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PREFACE

In March 2000, the Asian Development Bank (ADB) adopted a Private Sector Development
(PSD) Strategy to articulate in more detail how private sector development would be supported in
providing the economic and employment growth needed to achieve ADB’s overarching objective of
poverty reduction in the Asia and Pacific region. To implement the PSD Strategy, private sector
assessments (PSAs) are to be formulated for each developing member country of ADB.

The main objectives of the PSA are to provide a critical review of PSD, identify major constraints
and priority areas for further development, and suggest actions to be incorporated into ADB’s PSD
Strategy as part of the overall country strategy and program.  The People’s Republic of China (PRC)
was selected as one of the flagship countries for which a PSA will be conducted. In view of the size
of the PRC’s economy, the PSA is focused on addressing these objectives. Thus, sectors in which
ADB has not been involved and/or does not envision a role in the near term are not discussed.

The methodology, analytical framework, and report structure for this PSA are as follows. The
PSA begins by summarizing PSD based upon findings from studies sponsored under ADB technical
assistance work that involved extensive consultations with the Government, private sector and
international agencies—including a workshop to discuss the PSA held in Beijing in March 2003—
other documentation, and additional research conducted by ADB. The macroeconomic environment
is described, followed by a discussion of the policy, legal, and institutional framework. Impediments
to PSD are identified, drawing on two ADB business climate surveys, one with domestic enterprises
and another with foreign investors operating in the PRC. Findings from studies by other domestic
and international agencies and interviews and consultations with key players influencing PSD are
incorporated into the PSA. Separate sector assessments are followed by an examination of the impact
of other funding agency activities in support of PSD to help identify areas for possible collaboration
as well as ADB niches. The last sections build on an assessment of ADB’s PSD assistance and
outline ADB’s PSD strategy for 2003–2006.

This report was prepared by ADB staff and a consultant, Mika Maramuto, under the overall
direction of the East and Central Asia Department, with the support of ADB’s PRC Resident
Mission (PRCM). The work was led and supervised by Debra Kertzman, Financial Sector Specialist
from the East and Central Asia Department, Governance, Finance and Trade Division (ECGF);
and Edgar Cua, Principal Programs Officer from the PRCM. The report team received valuable
support, insights, and guidance from Shamshad Akhtar, Deputy Director General of Southeast Asia
Department; Noy Siackhachanh, Director of ECGF; and Bruce Murray, Country Director of the
PRCM. Technical support was provided by Zhuang Jian, Wang Lan, Wu Aihua and Gan Mei of the
PRCM. The perspectives and judgments expressed in this report do not necessarily reflect the views
of ADB or its Board of Directors.

I would also like to acknowledge and express our appreciation for the support given by many
ADB staff members who provided substantial guidance, comments, and advice.

Muhammad E. Tusneem
Director General

East and Central Asia Department
Manila, November 2003
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CURRENCY EQUIVALENTS

(as of 30 April 2003)

Currency Unit – yuan (CNY)
CNY1.00 = $0.1208
$1.00 = CNY8.2770

NOTE

In this report, “$” refers to US dollars.
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EXECUTIVE SUMMARY

The People’s Republic of China (PRC) is the fastest growing economy in the world.  The rapid
development and integral role of the private sector is one of the most significant features of the
PRC’s transition to a market-oriented economy. In 2000, the relative weight of private enterprises
in the economy was 33% of the gross domestic product (GDP), which increases to 63% of the
GDP when combined with other nonstate sector enterprises, most of which are small and medium
enterprises (SMEs).

The PRC has more than 20% of the world’s population and needs to provide jobs for more than
26% of the world’s workforce. In 2002, the nonstate sector accounted for 90% of total employment.
Private enterprises created jobs at an average growth rate of 19% in contrast to the national job
growth rate of 1.2%. Thus, nonstate enterprises, especially private sector enterprises and SMEs, are
the main engine for creating jobs that are necessary to absorb new labor market entrants, a significant
number of displaced workers from the state sector, and underemployed rural labor. The private
sector must create jobs for the PRC to win its war against poverty.

Private sector investment has increased rapidly over the past 5 years.  By 2001 total nonstate
sector investment almost matched that of the state sector. Continuing robust growth and its entry
into the World Trade Organization (WTO) in 2001 has made the PRC the most attractive destination
for foreign direct investment (FDI) in the world. For more than a decade the PRC has attracted the
highest FDI in the region. FDI inflow started to dramatically increase in 1992 and reached a new
record of $52.7 billion in 2002, the largest amount of FDI in the world. Recently adopted investment
guidelines promote broader foreign investment opportunities, encourage FDI in the poor western
provinces to address regional disparity in development and living standards, and enable more foreign
investment in the PRC through mergers and acquisitions.

The successful transition to a market economy and the growth of the private sector in the PRC
is unique. The PRC has used a “dual-track approach” that encourages the development of the
private sector in tandem with reform of the state sector. Under this approach, private sector
development (PSD) has been promoted incrementally through different localities instead of nationally.
The incremental and decentralized approach has enabled the Central Government to replicate
successes and isolate problems, avoid some problems that other transitional economies have faced,
and increase the role of local governments and officials.

Several policy milestones in PSD are noteworthy: (i) Deng Xiaoping’s speech on economic
reform in 1992, (ii) constitutional recognition of the role of the private sector in 1999, (iii) Jiang
Zemin’s 2001 announcement that private entrepreneurs can become Communist Party members,
and (iv) the PRC’s entry into the WTO in 2001.

Although the PRC is adopting a framework that supports the rule of law and promotes economic
reforms, the institutional capacity for a modern enterprise economy is not fully in place and many
other constraints to the development of the private sector continue to exist. Surveys of foreign and
domestic private firms conducted by the Asian Development Bank (ADB) reflect seven major
impediments to PSD: (i) weaknesses in the policy environment, lack of transparency, and market
entry and exit restrictions; (ii) problems in the legal environment, including weak implementation
of the rule of law; (iii) lack of financing options; (iv) infrastructure constraints; (v) human resource
constraints; (vi) lack of management know-how; and (vii) poor access to reliable information and
professional services.

Policy bias against private sector market entry and exit takes numerous forms including hurdles
in licensing and registering businesses, listing requirements that favor state- owned enterprises (SOEs),
and arbitrary application of fees. The current environment lacks sufficient transparency and an
effective competition policy. Local protectionism exists in various forms, making it difficult for
many private companies to enter new markets and multiplying opportunities for corruption.
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The legal environment continues to pose operating challenges. Ambiguous property rights
continue to be clarified and redefined. Private property rights are not accorded the same treatment
as public property rights. Although an adequate legal framework exists in many areas, enforcement
is not consistent, transparent, or predictable. In many instances, there is insufficient public
consultation when drafting laws or regulatory impact assessments to avoid unintended consequences
that discourage PSD. Nor is there comprehensive access to all promulgated national and local laws.

Lack of access to financing, particularly bank loans or alternative financing, is the most serious
constraint to the development of domestic private firms. The absence of a diversified financial
sector capable of serving the broad spectrum of entrepreneurs’ needs for financial services leaves the
state banking system as the dominant supplier of financing. However, state-owned commercial
banks (SOCBs) are not yet sufficiently market-oriented. Due to lack of financial capacity, the
nonperforming loan problem, and lack of creditor protection in bankruptcy procedures, banks,
particularly SOCBs, are reluctant to provide financing to private sector firms, instead favoring
SOEs. In addition, small private firms tend to have weak financial statements, making credit analysis
based on cash flow difficult, and insufficient collateral. New rules making loan officers personally
accountable for bad loans may also contribute to limited bank financing opportunities for the
private sector. Private sector banking is still at a fledgling stage.

Capital markets continue to exist primarily to finance SOEs, although the quota system for
listing was abolished in 2000. Retail investors with a short-term investment outlook dominate the
equity market. Institutional investors need to be encouraged and developed. Structural and legal
obstacles impede the development of the corporate debt market, securitized investment products,
and the venture capital and leasing industries.

The private sector requires further improvements in physical infrastructure to operate efficiently
and increase productivity.  Major constraints include problems with land and office space,
transportation, power supply, water and sanitation, and telecommunications. Improved infrastructure
in the central and western regions is critical to attracting new FDI or reinvesting of profits earned by
foreign firms already operating in the coastal region.

Human resource constraints include the lack of managerial capacity and skilled professionals.
Private firms need to weigh higher labor costs, including mandated social security costs, against
their ability to remain competitive. Poor corporate governance practices and the lack of transparency
in operations also affect the ability of domestic enterprises to expand operations.

Availability of reliable information and professional legal, accounting, and consulting services is
limited under the prevailing business environment. However, these skills are critical to future PSD.
Although access to economic, market, and production information has improved in recent years,
the quality and reliability of information is still inconsistent, posing challenges to enterprises making
strategic and marketing plans.

Many funding agencies are providing assistance to the PRC to address these impediments.
Assistance generally takes the form of policy dialogue, experts financed by special assistance or trust
funds, or direct investment in private sector companies. Most funding agencies share common
development assistance goals, including SOE restructuring, SME development, social security reform,
and WTO accession.  Given the size of the PRC, each intervention has been limited in magnitude
and geographic coverage. To increase the impact of their assistance, many funding agencies forge
partnerships and arrange joint projects and programs.

The three main ways that ADB supports PSD are through (i) creating enabling conditions for
business; (ii) generating business opportunities; and (iii) catalyzing private investments through
direct financing, credit enhancements, and risk mitigating instruments. Since 1988, ADB has sought
to create enabling conditions through technical assistance (TA), public sector lending, and catalyzing
direct investments in private sector firms. ADB’s TA projects designed to support the private sector
total $24.1 million and have encompassed (i) financial sector support, (ii) enterprise support, (iii)
private participation in infrastructure, and (iv) laws and regulations to promote PSD. Recent assistance
has been characterized by a greater focus on enterprise support and capacity building, addressing
specific constraints on private participation in infrastructure (i.e., water tariff studies) and development
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work to help create a rule-based business environment. ADB’s public sector lending program has
focused on loans to finance construction of highways, roads, power plants and transmission lines,
and water treatment facilities. ADB’s private investment portfolio (approvals) as of end-2002 consists
of five equity investments totaling $79.3 million, including investments in an equity fund aimed at
SMEs, an environmental fund, and three funds that primarily support private investments in
infrastructure, and four loans totaling $151.5 million in the infrastructure and financial sectors.

ADB’s PSD Strategy is set within the framework of its basic strategic thrusts and based on
lessons learned. First, the right policy environment is key to the long-term vitality of businesses.
Second, ADB assistance, if combined with the efforts of public and private sector participants to
address development challenges, can provide solutions resulting in greater benefits for the PRC.
ADB needs to intensify its efforts to further refine and determine strategic criteria for private sector
interventions, given that ADB’s assistance accounts for less than 1% of FDI inflow into the PRC.

This Private Sector Assessment includes recommendations for promoting financial sector reform
and private investment in infrastructure. Using the public sector window, ADB should continue to
facilitate financial sector reform through (i) continued support to SMEs from the supply and demand
sides, including the creation of an enabling environment for alternative financing options, and (ii)
continued capacity-building support. Other possible interventions include the establishment of a
comprehensive social security system, strengthened governance of financial market supervisors to
enable them to act as transparent regulators, and policy dialogue aimed at creating an enabling
framework for sustainable microfinance programs. Through the public sector lending program,
ADB should continue to address infrastructure constraints. As for the private sector window, ADB
should explore investment opportunities in infrastructure, capital markets, financial sector, and
environment industry. ADB should consider taking equity positions in new or existing financial
institutions, such as commercial banks, insurance companies, and fund management companies to
broaden ownership, improve corporate governance, and introduce international best practice
standards. Since the bulk of FDI has been invested in the manufacturing, industrial, and real estate
sectors, there is no catalytic role for ADB to support stand-alone projects in those sectors.

