’s allegation of injury.
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Countervailing Duties

In its WTO accession agreement, China committed to revising its regulations and procedures for
conducting countervailing duty (CVD) investigations and reviews by the time of its accession, in
order to make them consistent with the WTO Agreement on Subsidies and Countervailing
Measures (Subsidies Agreement). The Subsidies Agreement sets forth detailed rules prescribing
the manner and basis on which a WTO member may take action to offset the injurious
subsidization of products imported from another WTO member. Although China did not
separately commit to provide judicial review of determinations made in CVD investigations and
reviews, Subsidies Agreement rules require independent review.

As previously reported, shortly before China’s accession, the State Council issued new CVD
regulations, which came into force in January 2002. Later, MOFTEC, which at that time was
charged with making determinations of subsidization under China’s CVD regime, issued several
sets of ministerial rules on initiation of investigations, questionnaires, verifications and hearings.
The SETC, which at that time was charged with making determinations of injury in China’s
CVD proceedings, issued implementing rules covering industry injury investigations and public
hearings in January 2003. In March 2003, a general reorganization of the State Council
ministries and commissions consolidated the subsidization and injury investigation functions of
MOFTEC and SETC into MOFCOM. Updated regulations were later notified to the WTO, as
was the revised Foreign Trade Law, as discussed above under the heading of Antidumping.

As in the AD area, China continues in its efforts to conform its CVD regulations and procedural
rules to the provisions and requirements of the Subsidies Agreement and the commitments in its
WTO accession agreement. China’s regulations and procedural rules generally track those found
in the Subsidies Agreement, although there are certain areas where key provisions are omitted or
are vaguely worded. Since China’s accession to the WTO, the United States and other WTO
members have sought clarifications on a variety of issues concerning China’s regulatory
framework and have pressed China for greater transparency both during regular meetings and the
annual transitional reviews before the Subsidies Committee. The United States will continue to
seek clarifications as needed in 2008.

China has not initiated a CVD investigation, either pre- or post-WTO accession. Consequently,
it is not yet possible to assess whether China applies its regulations and procedural rules in
conformity with WTO rules.

Safeguards

In its WTO accession agreement, China committed to revising its regulations and procedures for
conducting safeguard investigations by the time of its WTO accession in order to make them
consistent with the WTO Agreement on Safeguards (Safeguards Agreement). That agreement
articulates rules and procedures governing WTO members’ use of safeguard measures.
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As previously reported, shortly before China’s WTO accession, the State Council issued the
Regulations on Safeguards, which became effective in January 2002. Under these regulations,
MOFTEC became responsible for determining whether the volume of imports of a given product
has increased and (together with SETC) whether there is a causal link between any such imports
and injury to the domestic industry. Shortly thereafter, MOFTEC issued two sets of provisional
procedural rules, one covering initiations and the other hearings. In 2003, SETC, the agency that
was charged with determining injury to the domestic industry, issued the Rules on Investigations
and Determinations of Industry Injury for Safeguards and the Rules on Public Hearings with
Regard to Investigations of Injury to Industry. Later that year, a general reorganization of the
State Council ministries and commissions consolidated the safeguard functions of MOFTEC and
SETC into MOFCOM. In 2004, the State Council issued revised Regulations on Safeguards,
and MOFCOM issued revised implementing rules to reflect this change.

As with the AD and CVD areas, it appears that China has made an effort to establish a
WTO-consistent safeguard regime. While the provisions of China’s regulations and procedural
rules generally track those of the Safeguards Agreement, there are some potential
inconsistencies, and certain omissions and ambiguities remain. In addition, some provisions do
not find a counterpart in the Safeguards Agreement. In earlier transitional reviews before the
WTO’s Committee on Safeguards, the United States noted several areas of potential concern,
including transparency, determination of developing country status, treatment of non-WTO
members, protection of confidential data, access to non-confidential information, refunding of
safeguard duties collected pursuant to provisional measures when definitive measures are not
imposed, and the conditions governing the extension of a safeguard measure.

To date, as previously reported, China has conducted only one safeguard proceeding, which
resulted in the imposition of tariff-rate quotas on imports of nine categories of steel products
from various countries, including the United States, in November 2002. Although U.S.
companies exported little of this merchandise to China, there were complaints from interested
parties that China’s process for allocating quotas under the safeguard measures was unclear,
making it difficult for them to determine the quota available and obtain a fair share. China
terminated the safeguard measures in December 2003.