The PRC’s planned massive infrastructure investments for the next 5 years cannot be realized
without private sector participation. ADB should continue to support the creation of an enabling
environment for private sector participation in infrastructure, focusing on specific impediments.
ADB should continue to mobilize capital for large- and medium-scale infrastructure projects, both
start-up and existing projects, especially in the central and western regions, in response to private
sector constraints and poverty reduction needs. Multiproject financing schemes should be employed
to enable ADB to reach out to smaller projects.

In addition, ADB should intensify its efforts to assist the Government in creating a rule-based
business environment by helping draft and modify laws that can affect development of the private
sector and creating a pilot mechanism for public consultation and access to laws and regulations. As
part of its public-private partnerships, ADB should create mechanisms to disseminate institutional
knowledge, such as international best practices and lessons learned from ADB’s projects, in support
of the private sector. ADB should also re-evaluate its current institutional setup, particularly staffing
and resource implications in the field, to better implement its PSD Strategy.
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The People’s Republic of China (PRC) has grown at an average rate of 7.6% during the last 5
years, making it the fastest growing economy in the world. The substantial growth in private
sector activity has brought about changes in market fundamentals to address the gaps and ineffi-
ciencies of state-owned enterprises (SOEs) and harness the entrepreneurial drive of the popula-
tion.

Thus far, the PRC has tackled macroeconomic management well.  The PRC’s low vulnerabil-
ity to external shocks has helped it maintain macroeconomic stability despite structural distor-
tions both at the output and input levels and at the financial and enterprise levels.  Contributory
factors include the large internal market, large foreign exchange reserves, low dependence on high
technology, use of expansionary fiscal and monetary policy, and high consumer and investor con-
fidence (Table 1).

Table 1: Selected Macroeconomic Indicators
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Macroeconomic stability is a precondition for attracting private investment and creating pro-

poor markets. Macroeconomic reforms should continue to be carefully managed and sequenced
to preserve macroeconomic stability. This macroeconomic environment will continue to attract
foreign direct investment (FDI) and mobilize domestic private investment.

At the 10th National People’s Congress (NPC) held in March 2003, new macroeconomic
targets were set forth for 2003 including (i) achieving real gross domestic product (GDP) growth
rate at 7%; (ii) creating 8 million new jobs for urban residents and confining the rate of registered
urban employment to 4.5%; (iii) containing inflation at 1%; and (iv) keeping the fiscal budget
deficit within 3% of GDP (China Daily 2003).
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It is very difficult to quantitatively measure the role of the private sector in the PRC. The
current “narrowly defined” method, which is used in official government statistics, is based on the
number of employees and ownership structure of an enterprise and does not accurately take into
account the role of the private sector in the transitional economy. However, a broader definition
may lead to double counting.

The narrowly defined method includes only (i) self-employed (geti hu), the first business cat-
egory that the State Council defined as “private sector” in 1981; and (ii) private enterprises (siying
qiye), a new business category introduced in 1988 as “for profit” organizations that are owned by
individuals and employ more than eight people. This method does not take into account a signifi-
cant number of “private firms” that opt to be defined as collectives or town and village enterprises
(TVEs) by sharing ownership with local governments. These firms, which put on a hat of collective
ownership (“red hat firms”), have better access to land, assets, finance, and markets. Some experts
estimate that 50–75% of red hat firms are in fact private firms.1

Foreign-funded enterprises (e.g., equity joint ventures [JVs]) can be SOEs or private enter-
prises, depending on their shareholding structure. Wholly owned foreign enterprises do not fall
within the narrowly defined definition of “private enterprise, ”neither do enterprises in transition
from collectives to privately owned companies (e.g., shareholding cooperative enterprises, joint
ownership enterprises). To better understand the role of these firms in the economy, the term
“nonstate sector firm” is thus used to refer to all firms that are not SOEs.

Using this terminology raises major statistical challenges. First, because the economy is in
transition it is difficult to obtain accurate statistical data on private sector activities, particularly
data comparable with the state sector. Second, it is difficult to determine with any degree of
certainty how many red hat firms are private companies or how many foreign-funded firms are
nonstate sector firms. Thus there is a strong possibility for double counting in available statistics
(Appendix 1).

Table 2 shows the number of “narrowly defined” domestic private enterprises for 1993–2001.
In 2001, there were about 26 million such private enterprises operating in the PRC. Dwarfed by
the absolute number of individually owned enterprises, privately owned enterprises increased at
an average annual growth rate of 32% over the past 8 years.

Table 3 illustrates recent trends in the number of enterprises above the designated size (annual
income over 5 million yuan [CNY]), divided by sector. State-owned and state-held companies
declined from 2000 to 2001, both in absolute number and as a share of total enterprises. The

1
The International Finance Corporation (IFC) has concluded generally that about half of collectives are in fact private companies, although some areas and sectors
have a higher proportion of private companies. (IFC 2000b). Experts interviewed for this report responded that about 70–100% of collectives are actually private
companies.
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nonstate sector increased in importance, with private enterprises as the main contributors to this
change. Private enterprises grew by 64% in number and their share of the total number of enter-
prises increased from 14% to 21%.

Table 2: Number of Domestic Private Enterprises
(million)
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Table 3: Number of State and Nonstate Sector Industrial Enterprisesa
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a. Gross Domestic Product

The economy has undergone a fundamental change since the reform process began in 1978,
from complete reliance on state-owned and collective enterprises to a mixed economy where pri-
vate enterprises play an increasing role. The economic transformation is evident from the falling
ratio of GDP contributed by SOEs from 58% to 37%.  Private enterprises and those in transition
grew at a compound annual growth rate of 26% from CNY19 billion ($2.29 billion) in 1978 to
CNY2,950 billion ($356 billion) in 2000. Their share of the total economy increased from 5% to
33% during this period (Table 4).
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Table 4: Gross Domestic Product for 1978-2000

(CNY billion)
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Box 1:

Zhejiang Province—The Most Developed Private Economy in the PRC

Zhejiang Province has the most developed private economy in the PRC. The economic output of
the private sector accounts for 95% of the province's total. In 2000, 6.8% of the PRC's GDP came
from this province, which has only 3.7% of the national population. The private economy has
developed at a rate of 34% over the last 10 years. In July 2002, Zhejiang Province overtook Shang-
hai, the PRC's largest industrial city, in exports. The province's stellar economic development over
the past 20 years is regarded as a miracle throughout the PRC.

Before 1978, Zhejiang Province was an undeveloped agricultural province with a weak industrial
base and limited natural resources. The success of this province is attributed to the role of the private
sector, the driving force of economic growth over the past 20 years.

Currently, there are more than 1,000 specialized villages and towns throughout this province, each
engaged in the manufacture of a single product (shoes, glasses, lamps, and clothes). These products
have captured a large share of the national market and some products (cigarette lighters, ties) are
exported. Many enterprises from this province have become the leading companies in the PRC. In
addition to the entrepreneurial drive of its residents, the local government has extended strong
support to help the private sector develop and taken measures to stimulate growth of small and
medium enterprises.

Zhejiang Province's GDP has ranked among the top five in the PRC for more than 10 years, its
farmers per capita average income has been included in this list for the last 16 years, and its tax
revenue also ranks highly.

Sources: "Zhejiang Benefits from Private Economy," CRI Online. 17 July 2002; "China's Private Economy Seeking Wider
Development Space," People's Daily, 7 April 2002; and "Zhejiang Province Overtakes Shanghai in Exports," People's
Daily, 28 August 2002.
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2
A new statistical system adopted by the National Bureau of Statistics to measure industrial output includes only firms with more than CNY5 million in output.
Therefore, a consistent historical comparison is not available. For historical data starting from 1980 up to 1999, see Appendix 2.

3
However, it is difficult to gauge recent trends because the share of the state sector has now been combined with other types of nonstate sector firms.

b. Industrial Output

An increasing trend of the private sector contribution to gross industrial output is shown in
Table 5. Between 2000 and 2001 the share of the state sector, including state-holding industries,
in industrial output decreased both in absolute and relative terms. The State accounted for only
23% of gross industrial output in 2001, while the nonstate sector, which includes private and
foreign-funded enterprises, accounted for about 77%.2   Empirical evidence also indicates that
gains in productivity in the economy have come from the private sector. Overall labor productiv-
ity of foreign-funded enterprises in 2001 was CNY98,413/person a year, about 1.8 times higher
than SOEs. (China Statistical Yearbook 2002).

Table 5:  Gross Industrial Output Value of Enterprises with Sales Over CNY5 Million
(CNY billion)
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c. Fixed Investment

The state sector historically accounted for the bulk of investment in fixed assets.  However,
investments by the private sector, individuals, and other types of enterprises including foreign-
funded firms have increased rapidly over the past 6 years, except in 1998. By 2001 the share of the
nonstate sector surpassed that of the state sector (Table 6).3

d. Employment

The nonstate sector is the major source of employment, accounting for over 80% of total employ-
ment between 1997 and 2001. Its share of total employment reached 90% in 2001 and 2002 (Table 7).
Although modest in terms of its share of total employment, between 1997 and 2001 the private sector
accounted for 13% of total employment, of which private enterprises created jobs at an average growth
rate of 19%, as opposed to the national growth rate of 1.2%.  Over the same period, employment by
the state sector and urban collectives fell by 8.8% and 18.2%, respectively, and their shares declined
steadily over time. The private sector thus has a potential for absorbing a significant number of workers
from other sectors, particularly laid-off SOE workers.
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Gross job creation between 1997 and 2001 is estimated to be about 92 million, to which the
private sector contributed 24 million (about 26%). Over the same period, 57 million jobs were
lost. Thus, the economy generated net 35 million new jobs.

In the next decade, the PRC needs to generate between 90 and 300 million new jobs depend-
ing on different assumptions (Dahlman and Aubert 2001) for 40-50 million people to be rede-
ployed from agriculture, SOEs, TVEs, and for new entrants to the labor force. The private sector
needs to be further developed to create these jobs. Without these new jobs, the economic transfor-
mation will cause large numbers of people to fall into poverty, resulting in rising social tensions
and social instability.

Table 7:  Employment by Ownership Unit
(share)
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Table 6: Total Investment in Fixed Assets by Ownership
(CNY billion)
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There are more than 8 million small and medium enterprises (SMEs) in the PRC accounting for
99% of total business establishments and 60% of industrial output.4  SMEs also account for 60% of
all sales and 57% of all profits generated, pay approximately 40% of all taxes, and account for more
than 60% of all exports (ADB 2001d). For comparison, about 40 million SMEs throughout the
Asia-Pacific Economic Cooperation (APEC) economies account for more than 95% of all business
establishments, 35% of exports, and from 30% to 60% of gross national product (GNP).  As of
2000, SMEs provided about 75% of the jobs in the PRC. Most of the 200 million labor force that
migrated from rural areas to urban areas from 1978 to 1996 was hired by SMEs (ADB 2002c).

�9
������,1�9�������1����8�1�

For more than a decade, the PRC has attracted the highest FDI in the region and has been the
second largest recipient of FDI in the world, after the United States (US) (Figure 1). Continuing
robust economic growth and entry to the World Trade Organization (WTO) has made the PRC
more attractive to foreign investors. Despite the deterioration in the global corporate environ-
ment, followed by the 11 September tragedy in 2001, the PRC overtook the US as the largest
recipient of FDI in the world. On an actual basis, $52.7 billion was invested in 2002, a 12.5%
increase from 2001. In 2002, contracted FDI was $82.8 billion, a 19.6% increase from 2001
(Table 8) (ADB 2003).

4
See data released by the State Economic and Trade Commission (SETC). SME statistics include both state sector and nonstate sector SMEs.