Export Regulation

China’s WTO accession agreement reinforces China’s obligation to only maintain export
restrictions allowed under WTO rules. In this regard, Article XI of the GATT 1994 generally
prohibits WTO members from maintaining export restrictions (other than duties, taxes or other
charges), although certain limited exceptions are allowed. China also agreed to eliminate all
taxes and charges on exports, including export duties, except as included in Annex 6 to the
Protocol of Accession or applied in conformity with Article VIII of GATT 1994. Article VIII of
GATT 1994 only permits fees and charges limited to the approximate cost of services rendered
and makes clear that any such fees and charges shall not represent an indirect protection to
domestic products or a taxation of exports for fiscal purposes.
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Despite these commitments, since its accession to the WTO, China has continued to impose
restrictions on exports of raw materials, including quotas, related licensing requirements and
duties, as China’s state planners have continued to guide the development of downstream
industries. These export restrictions are widespread. For example, China maintains export
quotas and sometimes export duties on antimony, coke, fluorspar, indium, magnesium carbonate,
molybdenum, rare earths, silicon, talc, tin, tungsten and zinc, all of which are of key interest to
U.S. downstream producers.

Normally, these types of export restrictions significantly distort trade, and for that reason the
WTO rules outlaw them. In the case of China, the trade-distortive impact is exacerbated because
China is the world’s leading producer of each of the raw materials at issue (except for
molybdenum, for which China is the world’s second leading producer).

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

In an attempt to justify some of China’s export restrictions, MOFCOM has cited Article XX(g)
of GATT 1994, which permits a WTO member to impose measures relating to the conservation
of exhaustible natural resources, provided that such measures are made effective in conjunction
with restrictions on domestic production or consumption, and provided they are not applied in a
manner that would constitute a means of arbitrary or unjustifiable discrimination between
countries where the same conditions prevail or a disguised restriction on international trade.
However, serious questions arise concerning whether China meets this standard because it does
not appear to impose restrictions on the domestic side that are in any way comparable to its
export restrictions. China’s treatment of coking coal, a key steel input, provides a relevant
example. China imposes a resource tax on all coal used in producing coking coal, or coke, in
China, whether destined for domestic sale or export. Nevertheless, while the resource tax applies
equally to domestic sales and exports, China also places other restrictions on coke, but they only
apply to exports. China limits exports of coke to 14 million metric tons (MT) per year and
additionally imposes 15 percent duties on coke exports. With these export restrictions in place
and no comparable restrictions on the domestic side, China produced 298 million MT of coking
coal in 2006, and all but 14 million MT of this production was sold in the domestic market.

Beginning shortly after China’s WTO accession, the United States repeatedly raised its concerns
about China’s continued use of export restrictions, particularly on coke and fluorspar, both
bilaterally and at the WTO during the annual transitional reviews before the Committee on
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Market Access and the Council for Trade in Goods. The United States also worked with other
WTO members with an interest in this issue, including the EC and Japan. In response to these
efforts, as previously reported, China refused to modify its policies in this area. In fact, over
time, China’s state planners have increased the artificial advantages afforded to China’s
downstream producers by making the export quotas more restrictive and by imposing or
increasing export duties on many raw materials at issue.

During the run-up to the JCCT meeting scheduled for December 2007, the United States has
been pressing China to eliminate the export quotas and export duties on the 12 raw materials of
key interest to U.S. industry, which includes antimony, coke, fluorspar, indium, magnesium
carbonate, molybdenum, rare earths, silicon, talc, tin, tungsten and zinc. The United States will
continue to pursue this matter in 2008, if necessary, to ensure that China fully meets its WTO
commitments and will take further actions seeking the elimination of China’s export restrictions,
including through WTO dispute settlement, where appropriate.

China’s state planners also attempt to manage the export of many intermediate and downstream
products, often by raising or lowering the value-added tax (VAT) rebate available upon export
and sometimes by imposing or retracting export duties. These practices have caused tremendous
disruption, uncertainty and unfairness in the markets for particular products.