Table 8: Foreign Direct Investment, 1996–2002
($ million)

���� ���5 ���7 ���� ���� �			 �		�� �		�

D
���;������ "�/�!� " /! � " /"�! "�/��# "�/�� "�/� �  !/���

�+
��	����%� ���/!��� � �/���� � !/��!� �"�/!��� ��!/"��� ��#/!��� ��!/����

����
����D
��� "�/��� ""/#�� " /!�" �#/#� "�/��� 5 5

+
�������	�� ��/!�� ��/��# ��/��" �"/"� �"/��� 5 5

'
�	����� ��� ���# � �! ���! ��� 5 5

+���	����	�� �/#�" "/��" "/�!# �/��� �/ #" 5 5

'
�	����� #�� ��� #�� #�! ��# 5 5

;����	���	�� �/� # !/ �� !/� � �/��� �/� ! 5 5

'
�	����� "�!  ��  �! "�� "�� 5 5

5�>�������
���(����1���
� 3�����	&�
*�.
	�����D	�%����%�6�
�
)���+

��	���
���39.D6+����$����
��
���� �F����	&�!��!�

'
�	���B��$����%����	����
�&���'���(��##�/����"!C��###/��� ##C�!���/���������39.D6+����
���B--�����������
(���

As of end-October 2002, the PRC had approved 417,655 foreign-funded enterprises, with
contracted foreign investment reaching $820.28 billion and actual foreign investment utilization
amounting to $439.94 billion. Foreign invested enterprises (FIEs) currently account for 10% of
the PRC labor force, employing 23 million people (Trade Point Beijing 2003).

FDI has played a major role in the PRC’s transition to a market-oriented economy and has
been an effective way to transfer technology and managerial expertise to the PRC, although it is
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Figure 1. Foreign Direct Investment, Net Inflow
($ Billion)

highly concentrated geographically and its sectoral distribution is uneven. In 2000, about 86% of
investments went to the coastal provinces, and the central and western regions accounted for
about 9% and 5%, respectively (Table 8). The manufacturing sector attracts about 60% of FDI,
followed by real estate management (11.4%) and social sectors (5.4%) (Appendix 2). One em-
pirical analysis found that FDI’s geographical distribution is determined mostly by the level of
GNP, infrastructure development, level of general education, and coastal location (Broadman
and Sun 1997).
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Official documents define the PRC’s economic system as a socialist market economy, although
the economy also falls within the prevailing international definition of a “transition economy”—
a centrally planned system evolving toward market institutions.  In this context, it is important to
review briefly how the Government’s perception toward the private sector has changed over time,
as well how these changes have found expression in relevant laws, regulations, and policy pro-
nouncements.

For more than 40 years, beginning with the establishment of the PRC in 1949, the private
sector lacked legitimacy in the eyes of the Government. Although the Government embraced the
importance of the private sector in the economy, a lingering suspicion about the role of the private
sector and private property rights and the need for reforms to be advanced by consensus led to a
more cautious and gradual approach to reforms.

Decentralization also has contributed to the unique market transition in the PRC. Since 1958,
the PRC economy has been organized regionally, which enables isolation of different reforms and
local experimentation, primarily in rural areas. Although this system enables flexibility, it requires
the cooperation of local governments, who may have vested interest in the status quo, to ensure
success.

In the recent past, private sector development (PSD) can be divided into four phases: (i) the
development of individual businesses following the official revival of private business, 1978–1985;
(ii) the emergence of the private sector as a supplement to the public sector, with the rise of
privately run enterprises, including a large portion of “red hat” (disguised state sector) firms,
1986–1991; (iii) the performance by the private sector as an important component of the economy,
with the rapid development of private firms and an emphasis on a rule-based system and the
building of market institutions, 1992–2000; and (iv) the post-WTO era. Appendix 3 shows the
evolution of the Government’s private sector strategy over the past 20 years, including govern-
ment perceptions of the private sector and the legal basis and constitutional status of the private
sector.

After the 3rd Plenum of the Chinese Communist Party’s 11th Central Committee first began
market-oriented reforms in 1978 (soon after the official conclusion of the Cultural Revolution),
individual enterprises were revived as a way to respond to mounting pressures of unemployment
and economic stagnation (International Finance Corporation [IFC] 2000b). The Government
called the “individual economic sector” a necessary “supplement” to the state and collective sectors
and proceeded to introduce reforms incrementally. New policies were tried in selected provinces,
prefectures, counties, and firms and involved specific sectors. The main private players were self-
employed individual enterprises.  Experiments that were successful were replicated.
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In 1987, the 13th National Party Congress of the Communist Party of China (Communist
Party Congress) officially recognized the “private economic sector” as a necessary supplement to
the state sector.  The following year, for the first time, the rights and interests of the private
economy were protected by an amendment to the Constitution. This spurred an increase in pri-
vately run enterprises, which received an official category designation in 1988. During this period,
the treatment private business entities received often depended on the whim of local authorities,
which is an important reason why so many privately run firms opted to register as collectives or
TVEs.

The next stage of PSD is characterized by the 14th Communist Party Congress in 1992, which
endorsed a “socialist market economy” as the PRC’s reform goal. In 1993, the Government de-
signed the first grand strategy for transition to a market economy that called for the creation of a
“level playing field” through a rule-based market system that addressed property rights, ownership
issues, and the building of market institutions (IFC 2000b). Following the official recognition of
the private sector as an important component of the economy at the 15th Communist Party Con-
gress in 1997, the Constitution was amended in 1999 to recognize the role of the private sector
and provide a basis for future changes in the legal, policy, and regulatory environment to support
development. In 1999, the NPC adopted the Law for Individual Wholly Owned Enterprises.

A new era for private enterprises began in 2001. PSD was given further impetus when the
Government facilitated the registration of private enterprises. The minimum capital requirement
for private businesses was lowered to CNY1 and requirements for bank certificates and other
bureaucratic approvals to prove sufficient capitalization of a firm with a limited number of em-
ployees were eliminated. On 1 July 2001, at ceremonies marking the 80th anniversary of the founding
of the Communist Party, President Jiang Zemin announced that for the first time private entrepre-
neurs could become party members.5 Another significant event was the PRC’s accession to WTO
that obligates the Government to extend foreign-owned businesses rights and privileges that are
currently denied to domestic private firms.

�� ��������������� �!����"�#����
����$�����

a. Development of the Nonstate Sector

The development of a vibrant nonstate sector preceded SOE restructuring. The nonstate sec-
tor emerged in the 1970s through reform of the agriculture sector and adoption of measures to
“generate huge increases in productivity, income and output with negligible state investment
(Cao 2001).

Prior to economic reforms, a collective farming system known as the people’s commune sys-
tem, which replaced private farming in rural areas of the PRC in the late 1950s, existed. Under this
system, there was a three-tier ownership structure with people’s communes at the top, production
brigades in the middle, and production teams at the bottom. Individuals were not allowed to own
major means of production or conduct nonagricultural business (Shuhe Li 2000) In 1979, Draft
Regulations on the Development of Commune Brigade Enterprises were adopted by the State
Council. These regulations provided local governments and households with some autonomy
from the Central Government, replaced the people’s commune system with the township village
system, and developed the household responsibility system. Assets formerly owned by people’s
communes were sold to farmers at low prices, enabling household-based business to accumulate
the necessary start-up assets at low cost (Shuhe Li 2000).  Farmers were granted individual leaseholds
on land formerly used by communes and a high degree of autonomy and flexibility in production
and sales, provided that certain state quotas were met. Surpluses generated over established quotas

5
Jiang Zemin’s “Three Represents Theory,” which provides, among other things, that the party must represent the development of all of the PRC’s advanced
productive forces (including private businesses), opened the door to letting businessmen join the Communist Party.
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were allowed to be sold at free market prices. Production output increased enormously and gener-
ated a very high rate of household savings and increased living standards.

In the early 1980s, individuals were permitted to conduct business in agriculture-related sec-
tors, while communes, brigades, and production teams were allowed to conduct business in some
nonagriculture sectors. In 1984, the Central Communist Party and the State Council issued the
Report on Creating a New System in Commune Brigade Enterprises, which renamed commune
brigade enterprises as TVEs, relaxed restrictions on collective businesses, and allowed private busi-
nesses (nonstate sector firms, collectives, and privately owned firms) to operate outside of agricul-
ture (Shuhe Li 2000).

b. Restructuring of State-Owned Enterprises

When SOE reforms were initiated in 1978, emphasis was placed on the gradual termination
of government support for working capital through directed credit from state-owned commercial
banks (SOCBs). However, ongoing concern about the ability of SOEs to remain solvent and the
increasing amount of available private funds led the Government to allow SOEs to convert into
shareholding companies.

The restructuring of SOEs continues to be a complicated process based upon decentralization
of the economy, the role of local governments and their competing claims over property rights
(Section II.A.3. Ambiguous Private Property Rights), and the impact on the PRC’s enormous
workforce (Jukka 1999). The program for restructuring can be divided into three stages
(DFID 1999).

(i) Stage 1 (1979–1984) involved the expansion of operating and management rights of
SOEs, giving them greater control over wage setting and production decisions.

(ii) Stage 2 (1985–1993) involved the separation of ownership from operational control,
additional increases in the responsibility of enterprise managers, enterprise responsibility
for profits and losses, experimentation with joint stock companies, removal of price
controls, adoption of programs to address social security concerns, and liberalization of
the labor market.

(iii) Stage 3 (1994–ongoing) involves the ongoing adoption of policies aimed at developing a
modern enterprise system in which SOEs adopt modern methods of corporate governance
and become market oriented, and related reforms in the banking and social sector.6

At the end of 1998, the Government launched a 3-year SOE bailout program to help weak
large and medium SOEs and encouraged debt-to-equity swaps to transfer their long-standing
debt to SOCBs, to asset management companies (AMCs). In furtherance thereof, the Govern-
ment announced that for the first time, foreign investment could be used in asset restructuring of
SOEs.7

In June 2001, the State Council adopted a regulation requiring SOEs to sell state-held shares
when issuing new equity and pay the proceeds into the newly established National Social Security
Fund (NSSF).8  However, subsequent stock market declines, which reflected shareholder concerns
with the dilution in the price of existing shares, caused the Government to indefinitely delay such

6
The Government is pursuing social security reforms to support SOE restructuring. With ADB assistance, social security reforms are being pilot tested in Liaoning
Province, which has one of the largest concentrations of SOEs in the PRC (ADB 2001c).  A National Social Security Fund was established in 2000 and a social
security law is being drafted with ADB assistance.

7
In 1998, the SETC promulgated Asset Restructuring by SOEs Using Foreign Investment Tentative Provisions. Article 2 states that foreign investments may be
used in (i) the direct investment and acquisition of an SOE by foreign investors; (ii) the provision of working capital; and (iii) the repayment of the debts of the
enterprise.

8
The NSSF raises funds primarily through the sale of government shares in SOEs and budgetary allocations by the Ministry of Finance (MOF). This Fund was
established to address shortfalls in the Government’s pay-as-you-go social security system resulting from the inability of bankrupt SOEs to contribute to provincial
social security pools. As of March 2003, the Fund controlled about CNY80 billion ($9.7 billion). New regulations introduced in December 2001 allow the Fund
to invest up to 40% in equities and an additional 10% in corporate bonds. Previously, investment was limited to bank deposits or government bonds (Economist
Intelligence Unit 2003).
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sales (Economist Intelligence Unit 2002, Shirai 2002). In January 2002, the Government an-
nounced new proposals to sell state-owned shares that immediately led to a sharp decline in share
prices and the Government’s subsequent decision to postpone such sales.

In February 2002, the Government announced a new Foreign Investment Industrial Guidance
Catalogue and encouraged foreigners to take part in key SOE reforms. In June 2002, in response to
the pressure to slow the pace of public offers of additional state-owned shares, provisional regula-
tions were issued by the China Securities Regulatory Commission (CSRC) to allow companies to
sell additional shares only if (i) their weighted average net return on assets over the last 3 years is at
least 10%;  (ii) their assets-liabilities ratio is not less than the average industry level; (iii) projects
funded by their previous share issues are 70% complete; (iv) where the number of new shares
exceeds 20% of the total, approval of more than half the votes of shareholders holding tradable
shares has been obtained; and (v) where the company’s earnings drop by 50% or more after the
additional offer, the main underwriter’s underwriting business is curtailed or suspended
(Shirai 2002).

In August 2002, the southern city of Shenzhen, with the support of the State Council, sold
noncontrolling shares in five major SOEs in the energy, water, gas, transportation, and food sec-
tors (Shenzhen Energy, Shenzhen Water, Shenzhen Gas, Shenzhen Public Transportation, and
Shenzhen Food) through international tender (Southcn 2003).

In November 2002, the Government issued new regulations that became effective in January
2003, to clarify the regulatory framework for restructuring SOEs and unlisted companies with
state shareholdings (other than financial institutions) by foreign investors through equity or asset
transfers.9  Under the regulations, foreign investors are required to contribute capital, advanced
technology, and business management experience to target SOEs, and prior to approval of such
acquisitions, submit a comprehensive restructuring plan for the target SOE that includes, among
others, a strategy for improving corporate governance and addressing employee concerns.

In November 2002, the CSRC and the People’s Bank of China (PBOC) issued a joint circular
to allow qualified foreign institutional investors (QFIIs) to purchase nontradable shares held by
the Government and other institutions through public tender.10  As discussed in detail in Section
IV.A.2.a, these shares account for more than two thirds of the PRC’s stock market capitalization
(Business Times 2002 and China Law and Practice 2003f ). Procedures under this circular and
related regulations allow foreign fund management institutions, insurance companies, securities
companies, and other types of asset management institutions (e.g., commercial banks) that meet
certain criteria (ranging from 5 years of sector-related experience for fund managers to 30 years
experience for insurance companies, management of at least $10 billion in assets over the last fiscal
year, etc.) to apply for approval to invest as a QFII in A share listed companies.11  Once approved,
QFIIs are required to open a special domestic currency account with a domestic bank and use
domestic securities companies while trading. Regulations govern acquisitions of controlling inter-
ests, minimum and maximum purchase ($50 million, $80 million), investment limits for each
QFII (10% of the total), and aggregate percentage of shares held by all QFIIs held in a single
company (20% of the total).12

New regulations that came into effect on 12 April 2003, which were prepared with ADB
assistance, also clarify and restrict the scope of foreign corporate acquisition activity in the PRC.13

Among others, these regulations provide a framework for acquisitions of registered capital in lim-
ited liability companies, allow acquisitions with shares and capitalization of new FIEs with assets

 9
Use of Foreign Investment to Restructure State-Owned Enterprises Tentative Procedures (China Law and Practice 2002).

10
QFIIs can also invest in listed convertible bonds, closed and open-end funds, and initial public offerings, additional share issues, and rights issues.

11
See Section II.A.2.a. for a discussion of the A share market.

12
As of April 2003, a number of foreign institutions have applied for approval to invest as a QFII including Morgan Stanley, Deutsche Bank, UBS Warburg, and
Goldman Sachs. The CSRC has approved three foreign banks to act as a custodian for QFIIs (Citibank, Hong Kong Shanghai Bank of China, and Standard
Chartered) and five domestic banks (Industrial and Commercial Bank of China[ICBC], Bank of China, Agricultural Bank of China [BOC], Bank of Commu-
nications, and China Construction Bank).

13
The CSRC issued new regulations in October 2002, followed by the issuance on 7 March 2003 of Interim Provisions on Mergers and Acquisitions of Domestic
Enterprises by Foreign Investors by the former Ministry of Foreign Trade and Economic Cooperation and other agencies.
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acquired from domestic enterprises, and create a new antimonopoly review process for foreign
investors (China Law and Practice 2003a).

%� �&'����������(�������$���)����*��

Private sector growth in the PRC has occurred despite the absence of clearly defined property
rights. As discussed above (Section II.A.1. Background), prior to economic transition, there was
no property rights system in the PRC. Consistent with the approach to market reform, transfor-
mation of property rights has been gradual—ambiguous property rights continue to be clarified
and defined (Section III.D.1. Legal Status of Private Sector).

Although property rights are generally viewed as the exclusive ownership over specific assets,
they can be divided into three components: (i) right to use specific assets (user rights), (ii) right to
receive revenue from specific assets (extractor rights), and (iii) right to transfer specific assets through
sale or gift (transfer rights). In the PRC, these components have been unbundled, separated, and
delinked. The Government continues to retain user rights and transfer rights over property that
has been sold. Public ownership prerogatives continue to exist and reside more often in provincial
and municipal bodies than at the national level. TVEs cover a wide range of cases with some
involving direct local government control, and others entailing leases to managers who enjoy
substantial autonomy or private ownership with formal protection by TVEs.

Conversion of many TVEs to individual shareholdings has become popular in numerous lo-
calities. The merger of SOEs, bankruptcies, shareholdings, and sales of SOEs have helped formal-
ize private property rights. Notwithstanding, formalization of property rights has not ended shared
authority over user rights and transfer rights. As part of the agreement to transfer such rights, local
governments often impose restrictions on the resale of assets or the firing of employees (Section
II.A.2.b. Restructuring of State-Owned Enterprises).

Until recently, the Government continued to own rights and regulate/administer state assets
leading to governance concerns, while control over such assets was fragmented. Although for some
years state assets were supervised centrally or at the local level under administrative guidance of the
National Administration Bureau for State Owned Property (NAB) or a variant of it at the provin-
cial level, the NAB was subsequently abolished. The Ministry of Finance (MOF) became the state
representative in SOEs, responsible for monitoring and evaluating SOE performance. The State
Economic and Trade Commission (SETC), under the overall direction of the State Council, exer-
cised macro management and direction over enterprises with state ownership and oversaw poli-
cies, guidelines, and restructuring programs for SOEs.

To address governance concerns and improve SOE performance, the State Asset Supervision
and Administration Commission (SASAC), a ministry level body under the State Council, was
recently created to administer state property, other than SOCBs (Section II.C. Institutional Frame-
work). SASAC is responsible for dividing definitely the shareholding structure of firms that are
either owned or co-owned by the Central Government and local governments and overseeing the
sale of SOEs to foreign and domestic investors (Beijing Review 2003a). As discussed above, SOE
reforms have stalled in recent years because the Government has not been able to clarify the
ownership composition of approximately 180,000 SOEs worth an estimated CNY6 trillion ($724.9
billion) (National People’s Congress 2003). Initially, SASAC will oversee state assets in enterprises
owned and controlled by the Central Government.

Provincial authorities will correspondingly establish SASACs. Under the authority of SASACs,
state asset management institutions will be organized to preserve and increase the value of state
assets. These institutions, which will not have any regulatory powers and will be legal appointees
under a contract based system, will be authorized and approved by SASACs, which will supervise
and administer these institutions instead of being directly involved in management and business.
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The Government’s commitment to the development of SMEs is reflected in a series of poli-
cies, action plans, and lawmaking initiatives.14  In May 1998, President Jiang Zemin commented
that the development of SMEs should be considered an important part of economic strategy.
Subsequently, in July 1998 an SME Department was established within SETC to strengthen the
coordination of SME development support. SETC also chaired the National Leading Group for
SME Promotion and Development. There are SME divisions at the provincial- and municipal-
level economic and trade commissions in 24 provinces that have been instrumental in improving
enabling conditions for the local business environment.

To directly address the constraints SMEs face in accessing financing, PBOC issued Guidelines on
Strengthening Credit Support to Efficient SMEs with Sound Credit Standing and Marketable Products.
The Guidelines require, among others, SOCBs to establish departments specifically responsible for
serving SMEs. Commercial banks are also preparing to launch “onlending” services, through which
they will offer long-term credit to regional banks for onlending to SMEs.

To improve SME access to finance, Guidelines on Establishing SME Guarantee Systems were
adopted in June 1999 to enable the establishment of pilot credit guarantee companies (CGCs) in
more than 70 cities (Box 2). Tax authorities exempt nonprofit credit guarantee and reguarantee
institutions for SMEs from paying business taxes for 3 years.  According to SETC, there are
currently 300 CGCs nationwide (except in Tibet), of which 220 were granted tax exemptions
based on the predetermined criteria.  Among the 220 CGCs, 38% were private companies.15

Approximately CNY10 billion ($1.21 billion) has been raised for guarantees that stand at 4–5
times leverage ratio.16   In addition, during the last 3 years, the Shanghai Municipal Government
successfully established a new credit reporting system targeted at SMEs through commercial banks
based on a prudential assessment of creditworthiness.

To support SME development and provide overall guidance, SETC set up the State Leading
Group on Supporting SMEs with high-level representatives from MOF, PBOC, the Ministry of
Science and Technology (MOST), State Administration of Industry and Commerce (SAIC), CSRC,
and policy banks and commercial banks.

In August 2000, the State Council issued “policy measures” propagated by SETC to encourage
and promote SME development. The Government identified 25 measures under eight broad
categories: (i) fostering structural adjustment; (ii) promoting technology modernization; (iii) ex-
panding support for fiscal policy; (iv) widening financing channels; (v) speeding up establishment
of a credit guarantee system; (vi) setting up social service support system; (vii) creating a fair
competition environment; and (viii) strengthening leadership and guidance. These policy mea-
sures are reflected in the new law on Promotion of Small- and Medium-Sized Enterprises (Promo-
tion Law) that was adopted in June 2002. The new law, which took effect in January 2003,
encompasses general principles supporting SMEs and specific services provided in the forms of
funding support, technology innovation, and expansion of marketing and service systems, and
should improve the enabling environment for SMEs. Under this law, a private enterprise or SOE
that meets numeric requirements in terms of assets and personnel will be defined as an SME and
entitled to tax exemptions or deductions depending on how many laid-off workers they hire. This
new law and Shanghai pilot credit reporting system were supported through ADB technical assis-
tance (TA). Another recently approved ADB TA will help develop policies and regulations in
establishing the SME Development Fund, an alternative financing mechanism proposed in the
new law (ADB 2000b and ADB 2002g).

14
The latest guidelines on enterprise size, as agreed upon by State Development Planning Committee (SDPC), the National Statistics Bureau, MOF, and SETC
define medium enterprises as enterprises with annual sales of CNY50 million and general assets of CNY50 million and small enterprises as enterprises with annual
sales of less than CNY50 million and general assets of less than CNY50 million.

15
SETC.

16
SETC.
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Notwithstanding these developments, due to a less transparent historical policy environment

in which many firms used to operate, as well as lack of information, many SMEs are not aware of
recent policies that will benefit them, or they simply have no time to understand the new policies.
There is thus a need for concerted efforts among government agencies and local governments to
create a mechanism to publicize information regarding policy changes that affect SMEs.

Box 2:

Credit Guarantee Schemes in the PRC

Credit guarantee schemes (CGSs) are promoted by the Government to help facilitate bank lending
to small and medium enterprises (SMEs) that lack assets or adequate financial records to obtain
bank loans independently. Business organizations, local governments, and individuals are encour-
aged to establish CGSs. Because banks should be able to lower their risk of lending to SMEs by
obtaining guarantees from the CGSs on all or part of their loans, the Government envisages a rising
supply of formal finance to SMEs.

CGSs vary in terms of their size, scope, and quality of their activities. A majority of CGSs funded by
the Government are not well structured; neither do they make decisions based on commercial con-
siderations. Some appear to be assuming the credit allocation function of banks. The current struc-
ture of CGSs thus presents potential hazards to the financial system as risks are transferred from
financial intermediaries to CGSs.

Few CGSs seem to be very active and large enough to have a meaningful effect on the volume of
bank lending.  Smaller CGSs have limited credibility with banks and need to use their own cash as
collateral to induce banks to lend. Larger and more credible CGSs typically offer to guarantee loans
up to CNY3 million  ($360,000). Some CGSs guarantee 100% of the value of loans. Guarantee fees
range from 1 to 1.5% of the guaranteed amount.