Sometimes, as in the case of China’s export quotas, the objective of these adjustments is to make
larger quantities of a product available domestically at lower prices than the rest of the world.
For example, China decided in 2006 to eliminate the 13 percent VAT rebate available on the
export of refined metal lead and then, in 2007, imposed a duty of 10 percent on refined metal
lead exports. These actions caused a steep decline in China’s exports of this intermediate
product and have contributed to a sharp rise in world prices, which have gone from
approximately $1,300 per metric ton (MT) at the time of China’s elimination of the export VAT
rebate in 2006 to approximately $3,200 per MT in recent months. Meanwhile, Chinese domestic
prices have reportedly declined because of China’s captive refined metal lead production, giving
China’s downstream producers a substantial competitive advantage over foreign downstream
producers.

In other recent situations, China has reduced or eliminated VAT export rebates in an attempt to
reign in out-of-control expansion of production capacity in particular sectors. China resorts to
this practice in part because it has not yet developed a fully functioning market economy and
therefore cannot simply leave it to the market to bring about the necessary adjustments. In some
instances, the adjustments have benefited U.S. producers by slowing surges in low-priced exports
from China to the United States. However, the adjustments can also have harmful consequences,
whether or not intended. For example, in November 2006 and April 2007, China reduced export
VAT rebates that had been available on a wide range of semi-finished and finished steel
products, as part of its efforts to discourage further unneeded creation of production capacity for
these products in China. At the same time, these export VAT rebate reductions did not target all
steel products, and the result was that Chinese steel producers shifted their production to steel
products for which full export VAT rebates were still available, particularly steel pipe and tube
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products, causing a tremendous surge in exports of these products — many of which found their
way into the U.S. market.

The United States and other WTO members questioned China’s export VAT rebate practices
during China’s first Trade Policy Review at the WTO, held in April 2006, and have urged China
to undertake the economic reforms necessary for it to complete its transition to a market
economy. The United States has also raised these concerns during bilateral meetings, such as the
Steel Dialogue meetings in October 2006 and August 2007 and the April 2007 meeting of the
Structural Issues Working Group, an entity that was created at the April 2004 JCCT meeting. In
addition, in the case of export duties not authorized by Annex 6 to its Protocol of Accession, the
United States has urged China to eliminate them, given China’s specific commitment not to use
them.

To date, China has been willing to take steps to remedy some of the unintended consequences of
its export VAT rebate reductions when the United States has brought it to China’s attention. In
July 2007, for example, China issued a notice extending export VAT rebate reductions to most
steel pipe and tube products, with the notable exception of oil country tubular goods.

In 2008, the United States will continue to engage China in this area. The United States’ basic
message will continue to be that China needs to pursue the additional economic reforms that will
allow China to rely on the market, rather than government intervention, to bring about needed
production capacity adjustments in particular sectors of the economy.

Internal Policies Affecting Trade
Non-discrimination

In its WTO accession agreement, China agreed to assume the obligations of GATT 1994, the
WTO agreement that establishes the core principles that constrain and guide WTO members’
policies relating to trade in goods. The two most fundamental of these core principles are the
Most-Favored Nation (MFN), or non-discrimination, rule — referred to in the United States as
“normal trade relations” — and the rule of national treatment.

The MFN rule (set forth in Article I of GATT 1994) attempts to put the goods of all of an
importing WTO member’s trading partners on equal terms with one another by requiring the
same treatment to be applied to goods of any origin. It generally provides that if a WTO member
grants another country’s goods a benefit or advantage, it must immediately and unconditionally
grant the same treatment to imported goods from all WTO members. This rule applies to
customs duties and charges of any kind connected with importing and exporting. It also applies
to internal taxes and charges, among other internal measures.

The national treatment rule (set forth in Article III of GATT 1994) complements the MFN rule.
It attempts to put the goods of an importing WTO member’s trading partners on equal terms with
the importing member’s own goods by requiring, among other things, that a WTO member
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accord no less favorable treatment to imported goods than it does for like domestic goods.
Generally, once imported goods have passed across the national border and import duties have
been paid, the importing WTO member may not subject those goods to internal taxes or charges
in excess of those applied to domestic goods. Similarly, with regard to measures affecting the
internal sale, purchase, transportation, distribution or use of goods, the importing WTO member
may not treat imported goods less favorably than domestic goods.

In its WTO accession agreement, China agreed to repeal or revise all laws, regulations and other
measures that were inconsistent with the MEN rule upon accession. China also confirmed that it
would observe this rule with regard to all WTO members, including separate customs territories,
such as Hong Kong, Macau and Taiwan. In addition, China undertook to observe this rule when
providing preferential arrangements to foreign-invested enterprises within special economic
areas.