CGSs employ project analysis and approval processes that are similar to banks but tend to be more
flexible in analyzing investment projects because they seek additional credit information to support
their business decisions and may use a local investigative agency for supplementary information
about potential clients.

There is no central regulatory oversight of CGSs.  ADB, through technical assistance (TA) 3543,
provided recommendations on a legal and regulatory framework for CGSs, including the establish-
ment of a central reguarantee program. Under TA 3493, ADB provided recommendations to the
Shanghai Municipal Government to develop commercially funded CGSs in Shanghai.

Sources: ADB, 2000, 2001, 2002. ADB. 2002. Technical Assistance to the PRC for Private Sector Development. Manila;
ADB. 2001. Technical Assistance to the PRC for Development of Financing Policies and Mechanisms for SMEs.
Manila; and ADB. 2000. Technical Assistance to the PRC for Development of Small and Medium-Sized Enter-
prise Credit Support System. Manila.

-� 
�������.��������(���&���

Government policy toward FDI has changed significantly in the last 20 years and evolved
through several stages. In the initial stage from 1978 to 1985, foreign investors were restricted to
export–oriented operations. This stage saw the establishment of “export processing” zones largely
for Hong Kong, China businesses in Guangdong, the four original special economic zones (Shantou,
Shenzhen, Xiamen, and Zhuhai), and with the subsequent addition of Hainan, all of which
offered foreign investors preferential treatment such as tax incentives. The second phase,
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1986–1991, provided a clearer policy direction exemplified in the draft list of industrial sectors to
which FDI was encouraged, restricted, and prohibited. Foreign investors were also allowed to
manufacture and sell numerous goods domestically.

In 1990, a new economic zone was created in Pudong, Shanghai. The Government also intro-
duced legislation and regulations to encourage foreign investment into high-priority sectors (en-
ergy, communications, and transportation) and regions. Time restrictions on the establishment of
JVs were repealed, assurances against nationalization were provided, and foreigners were allowed
to become chairs of JV boards.

In 1991, the PRC became a member of APEC that provides for free trade and cooperation in
the region.  In 1992, the amount of FDI started to increase dramatically following Deng Xiaoping’s
announcement to further stimulate economic reforms by expanding the successful experiments
into other regions in addition to the coastal cities, and the PRC began to attract much more FDI
than other neighboring countries (Figure 1).

In the mid-1990s, the Government authorized the establishment of wholly foreign-owned
enterprises, now the preferred form of investment.  Previously foreign investors were required to
form JVs with PRC firms to enter the market (American Embassy in the PRC 2002). Foreign
banks were also authorized to open branches in Shanghai and foreign investors were allowed to
purchase special B shares of stock listed on the Shanghai and Shenzhen Stock Exchanges (collec-
tively Exchanges).17

From 1993 onward, major changes occurred in the nature of reform.  Laws were revised in
2000 to ease export performance and domestic content requirements.  The NPC endorsed the “go
west” policy in March 2001. This policy is a priority in the Tenth Five-Year Plan (2001–2005) and
is designed to address the substantial disparities in regional living standards that have emerged
during the course of 20 years of reform when the strategic focus was on attracting FDI in the
coastal region. Preferential measures to facilitate development in the western region include rais-
ing the Central Government’s budget allocation for large-scale projects in this region and giving
foreign-funded firms participating in the economic development of this region the same preferen-
tial policies as those located in the coastal economic zones.18

In April 2002, pursuant to the PRC’s accession to WTO, new guidelines were issued to open
more industries to foreign investment (Section II.A.6.c. WTO Accession). While ownership regula-
tions continue to require domestic investors to have a controlling stake in companies in certain
industries, these industries account for less than 6% of the total.  Foreign investors are currently
allowed to establish wholly owned subsidiaries in almost 90% of all industries.

/� 0�������'���,�1�����

a. Import and Export Rights

The pre-reform trade regime in the PRC was initially dominated by 10–16 foreign trade
companies (FTCs) that had a monopoly in the import and export of specific products. The num-
ber of FTCs was incrementally expanded with trading rights provided to branches of the FTCs
controlled by the Central Government, regions, and localities, resulting in thousands of firms. JVs
between domestic and foreign firms and firms located in the special economic zones were also
allowed to trade. Subsequently, large producing firms began to gain direct foreign trade rights
(Ianchovichina undated).

17
See earlier discussion (Restructuring of State-Owned Enterprises) on new regulations to permit foreign mergers and acquisitions of SOEs and privately owned
enterprises and discussion, infra, in Section II.A.2.a on B share market.

18
See Draft TA Report on Attracting FDI to Western China, March 2003, Monash International, prepared under Technical Assistance to the PRC for the Study of
Foreign Capital Utilization for the Western Region. Note that these measures do not yet appear to have had any significant impact on FDI based on the Government’s
current focus on infrastructure, poverty, and environmental protection projects.
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Since 2002, the Ministry of Foreign Trade and Economic Cooperation (MOFTEC) has lifted

controls over import and export rights.  However to obtain such rights, a firm is required to meet
certain conditions such as a minimum registered capital over CNY5 million (over CNY2 million
for high-technology companies) that was reduced to CNY3 million in 2003, and will be further
reduced to CNY1 million in 2004 (China Daily 2002o).

Since early 2002, 32,000 domestic enterprises have been granted import and export rights.
MOFTEC has also sent a draft proposal on granting FIEs full trading rights to the State Council
for approval. Upon approval, 50,000 FIEs will be able to import and export products without
being subject to state trading or designated trading (China Daily 2002o).

b. Barriers to Trade

During the 1990s, the PRC made substantial progress in reducing the number of nontariff
barriers to trade. The number of products subject to quotas and licenses was estimated to have
fallen from 1,247 tariff lines in 1992 to 261 in 1999.19  The amount of tariffs also significantly
decreased during this period. In addition, as part of WTO accession, the PRC further reduced
average import tariffs from 15.3% to 12% on more than 500 dutiable items and is committed to
reduce tariffs on more than 5,300 commodities to 11% in early 2003 (ADB 2003).

c. WTO Accession

The year 2001 marked the PRC’s entry to WTO. On 21 February 2002, the State Council
issued revised provisional regulations on guiding foreign investment (Order 346). On 12 March
2002, the Government approved new foreign investment guidelines to allow wider foreign invest-
ment opportunities. These guidelines became effective on 1 April 2002.20  The number of indus-
tries open to foreign investors increased from 186 to 262 and the number of industries where
restrictions apply was reduced to 75 from 112.

The new Catalogue for Sectoral Guidance of Foreign Investment expanded the number of sectors
where FDI is “encouraged,” and reduced the number of “restricted” and “prohibited” sectors.
Areas where FDI is encouraged include new agricultural technology and comprehensive agricul-
tural development, energy, transportation, new material industry, and energy-saving and environ-
ment-friendly technology and equipment. The new guidelines also encourage and permit invest-
ments by wholly foreign-owed enterprises in some new sectors, such as exploration of natural
resources, but only in the central and western regions.  Foreign-invested projects for encouraged
investment categories will be subject to less stringent legal and administrative requirements. Also,
the new guidelines reflect specific sectoral opening requirements set by the PRC’s WTO accession
protocol (Appendix 4). Under the guidelines, foreign investment in broadcasting, utilities, and
weapons production is still prohibited.

Entry into WTO requires the PRC to amend existing laws, regulations, and administrative
practices and adopt new laws and regulations to comply with WTO rules and obligations (Box 3).
The Government is committed to making necessary changes in laws and regulations that include
codifying existing administrative practices into written laws and regulations to increase predictability
and transparency. Intense efforts are being made to revise laws and regulations on trade, technology
transfer, investments, banking, insurance, securities, taxation, customs, intellectual property, telecom-
munications, health, professional services, and other subjects to bring them into compliance with the
WTO regime. As of September 2002, at least 2,300 government regulations have been reviewed and
either amended or repealed by more than 30 government agencies (China Law and Practice 2003e and
ADB 2001h). The Government’s announcement that if there is a conflict between domestic laws and

19
Elena Ianchovichina citing personal communication with Nicholas Lardy.

20
The full Chinese text of the official new catalogue is accessible at State Development Reform Commission’s (SDRC) web site, http://www.sdpc.gov.cn. Please see
Appendix 4 for an unofficial translation.
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WTO obligations, the latter will rule, is an indication of the Government’s commitment to adapt to
the WTO rules-based regime. However, notwithstanding the PRC’s WTO accession, most of the
preferential policies for foreign-funded companies continue to remain in effect.

Box 3:

Highlights of the PRC’s WTO Commitments

The PRC’s WTO commitments accession are many and complex, covering such areas as tariffs,
quotas, export subsidies, agricultural trade, telecommunications, banking, insurance, and other sec-
tors and issues. The following is a summary of the more important commitments.

Tariffs, Export Subsidies, and Quotas

• The PRC will cut its average import tariff for agricultural products from 13% to 14% by 2004
based on a tariff-cum-quota system with import quotas increasing over time.

• The average tariff on industrial products will be cut from 18.5% to 9.4% by 2005, with tariffs on
automobile imports cut from the current 80–100% range to 25%, tariffs on information tech-
nology products such as computers, semiconductors, and Internet-related equipment reduced
from an average of 13.3% to zero, and tariffs on products such as wood, paper, chemicals, and
medical equipment reduced to 7% by 2003.

• The PRC will eliminate export subsidies, quotas, and quantitative restrictions on imports within
5 years of joining WTO.

Telecommunications

• The PRC will phase out all geographic restrictions on paging and value-added services within 2
years of joining WTO, on mobile/cellular services in 5 years, and domestic wire line services
within 6 years.

• The PRC will allow 49% investment by foreign telecom service providers from the date of acces-
sion to WTO, 50% foreign ownership for value-added services within 2 years of joining, and
50% foreign ownership for paging services within 3 years.

Banking

• The PRC will allow full market access to foreign banks within 5 years of joining WTO.

• Foreign banks will be allowed to conduct local currency business with PRC enterprises 2 years
after WTO accession, and will be allowed to conduct local currency business with individuals
after 5 years.

• Foreign banks will have the same rights (national treatment) as PRC banks.

• The current geographic restrictions on foreign bank operations will be removed within 5 years of
joining the WTO.

(continued next page)

d. New Ministry of Commerce

At the 10th NPC, a decision was made to establish a Ministry of Commerce (MOC) by incor-
porating the domestic and foreign trade administrations of MOFTEC and SETC. The role of the
MOC includes regulation and administration of foreign and domestic trade (equal treatment,
level playing field), formulation of reform programs for the retail and distribution sectors, and
formulation of foreign investment policies.
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e. Government Procurement

The Government, with ADB assistance, recently adopted new laws and regulations to expand
opportunities for investors and promote competition in the PRC government procurement mar-
ket.21  This rapidly growing market was expected to have reached $12 billion in 2002. Multina-
tional procurement groups have begun paying closer attention to this market and moving their
sourcing to the mainland (Business Alert China 2002).

21
Pursuant to ADB’s Technical Assistance to the PRC for Formulation of the Government Procurement Law, ADB helped the Government draft and adopt a unified,
comprehensive national framework for government procurement.  In ADB’s Technical Assistance to the PRC for Implemetation of Tendering and Bidding Law and
Related Regulations, ADB helped the Government prepare implementing regulations under this law; develop and implement a campaign to disseminate the new
requirements to the national, provincial, and local governments; establish an independent oversight agency; and train personnel to implement and administer the
regulations.

Insurance

• The PRC will permit foreign property and casualty firms to insure large-scale risks nationwide
immediately upon accession, and will eliminate all geographic limitations for future licenses over
5 years, allowing access to key cities of priority US interest in 2–3 years.

• The PRC will expand the scope of activities for foreign insurers to include group health and
pension lines of insurance, which represent about 85% of total premiums, phased in over 5 years
after joining WTO.

• The PRC will allow 50% foreign ownership and remove JV requirements on foreign life insurers,
and phase out internal branching restrictions.

• For nonlife insurance, the PRC will allow 51% foreign ownership upon WTO accession.

• The PRC will award licenses for insurance business based solely on prudential criteria, with no
economic needs test or quantitative limits on the number of licenses issued.

Other Commitments

• The PRC has provided a broad range of commitments to open up the country’s professional
services, including legal, accountancy, taxation, management consultancy, architecture, engineer-
ing, urban planning, medical and dental, and computer-related services.

• The PRC will allow unrestricted access to the market for hotel operations with the provision to
set up 100% foreign-owned hotels within 3 years of joining WTO, with majority ownership
allowed upon accession.

• The PRC will allow trading rights (the right to import and export) and distribution rights
for foreign firms, in areas such as wholesale and retail trade, after-sale service, repair, and
maintenance.

• The PRC will allow imports of motion pictures and 49% foreign ownership in JVs involved in
distributing motion pictures.

• The PRC will ensure that SOEs will make purchases and sales based solely on commercial consid-
erations, such as price, quality, availability, and marketability; and provide foreign firms with the
opportunity to compete for sales and purchases on nondiscriminatory terms and conditions.

• The PRC will allow foreign nonbanking firms to provide auto financing.

• The PRC has agreed to US safeguards remaining in place for another 12 years after WTO acces-
sion to prevent a sudden surge in imports damaging US producers. It also agreed to let the US
maintain its current method of evaluating whether the PRC’s goods were being dumped on the
US market for 15 years.

Box 3:  (continued)
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The PRC began its first trial of government procurement in 1996, which developed quickly.
In 2001, regional agents or centers of government procurement for goods, construction, and
services emerged throughout the PRC, with total procurement volume reaching CNY65.3 billion
($7.9 billion), more than doubling the previous year (People’s Daily 2002a). To promote transpar-
ency and provide national standards and practices for the purchase of goods, construction works
and services by government and quasi-government entities, the Government Procurement Law
(GPL) was adopted on 29 June 2002 and became effective on 1 January 2003.22  Bidding for such
contracts is subject to the 1999 Bidding Law (ADB 2000c).

Although adopting the GPL will provide opportunities for the private sector, further refine-
ment is needed to ensure that SMEs and foreign suppliers will be able to participate. For example,
under the GPL, priority is given to purchases of local goods, construction works and services, and
every supplier, even where a consortium is entered into, is required to meet specific requirements
to participate in government procurement bidding, including the professional and technical com-
petence to perform government procurement contracts and a good record in paying local tax and
social security contributions.

2� ��'��

a. Mobility

Government policies regarding labor mobility (the hukou registration system) have been modi-
fied to reflect migration of a large number of rural workers to urban areas (Wing Cham and Li
Zhang 1999). However, the system remains essentially unchanged and continues to impede the
mobility of skilled labor and management.

The hukou registration system, which was formalized as a permanent system in 1958 to pre-
vent wide scale urban migration, divides the PRC into rural and urban areas. The designation of a
person’s hukou registration place and status is inherited from his mother. Each citizen is required
to register the place of regular residence in an urban center or rural settlement. Registration de-
fines a person’s rights for social and economic activities in a particular location.

Job eligibility may be limited to local hukou holders. Change of hukou registration and status
requires government approval, which is not easily granted in the case of rural-urban migration.
One needs to apply for both a permit to move and a migration certificate issued by the police in
the places of designation and origin. The hukou registration authority will check up on the situa-
tion, the number of people moving, the reasons for the move, the time of the moving, their origin
or destination, etc. (Wing Cham and Li Zhang 1999). The change in status is also subject to policy
and quota controls. Persons who are recruited by the State or admitted by high education institutes
are automatically entitled to migrate if such recruitment or admission requires migration.

Although the decision on whether to grant approval generally rests with the Ministry of Public
Security (MPS), various government departments also have such prerogative. While hukou regu-
lations state the procedures for migration, they do not specify the qualifications for migration.
Different types of migration require different qualifications and documents that are decided by
various government departments.

Formal migration from rural to urban areas is strictly controlled but flows in the opposite
direction are allowed. Urban residents are allowed to move between cities but migration from
small to big cities such as Shanghai and Beijing are more strictly controlled.

A series of measures was introduced in 1985 by MPS to address challenges raised by current
increases in mobility.  A system for administration of temporary residences (more than 3 months
but less than 1 year subject to renewal) was organized for persons with short-term stays and with-
out local regular hukou.

22
Procurement by the military and SOEs is excluded.
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A new “blue-stamp” urban hukou was launched in 1992. This hukou permit is open to a wider

population and includes more cities and towns, including large cities and special economic zones.
Eligibility is primarily based on the assessed contributions to the urban economy. Eligible people
include relatives of overseas PRC nationals; Hong Kong, China; or Macau, China investors, man-
agement, and technical staff who are employed by investors; relatives of overseas PRC nationals,
Hong Kong, China; Macao, China; and Taipei,China compatriots who, with permission, pur-
chase or build urban housing with foreign currency; persons who, with permission, purchase
urban housing at market prices or build urban housing with their own capital; professionals and
technical staff who work in developing areas; and other persons who make significant contribu-
tions to the urban economy. The new system helps legalize a part of the de facto urban population
without committing central financial obligation and is administered by local governments who
are given the flexibility to address their own needs.  Applicants, in addition to having the means to
live in urban areas where they intend to move, are required to pay fees for urban infrastructural
construction.  Blue stamp urban hukou holders are required to resume their original hukou status
when moving out of the registered urban areas and are not considered as having gone through the
process of changing their registration in the eyes of the Central Government.

In 1997, the State Council approved a policy document by MPS allowing 450 pilot towns and
cities to grant urban hukou status for qualified rural hukou holders. Provincial governments are
allowed to select some small cities and towns with a higher level of economic and infrastructural
development with financial success for a 2-year experiment. Rural hukou holders who have stable
nonagricultural jobs or stable living support and regular accommodations in selected towns and
cities may apply for regular urban hukou after residing there for more than 2 years, but if approved
will need to give up their use and right of land in the countryside.  Successful applicants will then
have the same right as those regular urban residents in respect to education, employment, subsi-
dized foodstuffs, and social security and welfare benefits in the specified town or city. In contrast
to blue stamp urban hukou, qualified applicants to this scheme do not have to pay a fee to the
local government. Since regular urban residents still receive state subsidized welfare, the number
of urban hukou holders under this program is subject to quota control that is set by planning
departments in cooperation with related bureaucracies. This program increases the fiscal burden
on local governments and directly competes with the blue stamp urban hukou program, which
has resulted in income for local governments.

b. Unemployment

The concept of unemployment was unknown in the PRC until 1994 when SOEs began to lay
off workers. As of 2001, the PRC had 20.8% of the world’s population and 25.6% of the world’s
workforce (approximately 763 million people) (World Bank 2003). Although the size of this
workforce gives the PRC a competitive advantage in providing cheap labor force, the increasing
number of unemployed former SOE and TVE workers, number of rural surplus workers, the
projected number of new entrants into the labor force, and problems in adequately funding social
security, place increased pressures on the Government for a comprehensive solution.

It is difficult to gauge the number of unemployed workers in the PRC with any degree of
accuracy. Unemployment statistics in the PRC only measure urban employment and do not take
into account surplus rural workers who are limited by the hukou registration system from migrat-
ing into urban areas. Estimates of urban unemployment range between 8 and 9% (Jianjung 2002).
The unemployment rate is much higher in the industrial rust belts in the North (Forney 2002),
averaging at least 20%. Women have suffered disproportionately. Between 1995 and 2000, the
number of urban female employees declined by more than 25% (Beijing Review 2003b). In addi-
tion, there appears to be at least 150 million surplus and idle workers in rural areas.

Unemployment has continued to rise notwithstanding steady GDP growth. During 1996–
2000, with every percentage point of economic growth, the number of unemployed persons in
urban areas grew by 520,000 (Asia Times 2002). Based on different economic assumptions (all
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23
In Beijing, Shanghai, Shenzhen, and other business centers, registration records for buildings and land are maintained together.

based on continued economic growth), in the next decade the PRC needs to generate between 90
and 300 million new jobs to redeploy people from agriculture, SOEs, TVEs, and for new labor
market entrants (Section I.B.1.d. Employment).

Helping the increasing number of laid-off workers and unemployed people find jobs is a
crucial and pressing task facing the Government (China Daily 2002c, People’s Daily 2002b),
which, instead of direct intervention, has increasingly focused on the adoption of policies that
support the hiring of laid-off workers; increased employment opportunities through promotion of
SMEs, PSD and investment; development of labor-intensive industries; encouragement of train-
ing programs to retrain laid-off workers; and job aid for the unemployed with special difficulties.
The Government’s role has increasingly focused on the need to readjust its employment policy if
the economy loses pace and unemployment mounts.

3� �����4��

All land in the PRC is owned by the State or a unit of the local government.  In rural areas,
most land is collectively owned and the rights belong to a local government unit. However,
relevant laws do not clarify which unit of local government is the legal owner.

In 1988, the PRC amended its Constitution and Land Administration Law to permit the
transfer of “land use rights” to private persons and entities. There are two types of land use rights
under the law: allocated rights and granted rights. Allocated rights are indefinite usage rights subject
to expropriation with limitations on leasing, mortgage, and other terms of transfer. Granted rights
allow land to be used for a fixed period that may be extended with government approval. Granted
rights may be leased, mortgaged, and transferred.

The State Land Administration has adopted rules to provide for a uniform system of register-
ing interests in land. Land use rights on state-owned land and agricultural collective owned land
are required to be registered. Other real estate interests, such as mortgages and leaseholds on land
use rights, and building ownership, must also be registered. However, determining the rights to
land may be difficult. In general, there are multiple registry offices with uncoordinated records,23

land registry records are often incomplete, and rules do not indicate where or how required notice
should be published. Although land registry offices in major cities appear to be efficient, outside
these cities, land registry offices may not have opened, or be consistently staffed or sufficiently
equipped. It may also be difficult to obtain access to registration records.

The registry office prepares both a registration card that is maintained in the registry office and
a registration certificate that is given to the transferee. The card, not the certificate, constitutes the
official registration and legal basis of the title. In addition, the PRC does not have a universal
survey system. Property descriptions often use monuments such as local roads, buildings or other
features as beginning points for descriptions of land. When land descriptions are inadequate,
interest in the same land may be registered under different land descriptions (Palomar 2002).

5� ��������'���,�1�����

Prices have been liberalized throughout the economy except for energy and other utility prices.
Currently, more than 90% of retail prices are determined by the market and competition in pro-
ducer and consumer products in the PRC is intense (Organisation for Economic Co-operation
and Development [OECD] 2002).
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Although the PRC Government controls foreign exchange capital account transactions, poli-
cies regarding current account transactions have been liberalized over the last 20 years as foreign
exchange reserves have increased. The State Administration of Foreign Exchange (SAFE), under
the authority of PBOC, oversees foreign exchange controls. Under existing regulations, unless
otherwise approved by SAFE or exempted under relevant regulations, domestic enterprises operat-
ing in the PRC are required to price their goods and services in the PRC in yuan.  Foreign ex-
change received by such enterprise in current account transactions, except for amounts approved
by SAFE, are required to be sold to authorized foreign exchange banks in the PRC. Domestic
enterprises may, subject to applicable regulations, purchase foreign currency from authorized for-
eign exchange banks only after they provide documents evidencing a current account payment
obligation.

Foreign exchange received by a domestic enterprise in a capital account transaction from a
foreign bank is required to be deposited in foreign exchange with an authorized foreign exchange
bank in the PRC and may be converted to yuan only with the approval of SAFE. To satisfy foreign
currency requirements for settling of capital account transactions, domestic enterprises are re-
quired to obtain the approval of SAFE before purchasing foreign currency from authorized foreign
exchange banks.