With regard to the national treatment rule, China similarly agreed to repeal or revise all
inconsistent laws, regulations and other measures. China also specifically acknowledged that its
national treatment obligation extended to the price and availability of goods or services supplied
by government authorities or state-owned enterprises, as well as to the provision of inputs and
services necessary for the production, marketing or sale of finished products. Among other
things, this latter commitment precludes dual pricing, i.e., the practice of charging foreign or
foreign-invested enterprises more for inputs and related services than Chinese enterprises. China
also agreed to ensure national treatment in respect of certain specified goods and services that
had traditionally received discriminatory treatment in China, such as boilers and pressure vessels
(upon accession), after sales service (upon accession), and pharmaceuticals, chemicals and spirits
(one year after accession).

As previously reported, China reviewed its pre-WTO accession laws and regulations and revised
many of those which conflicted with its WTO MFN and national treatment obligations in 2002.
Many of these revisions were made to secure national treatment, including with regard to boilers
and pressure vessels, after sales service, and the pricing of pharmaceutical products, among other
areas. In 2003, China made further revisions covering registration requirements for foreign
chemical products and the regulation of spirits.

However, China still does not appear to observe MFN and national treatment requirements in all
areas. For example, several U.S. industries reported that China continued to apply the value-
added tax in a manner that unfairly discriminates between imported and domestic goods, both
through official measures and on an ad hoc basis, as discussed below in the Taxation and
Subsidies sections. In addition, China’s industrial policies on automobiles and steel appear to
discriminate against foreign producers as well as imported goods, as discussed below in the
Investment section. It also appears that China has applied sanitary and phytosanitary measures in
a discriminatory manner since it acceded to the WTO, as discussed below in the Agriculture
section. The United States continued to address these and other MFN and national treatment
issues with China in 2007, both bilaterally and in WTO meetings, such as the transitional reviews
before the Committee on Market Access, the Committee on Trade-Related Investment Measures
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(TRIMS Committee), the Committee on Sanitary and Phytosanitary Measures (SPS Committee),
the Subsidies Committee, the Council for Trade in Goods, the Committee on Trade in Financial
Services and the Council for Trade in Services. The United States will continue to pursue these
issues vigorously in 2008.

Taxation

China committed to ensure that its laws and regulations relating to taxes and charges levied on
imports and exports would be in full conformity with WTO rules upon accession, including, in
particular, the MFN and national treatment provisions of Articles I and III of GATT 1994.

Since China’s WTO accession, certain aspects of China’s taxation system have raised serious
national treatment concerns. One of these issues — the discriminatory VAT rates applied to
imports versus domestically produced semiconductors — was resolved in 2004, although other
issues remain. In addition, China continued to use its income tax and VAT systems to provide
subsidies that appear to be prohibited under the WTO Subsidies Agreement, as discussed below
in the Subsidies section.

As previously reported, in an effort to develop its domestic integrated circuit (IC) industry, China
began announcing discriminatory VAT policies in late 2001, although they did not become
operational until 2004. Pursuant to a series of measures, China provided for the rebate of a
substantial portion of the 17 percent VAT paid by domestic manufacturers on their locally
produced ICs. A similar VAT rebate was available to imported ICs, but only if they had been
designed in China. China charged the full 17 percent VAT on all other imported ICs. These
policies disadvantaged U.S. exports of ICs to China, which totaled approximately $2 billion in
2003, and put pressure on foreign enterprises to shift investment in IC manufacturing to China.
Following extensive but unsuccessful bilateral engagement, the United States initiated dispute
settlement by requesting formal WTO consultations with China in March 2004. In the ensuing
consultations, which took place in April 2004 in Geneva, with third party participation by Japan,
the EC and Mexico, the United States laid out its claims under Article III of GATT 1994, which
sets forth the WTO’s national treatment principle. Through these consultations and a series of
bilateral meetings in Washington and Beijing, a settlement was reached in July 2004, pursuant to
which China agreed to withdraw the challenged measures.

China has also used VAT policies to benefit domestic fertilizer production. In July 2001, the
Ministry of Finance (MOF) and the State Administration of Taxation (SAT) issued a circular
exempting all phosphate fertilizers except diammonium phosphate (DAP) from a 13 percent
VAT. DAP, a product that the United States exports to China, competes with similar phosphate
fertilizers produced in China, particularly monoammonium phosphate. The circular also allowed
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a partial VAT rebate for domestic producers of urea, a nitrogen fertilizer, through the end of
2002. The United States raised this issue bilaterally with China soon after it acceded to the WTO
and in many subsequent bilateral meetings, including high-level meetings. The United States has
also raised this issue at the WTO, both in regular meetings of the Committee on Market Access
and during the annual transitional reviews, including in 2007. China did allow the special tax
treatment for domestic urea to expire at the end of 2002, but it has refused to make any other
changes. The United States will continue to press its concerns regarding this issue in 2008,
although at present a larger concern for U.S. fertilizer exporters remains the out-of-control
expansion of China’s domestic production of fertilizer, which has saturated China’s market and
greatly reduced demand for imported fertilizer.

Meanwhile, several U.S. industries have continued to express concerns more generally about the
unfair operation of China’s VAT system. Often, Chinese producers are able to avoid payment of
the VAT on their products, either as a result of poor collection procedures, special deals or even
fraud, while the full VAT still must be paid on competing imports. In discussions with Chinese
government officials on this issue, the United States has raised its serious concerns about the
discriminatory treatment effectively accorded to foreign products. The United States has also
continued to emphasize the value to China of a properly functioning VAT system as a revenue
source.

China’s border trade policy also continues to generate MFN and other concerns. China provides
preferential import duty and VAT treatment to certain products, often from Russia, apparently
even when those products are not confined to frontier traffic as envisioned by Article XXIV of
GATT 1994. In June 2003, China began to address these concerns when it eliminated
preferential treatment for boric acid and 19 other products. However, several other products
continue to benefit from preferential treatment. During the transitional reviews before the
WTO’s Council for Trade in Goods, the United States has urged China to eliminate the
preferential treatment for these remaining products.

National treatment concerns also continue to arise in connection with China’s consumption tax
regulations, which first went into effect in 1993 and apply to a range of consumer products,
including spirits and alcoholic beverages, tobacco, cosmetics and skin and hair care preparations,
jewelry, fireworks, rubber, motorcycles and automobiles. Under these regulations, China uses
different tax bases to compute consumption taxes for domestic and imported products, with the
apparent result that the effective consumption tax rate for imported products is substantially
higher than for domestic products. Since China’s accession to the WTO, the United States has
raised this issue with China, both bilaterally and during the annual transitional reviews conducted
by the WTO Committee on Market Access and the Council for Trade in Goods. To date, China
has not revised these regulations.
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Subsidies

Upon its accession to the WTO, China agreed to assume the obligations of the WTO Subsidies
Agreement, which addresses not only the use of CVD measures by individual WTO members
(see the section above on Import Regulation, under the heading of Countervailing Duties), but
also a government’s use of subsidies and the application of remedies through enforcement
proceedings at the WTO. As part of its accession agreement, China committed that it would
eliminate, by the time of its accession, all subsidies prohibited under Article 3 of the Subsidies
Agreement, which includes subsidies contingent on export performance (export subsidies) and
subsidies contingent on the use of domestic over imported goods (import substitution subsidies).
This commitment expressly extended throughout China’s customs territory, including in special
economic zones and other special economic areas.

China also agreed to various special rules that apply when other WTO members seek to enforce
the disciplines of the Subsidies Agreement against Chinese subsidies (either in individual WTO
members’ CVD proceedings or in WTO enforcement proceedings). Under these rules, in certain
circumstances, WTO members can identify and measure Chinese subsidies using alternative
methods in order to account for the special characteristics of China’s economy. For example, in
certain circumstances, when determining whether preferential government benefits have been
provided to a Chinese enterprise via a loan, WTO members can use foreign or other
market-based criteria rather than Chinese benchmarks to ascertain the benefit of that loan and its
terms. Special rules also govern the actionability of subsidies provided to state-owned
enterprises.