Since 1994, FIEs have enjoyed liberal access to foreign exchange (American Embassy in the
PRC 2002). Subsequent growth in foreign exchange reserves, which exceeded $475 billion as of
the end of the first quarter of 2001, led to the SAFE decision to relax foreign exchange controls on
both capital account and current account items (American Embassy in the PRC 2002).

FIEs are required to maintain a foreign exchange account for current account transactions
pursuant to SAFE requirements. These requirements include SAFE permission to open the ac-
count, limitations on the amount of foreign exchange that can be held, and conversion of any
excess foreign exchange into local currency.

The process for converting capital funds held in foreign currency by FIEs was simplified by the
SAFE Circular on Reforming the Regulation of the Settlement of Foreign Invested Capital Funds
that came into effect on 1 July 2002. This circular represents a policy shift in foreign exchange
control from direct control by SAFE of FIEs to indirect control through authorized foreign ex-
change banks. Prior to this circular, foreign exchange laws required an FIE to first obtain SAFE
approval to convert capital funds brought into the PRC from foreign currency into local currency,
which took time. Under this circular, SAFE approval is no longer required if the FIE converts
funds in a capital funds account opened with an authorized foreign bank.

����4�
��
����

The transition from a command economy to a market–oriented economy makes legal rules
matter. Direct government control over economic decisions is replaced by the rule of law that is
necessary to protect private property and contract rights (World Bank 1997, IFC 2000b).

The rule of law is generally defined as (i) general, abstract rules that are prospective, never
retrospective, in their effect; (ii) rules that are known and certain; (iii) rules that are equal in that
they do not discriminate based on irrelevant distinctions; and (iv) a separation between regulators
and the regulated (IFC 2000b). The rule of law in the business environment is expected to guar-
antee transparency, predictability, and consistency.

The PRC demonstrated its commitment to the rule of law by including the principle of “gov-
erning the country according to law” in the 1982 Constitution.  Article 5 states that “all state
organs, the armed forces, all political parties and public organizations, and all enterprises and
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institutions must abide by the Constitution and the law.  All acts in violation of the law must be
investigated.” The Constitution also states that “no organization or individual is privileged to be
beyond the Constitution or the law.” These provisions are clear and self-explanatory (ADB 2002c).

In 1997, the 15th Communist Party Congress explicitly cited the rule of law as a guiding
principle in an official document and proposed to create a comprehensive framework with Chi-
nese Characteristics by 2010 (Zhenmin 2002). The 1999 Constitutional Amendment upgraded
the status of the private sector from a “supplement” to public ownership to an important compo-
nent of the socialist market economy and guaranteed legal protection of private property rights.

Although the PRC’s legal system is a mix of common law and the continental legal system
(German civil law system model) with less emphasis on legal precedent, it differs fundamentally
from western law in many reports. For example, in practice, it lacks an independent judiciary.

Prior to economic reforms, economic laws were scarce. Since 1979, the volume of legislation
and regulation has grown rapidly. Commercial laws began to develop in the 1980s and accelerated
in the 1990s. From 1979 to mid-2000, the Central Government promulgated 311 new pieces of
legislation, 700 sets of regulations, and over 4,000 administrative rules. In 2001, NPC and its
Standing Committee passed 23 major laws. From 1980 to mid-1999, provincial governments
approved 7,448 local laws and regulations, many of which affect the private sector (ADB 2002c).

Laws and regulations promulgated by NPC override local provincial laws. While NPC can
issue overriding legislation, often such legislation is in the form of general principles and guide-
lines that permit broad interpretation. Implementing regulations by government agencies and
local government officials clarify these laws but are often inconsistent. In addition, these regula-
tions often include inconsistent interpretations (ADB 2002c).

The PRC’s entry to WTO has accelerated the process of adapting the country’s legal system.
As a result of the PRC’s entry to WTO, approximately 2,200 laws and regulations need to be
modified or repealed (Section II.A.6.c. WTO Accession).

�� �8!0�040��8���
���
����

The institutional framework for a modern enterprise economy in the PRC is not fully in place.
As discussed above, property rights are difficult to establish and corporate governance reforms are
difficult to implement based upon state control of most listed companies and market institutions
(Section IV.A.2.a. Capital Markets). A majority of SOEs and local governments do not have the
skills needed to restructure business, implement new governance structures, manage the transfer
of social benefits, or reschedule debts, making it difficult to effectively implement the policy
environment for SOE reform. Although the Government appears committed to separating own-
ership from operational control, key managers continue to be appointed by government officials.

The economy is managed by the central and provincial governments and new regulatory agen-
cies. Executive power is centralized in the State Council, which governs and regulates almost all
economic activities and administrative issues in the PRC. The 10th NPC held in March 2003,
which included 65 private sector representatives, approved the restructuring of the government to,
among others, reflect the increasingly important role of the private sector in the economy. New
ministry-level agencies under the State Council were formed. The State Development Planning
Commission (SDPC) was reorganized as the new State Development and Reform Commission
and is expected to improve macroeconomic control. A new MOC was created to promote the
reform of domestic and foreign trade and commerce and exercise the powers of SETC and
MOFTEC, both of which were abolished. A new SASAC was established to take over the daily
management of SOEs (Section II.A.3. Ambiguous Private Property Rights). The China Banking
Regulatory Commission (CBRC) was also established to take over the banking regulatory role
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from PBOC, which will now be primarily responsible for monetary policy.24  MOF continues to
have primary responsibility for developing and implementing policy in areas including banking,
social security (e.g., pension funds), and the government debt market. It is also responsible for
development of national accounting standards and acts as the issuing agent for treasury bills and
government bonds.

As per the reorganization, key economic sectors are now regulated by the following bodies:

(i) Banking and Finance: PBOC, CBRC, MOF;

(ii) Insurance: China Insurance Regulatory Commission (CIRC);

(iii) Securities Markets: CSRC;

(iv) Competition and Consumer Protection: Various bodies enforce commercial laws relat-
ing to competition and consumer protection, including SAIC; and

(v) Public Utilities: the newly established State Electricity Regulatory Commission (SERC)
is responsible for supervising electric power while the Ministry of Construction super-
vises the management of water and sewerage.25

Regulatory bodies may not be fully funded from the national budget and may exist at the
central level and/or at the local level. Central-level bodies are more responsible for policy making
while local-level bodies are more responsible for enforcement.  Local-level bodies may be part of
local government and responsible to local officials who may control funding and personnel. Re-
cently, public pressure placed a draft Law on Supervision of Administrative and Judicial Bodies
high on the NPC’s agenda. This draft law provides additional powers to People’s Congress mem-
bers at the national and local levels to supervise the functions of administrative and judicial gov-
ernment bodies (China Daily 2002f ).

Since the late 1980s, the Government has corporatized some government departments that
sell goods in market (e.g., the Ministry of Petroleum became the National Petroleum Corporation
in 1988, the Ministry of Electric Power became the State Power Corporation in 1997).

Public sector employees number about 125 million (World Bank 2002b).  Approximately 88
million public sector employee work in SOEs and 37 million are employed directly or indirectly in
the government. Civil servants are recruited competitively and selection is based on examinations.
Relevant regulations require them to be promoted on the basis of their ability and political integ-
rity and rewarded according to performance. Civil servants are supposed to be compensated in
line with remuneration received by SOE managers with the same level of responsibility.  Notwith-
standing, the gap between the compensation for civil servants and those in the private sector is
substantial, especially in developed areas.

Reforms in the civil service have resulted in a dramatic increase in the education levels of
leading PRC officials, although less than half of the civil service has graduated from university.
Better-educated and younger officers have improved bureaucratic capacity (ADB 2002c). For
example, younger and more qualified officials now staff key regulatory agencies such as the CSRC
where, in 2001, 86% of employees had university or postgraduate degrees.

24
The restructuring of the Government is ongoing and the role of new government agencies is still being clarified and discussed. Thus, this private sector assessment
(PSA) continues to refer to the names of government agencies that have been abolished with respect to the adoption of key policies and regulations that impact
private sector development.

25
See footnote 85 regarding the establishment of SERC.
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Government policy does not encourage the development of nongovernment organizations
(NGOs) (ADB 2002c, Far Eastern Economic Review 2002b). Indigenous NGOs are required to
have a government department as their sponsor.  In practice, most NGOs find few government
departments willing to accept such a responsibility. The Government bars the registration of more
than one NGO in a particular field in each region.  NGOs are not allowed to set up regional
branches and unless permission is granted, they cannot operate outside of the district where they
are registered.  Foreign NGOs are not allowed to register.
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�"Box 4:

The All China Federation of Industry and Commerce

The All China Federation of Industry and Commerce (ACFIC) was founded in 1953 as a quasi–
NGO and primarily serves as a bridge from the Party and the Government to industrial and com-
mercial enterprises in the PRC, although it also provides other services to promote its members’
economic interests.  ACFIC is empowered to nominate members to the Chinese People’s Political
Consultative Conference (CPPCC) and National People’s Congress (NPC), propose bills to NPC to
promote the interest of its members, and liaise with government officials on politics and regulations
affecting non-public business development. ACFIC recommends 60 delegates annually to NPC and
65 to CPPCC (every 5 years when they change terms) from its membership. Because of its partici-
pation in national legislative bodies, some senior officials of ACFIC may view it as a lawmaking
body rather than a lobby for its membership. Some private entrepreneurs join a local chapter of
ACFIC so that they can be nominated to the CPPCC and NPC.

ACFIC is empowered to (i) organize economic events such as trade fairs, exhibitions, technology
exchanges, and other networking events; (ii) promote foreign economic and technological coopera-
tion and trade, and support linkages between the PRC and foreign companies; and (iii) disseminate
information on government policies, markets, new technology, and many other things.

Recently, ACFIC played a role in establishing the first nonstate-owned bank in the PRC, Minsheng
Bank, as an advisor to the Government. The Chairperson of ACFIC is on Board of Minsheng Bank.
ACFIC, through its chapters, conducts an annual survey of large enterprises, which reports on
enterprise structure, operations, employment, and sales.  It has also been involved in advising the
Government on credit guarantee schemes (CGSs) to promote lending to small and medium enter-
prises (SMEs).  However, in general, the Government directs ACFIC in what services it should
provide.

As of 30 September 2001, ACFIC had 1.57 million members, of which 233,499 (13%) were private
firms, although firms under various forms of nonstate ownership comprise 83% of membership. All
sectors are represented. Most members are SMEs and individually owned enterprises (geti hu). ACFIC
has 3,059 local chapters at the country level and above, of which 358 local chapters are located in
major cities throughout the PRC, covering 95% of the nation’s administrative regions.  There are
18,581 chapters at the town and community levels, 461 of which were founded in 2001, and all of
which are fee-based. The relationship of chambers at various levels is informal. There is no financial
and/or administrative link between different chamber levels. Each chamber is independent and
supported by its respective local government, which provides it with budgetary support.  There is
considerable variation in the organizational structure, size, and activities of different chambers de-
pending on the local conditions and attitudes of local governments. The range of services provided
by individual chapters varies considerably based on the regional situation, membership needs, and
local government guidance. For example, chapters in the South seem greatly influenced by the ex-
ample of the Hong Kong, China Chamber of Commerce, which operates more like the business-
focused chambers of developed countries. ACFIC also has loose links with other organizations that
have responsibilities for private enterprises or exist to provide services to them.

ACFIC employs 166 staff members, of which half occupy management positions. Staff are well
educated and experienced. The entire ACFIC system employs more than 100,000 persons. ACFIC’s
revenues are comprised of an annual government appropriation and the fees collected for organizing
events for members. Funding estimates for the vast ACFIC system may be more than CNY1 billion
annually. ADB recently provided technical assistance to ACFIC to, among others, help it reassess its
role in the transitional market economy and develop a future strategy focusing more on member
services and less on its traditional political function.