As previously reported, following increasing pressure from the United States and other WTO
members, China finally submitted its long-overdue subsidies notification to the WTO’s Subsidies
Committee in April 2006. Although the notification reported on more than 70 subsidy programs,
it was also notably incomplete, as it failed to notify any subsidies provided by China’s state-
owned banks or by provincial and local government authorities. In addition, while China
notified several subsidies that appear to be prohibited, it did so without making any commitment
to withdraw them, and it failed to notify other subsidies that appear to be prohibited. The United
States has devoted significant time and resources to monitoring and analyzing China’s subsidy
practices, and these efforts helped to identify significant omissions in China’s subsidy
notification. In accordance with Subsidies Committee procedures, the United States submitted
extensive written questions and comments on China’s subsidies notification in July 2006, as did
several other WTO Members, including the EC, Japan, Canada, Mexico, Australia and Turkey.
China responded to those submissions in September 2007, although many of China’s responses
are inadequate and fail to provide much of the information required by WTO rules.

The United States began seeking changes to China’s subsidies practices immediately after China
submitted its subsidies notification in April 2006. Through a series of bilateral meetings in
Beijing, including high-level meetings, the United States made clear that China needed to
withdraw both the prohibited subsidies that it had notified and several additional prohibited
subsidies that it had not notified. The subsidies at issue provide refunds, reductions and
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exemptions from income tax, VAT and other payments and benefit a wide range of industries in
China. In addition, they take the form of both export subsidies, which make it more difficult for
U.S. manufacturers to compete against Chinese manufacturers in the U.S. market and third-
country markets, and import substitution subsidies, which make it more difficult for U.S.
manufacturers to export their products to China. By February 2007, it had become clear that
continued bilateral dialogue would not resolve this matter, and the United States, together with
Mexico, initiated WTO dispute settlement proceedings against China. Joint consultations were
subsequently held in Geneva in March 2007 and then in June 2007. In July 2007, the United
States and Mexico filed requests for the establishment of a panel to hear the dispute, and a panel
was established at the August 2007 meeting of the WTO’s Dispute Settlement Body. Three
months later, in November 2007, the parties to the dispute reached a settlement in which China
agreed to eliminate all of the subsidies at issue by January 1, 2008, and not to reinstate them.

Meanwhile, many U.S. industries, including the steel, paper and textiles industries, among
others, continued to express concern about the injurious effects of various Chinese subsidies in
the U.S. market as well as in China and third-country markets. These concerns had led to the
U.S. paper industry’s filing of a petition with the Commerce Department in October 2006
requesting the initiation of a CVD investigation based on allegations of subsidized imports of
coated free sheet paper from China causing injury in the U.S. market. The petition requested a
change to the Commerce Department’s longstanding policy of not applying U.S. CVD law to
China or any other country considered a “non-market economy” for antidumping purposes. The
Commerce Department initiated an investigation in November 2006, and during the course of the
ensuing investigation it changed its policy and began applying U.S. CVD law to China after
finding that reforms to China’s economy in recent years had removed the obstacles to applying
the CVD law that were present in the “Soviet-era economies” at issue when the Commerce
Department first declined to apply the CVD law to non-market economies in the 1980s. In its
final determination, issued in October 2007, the Commerce Department found that China’s paper
industry benefited from a wide range of countervailable subsidies. In November 2007, however,
the U.S. International Trade Commission found that imports of coated free sheet paper from
China were not materially injuring the U.S. paper industry, which means that the investigation
will be terminated.

In 2007, several other U.S. industries concerned about subsidized Chinese imports have filed
CVD petitions. So far this year, the Commerce Department has initiated CVD investigations of
steel pipe, laminated woven sacks, tires, magnets, thermal paper and sodium nitrite imports from
China. The subsidies alleged in these petitions include preferential loans, income tax and VAT
exemptions and reductions, the provision of goods and services on non-commercial terms, and a
variety of provincial and local government subsidies.

In 2008, the United States will continue to pursue its own research and analysis of possible
Chinese subsidy programs and will closely monitor the implementation of China’s new
Enterprise Income Tax Law, which becomes effective January 2008 and appears to provide
preferences to high technology enterprises, among others. The United States will also continue
to raise its concerns with China’s subsidies practices in bilateral meetings with China, including
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through future meetings of the Structural Issues Working Group and the Steel Dialogue. At the
WTO, using both regular meetings and transitional reviews before the Subsidies Committee,
U.S. engagement will focus on the need for China to adhere more fully to its subsidy reporting
obligations. Although China has made some progress in providing information on its subsidy
programs, it has failed to notify any subsidies provided by its state-owned banks or by provincial
and local government authorities. This failure leaves a significant gap in China’s subsidies
reporting and is particularly troubling given the important role played by sub-national
governments in China’s banking system and in the development of Chinese industry.

Price Controls

In its WTO accession agreement, China agreed that it would not use price controls to restrict the
level of imports of goods or services. In addition, in an annex to the agreement, China listed the
limited number of products and services remaining subject to price control or government
guidance pricing, and it provided detailed information on the procedures used for establishing
prices. China agreed that it would try to reduce the number of products and services on this list
and that it would not add any products or services to the list, except in extraordinary
circumstances.

In 2007, China continued to maintain price controls on several products and services provided by
both state-owned enterprises and private enterprises. Published through the China Economic
Herald and NDRC’s website, these price controls may be in the form of either absolute mandated
prices or specific pricing policy guidelines as directed by the government. Products and services
subject to government-set prices include pharmaceuticals, tobacco, natural gas and certain
telecommunications services. Products and services subject to government guidance prices
include gasoline, kerosene, diesel fuel, fertilizer, cotton, various grains, various forms of
transportation services, professional services such as engineering and architectural services, and
certain telecommunications services.

The United States obtained additional information about China’s use of price controls from the
WTO Secretariat’s Trade Policy Review report on China, issued in February 2006. The United
States also sought and obtained clarifications from China in connection with China’s Trade
Policy Review, which took place in April 2006. In addition, as in prior years, the United States
sought updated information from China on its use of price controls and future plans during the
transitional review before the Subsidies Committee, held in October 2007, although China
provided little responsive information. The United States will continue to monitor China’s
progress in eliminating price controls in 2008, including in connection with China’s next Trade
Policy Review, scheduled for May 2008.

Meanwhile, in July 2006 and October 2007, NDRC released proposals for managing the prices of
medical devices, with the stated objectives of avoiding excessive mark-ups by distributors and
reducing health care costs. Among other things, the proposals impose limits on the allowable
mark-ups on medical devices. The proposals also require manufacturers to provide sensitive
pricing information. The United States and U.S. industry have been concerned about the
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proposals’ limits on price mark-ups, which would reduce competition as well as patient and
physician choice, and the proposals’ collection of sensitive pricing data, the publication of which
could be very damaging to U.S. companies’ operations in China. Indeed, municipalities such as
Beijing and Shanghai moved forward with medical device procurement tendering programs in
2007 that have threatened the confidentiality of pricing information.

In 2006 and 2007, the United States and U.S. industry repeatedly raised their concerns about
NDRC'’s proposals. U.S. industry has been able to engage in a dialogue with NDRC, and the
United States has pressed China during the run-up to the JCCT meeting scheduled for December
2007. While acknowledging China’s legitimate concerns regarding the need to provide effective
and affordable medical devices to patients and the need to address inefficiency, excessive
mark-ups and irregular business practices among wholesalers and distributors of medical devices,
the United States has urged China to develop an approach that will not inhibit increased imports
of the same innovative and effective health care products that China is seeking to encourage.

The United States will continue these efforts in 2008.

Standards, Technical Regulations and Conformity Assessment Procedures

With its accession to the WTO, China assumed obligations under the Agreement on Technical
Barriers to Trade (TBT Agreement), which establishes rules and procedures regarding the
development, adoption and application of standards, technical regulations and the conformity
assessment procedures (such as testing or certification) used to determine whether a particular
product meets such standards or regulations. Its aim is to prevent the use of technical
requirements as unnecessary barriers to trade. The TBT Agreement applies to a broad range of
industrial and agricultural products. It establishes rules that help to distinguish legitimate
standards and technical regulations from protectionist measures. Among other things, standards,
technical regulations and conformity assessment procedures are to be developed and applied
transparently and on a non-discriminatory basis and should be based on relevant international
standards and guidelines, when appropriate.

In its WTO accession agreement, China also specifically committed that it would ensure that its
conformity assessment bodies operate in a transparent manner, apply the same technical
regulations, standards and conformity assessment procedures to both imported and domestic
goods and use the same fees, processing periods and complaint procedures for both imported and
domestic goods. In addition, China agreed to ensure that all of its conformity assessment bodies
are authorized to handle both imported and domestic goods within one year of accession. China
also consented to accept the Code of Good Practice (set forth in Annex 3 to the TBT Agreement)
within four months after access