Source: ADB. 2000. Technical Assistance to the PRC for Private Sector Development. Manila.
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As the fastest growing economy in the world with a largely untapped domestic market, high
savings rate, and low labor costs, the PRC continues to attract both domestic and foreign invest-
ments despite numerous impediments including (i) policy bias and restrictions on market entry
and exit; (ii) problems in the legal environment, including weak implementation of the rule of
law; (iii) lack of financing options; (iv) infrastructure constraints; (v) human resource constraints;
(vi) shortcomings of private sector enterprises; and (vii) poor access to reliable information and
professional services. To help ensure that the private sector continues to grow, these constraints
need to be addressed. Ways need to be found to create a better enabling environment while strength-
ening pro–poor market development.

	��	
�������
��������
����

This private sector assessment (PSA) draws upon an ADB TA for developing the private sector,
which included a survey of 723 domestic private enterprises and related interviews with 82 chief
executive officers (ADB 2000a), and an independent business climate survey with 108 foreign
investors through foreign chambers of commerce in the PRC (Appendix 5). Foreign firms sur-
veyed were from Australia; Canada; Hong Kong, China; Italy; Japan; Republic of Korea; United
Kingdom (UK); and US. These surveys were intended to complement a related survey conducted
under a previous ADB TA project (ADB 2000b).

The PSA also drew on private sector surveys that both domestic and international organiza-
tions recently conducted.  For domestic private enterprises, reference was made to a survey
conducted by IFC on emerging private enterprises in 1999–2000 (IFC 2000) and an SME
survey conducted by the Development Research Center of the China State Council (DRC) and
Japan Bank for International Cooperation (JBIC) in 1999–200126 (Appendix 6). Previous sur-
vey reports by the American Chamber of Commerce (American Chamber of Commerce, PRC
2001b), the European Union (EU) Chamber of Commerce (EU 2002), the Swiss Chamber of
Commerce, and the JBIC (JBIC 2001) were also used (Appendix 7).27

26
As the sample of this survey includes not only private SMEs, but also those in the SOE sector, collectives, and TVEs, the overall results require careful assessment.
However, the study provides a valuable comparative analysis between SMEs in the state sector and those in the nonstate sector.

27
Also reviewed was a summary of results from the Fifth National Sample Survey on Private Enteprises conducted by the China Private Enteprise Study Group and
the China Federation on the Private Economy (Beijing Review 2003c).
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Views on the business climate vary. Government officials tend to rank the major impediments
to PSD in the order of most to least important as ideological barriers, the legal and policy environ-
ment, the market environment, and shortcomings of the private sector itself (Liaowan News Weekly
1999).

Private businessmen tend to focus on more practical aspects. While domestic enterprises at-
tribute their constraints to both internal and external factors, foreign companies cite only external
factors. Critical operating challenges faced by domestic private enterprises are similar to those
faced in other transitional economies and include (i) limited access to finance due in part to weak
corporate governance and financial status, (ii) lack of professional management skills and/or mana-
gerial capacity, (iii) lack of marketing skills and/or strategies, and (iv) lack of access to information.

Top operating challenges cited by foreign companies reflect issues related to the Government
and regulatory authorities including (i) lack of transparency, particularly concerning laws and
regulations, and their weak and inconsistent enforcement; (ii) bureaucracy; and (iii) business and
market scope restrictions. These surveys suggest that often-repeated complaints by foreign inves-
tors concerning the lack of a level playing field are still valid, although many expect that the PRC’s
entry into WTO will improve the situation.

Both domestic and foreign private businessmen report problems in the current market envi-
ronment (Box 5). According to ADB surveys, domestic firms reported that they were affected by
unfair competition (42% of sample firms) and fake products (19%), followed by taxation (11%),
local protectionism (10%), and overregulation (9%). Foreign firms reported that the current mar-
ket is characterized by overregulation (22%), unfair market competition (20%), local protection-
ism (17%), taxation (14%), intellectual property infringements (9%), and fake products (7%).

The PRC’s market potential, particularly post–WTO implementation, is cited as the top rea-
son for foreign investors’ operations in the PRC (33%), followed by the PRC as a high priority
emerging economy in their global strategy (27%), the need to make preemptive investments to
have a foothold in a potential market (18%), and the need to service multinational clients operat-
ing in the PRC (11%). Foreign firms are generally optimistic about the long-term prospects of
their PRC operations. About 87% of the sampled foreign firms responded that they will expand
their operations in the PRC, of which 22% plan to expand rapidly, rather than gradually. By
contrast, domestic enterprises have more mixed views on both the external business environment
and prospects for their operations.
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��Box 5:

Voices of Domestic Entrepreneurs and Foreign Investors

A. Domestic Investors

“Bank loans are like umbrellas made of paper that can be used only on sunny days and are useless on
rainy days.”

“The PRC is a land where who you know determines a company’s success as much as Western
concepts of efficiency.”

“Our most profitable province is XYZ; the company set up extremely good relationships with cen-
tral and provincial level officials who provided it with generous pricing policies and market entry.”

“If you don’t get a sponsor in the local government, you are easy meat for any petty bureaucrat from
the hygiene department, the traffic department, the tax department or any other department you
care to name.  And you get sponsors by making sure you entertain the right people and then making
sure they have good time.”

“Not only could we not borrow from a bank, but we could not even open a bank account. We had
a very tough time convincing the authorities we were a respectable firm.  In fact, it was only when I
called a relative in the local government that we were finally given the green light.”

“Various fees were overcharged. An enterprise opens a hotel, but even the meteorological bureau will
charge CNY1,000 per year for its annual examination of lightning arrester.”

“Bank loans are out of the question. We have no credit history and cannot satisfy their profitability
and other requirements. Also, prospects for a company of our size to be listed in capital markets are
dim, which is a major problem now. It costs at least $1 million for procedures. Corruption in the
approval process is a big problem.”

B. Foreign Investors

“Rule of law is lacking—this translates into a high business risk for us.”

“There is inconsistency of production, quality, and environmental protection regulations imple-
mented between local and multinational foreign invested companies.”

“Frequent and sudden changes in the legal and regulatory framework remain business constraints.
No transparent regulations were applied.”

 “Receivables are a big problem for any company.  Most clients do not pay on time, some never do.”

“Besides accounting skills, PRC managers at all levels need the ‘soft skills’ required to lead staff to
achieve profit and quality goals.”

“Import/export regulations are not business-friendly.  We faced a lot of problems in importing
foreign raw material.”

“There are ‘cultural barriers’ in doing business in the PRC. Business people here seem to lack under-
standing of corporate governance and the strategic and efficient use of capital proceeds.”

Sources: ADB. 2000. Technical  Assistance to the  PRC for Private Sector Development. Manila;  CEO Interviews;
Finance Asia; ADB PSA Team Interviews; AmCham-China White Paper; JBIC FY2001 Survey; and Swiss Cham-
ber of Commerce Survey.
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28
Private companies are still barred from a major role in key sectors including automobiles, retail, insurance, telecommunications, oil and gas, and logistics
(American Chamber of Commerce 2002). See also Appendix 4.


����������������������
��	�������������������������

Although the private sector is now legally positioned as an integral part of the economy under
the 1999 amended Constitution, there is growing emphasis on market orientation in  allocating
resources, and the policy environment is expected to improve further due to the PRC’s WTO
commitments, 28  a policy bias and discrimination against the private sector still exists. SOE-biased
mentality among government officials, particularly local governments, seems to prevail. Based in
part on fiscal decentralization, protectionism and over-regulation imposed by local governments
can only be overcome with stronger directives from the central government to promote integra-
tion of provincial markets.

According to the ADB business climate survey, 79% of sampled foreign firms responded that
they face market restrictions in one form or another due mainly to government permit or policy
(34% and 32%, respectively) and regional protection (16%).

Bias against the private sector in market entry takes several forms, including hurdles in licensing
and registering of businesses, restrictions on direct access to foreign trade, application of listing require-
ments, biased taxation policy and arbitrary application, and other anticompetitive practices.

�� �������� �!�"��� ��#$!#�%�

The private sector believes that current business registration requirements are both expensive
and time-consuming. A rigid registration system in terms of details (a fixed site, business partner,
scope of business) and minimum requirements (assets, sales, registered capital, etc.) for a private
limited company in the PRC are among the highest in the world. For instance, there are 3 levels of
required registered minimum capital for a limited liability joint stock company that must be
confirmed as paid-up before a business license is issued: CNY100,000 ($12,000) for small busi-
nesses, CNY300,000 ($36,000) for retail trade, and CNY500,000 ($60,000) for wholesale trade
or manufacturing. There are currently 4,000 activities that require licensing at the national level,
many of which are imposed by government departments (China Daily 2002e). A more simplified
licensing and registration framework would facilitate market entry by private enterprises, thus
improving the business climate. A draft law on administrative licensing, proposed by the State
Council, was first given approval by the top administrative body in July 2002. The draft law had
a preliminary reading by senior legislators in August 2002. It stipulates that a government license
is necessary only if the applicant’s business is directly related to state security, national economic
security, public interest, public health, the security of other citizens’ life and property, exploitation
of rare natural resources, or the distribution of rare public resources. It also states that only the
NPC and its Standing Committee, the State Council, and provincial legislatures and governments
have the right to issue an administrative license (China Daily 2002b).

&� �'(%$#�!�"��)(%$#��� *#�

Although there are no longer controls over import and export rights for private enter-
prises, to obtain such rights a firm is required to meet certain conditions, including a mini-
mum registered capital of over CNY5 million (over CNY2 million for high-technology compa-
nies). However, as noted above in Section II.A.6.a, this amount has been reduced to CNY3 mil-
lion in 2003 and will be further reduced to CNY1 million in 2004. See also Appendix 4.
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Although private firms are allowed to list on the stock market, and the quota system previously
imposed that favored SOEs has been abolished, policy bias in favor of SOEs continues to prevail
because the Government’s top priority remains to recapitalize ailing state-sector companies.  For-
tune China magazine revealed that the China 10029–the largest publicly traded companies in the
PRC––are all SOEs, most of which are heavy industries, and none of which are agribusiness
companies. The proposed second board for SMEs has yet to be established.

.� �!)���!�"�/���

Private businesses rank tax and nontax financial burdens as one of the main obstacles to fur-
ther private sector development. ADB surveys reveal that private firms expressed dissatisfaction
toward tax policy in general, and arbitrary taxes, fee collection, and a higher level of income taxes,
in particular. For example, although by international standards the tax level for private enterprises
in the PRC is low, the nontax financial burden (fees, arbitrary fines, forced investments, forced
donations), was nearly twice the amount of paid tax in 1998 (ADB 2002c). The China Entrepre-
neur Confederation has raised this point with the Government.

In spite of government efforts, corruption remains a serious problem. According to one study,
during the latter half of the 1990s corruption resulted in economic losses ranging from 13.2% to
16.8% of GDP (Angang 2002). A major component of these losses was tax fraud that resulted in
estimated losses of 7.6–9.1% of GDP from 1994 to 1998.  Although the Government has taken
significant steps to fight corruption, including the rotation of personnel in sensitive positions at least
once every 5 years and vigorous campaigns against corruption, more needs to be done (ADB 2002c).

Domestic firms also cite unequal treatment in tax obligations imposed on foreign-funded
firms operating in the special economic zones. Foreign-funded firms enjoy liberal tax preferences
(15% in the special economic zones, as opposed to 33% imposed on both domestic and foreign
firms operating elsewhere) and multiyear tax holidays on profits— treatment not available to
domestic enterprises. The more favorable tax treatment of foreign enterprises gives domestic en-
terprises an incentive to take money offshore and recycle it back into the PRC as FDI. Unautho-
rized tax breaks have also been offered by some localities keen in attracting foreign investment,
depriving the state of revenue.

The Government is considering unifying the corporate tax rates for domestic and interna-
tional companies, although no decision has been made on the level of the unified tax. Although
the repeal of these tax breaks will help offset declining state tax revenues resulting from reduced
import tariffs under WTO obligations and fund social welfare costs, this may discourage many
foreign companies that currently enjoy a lower tax rate and could negatively affect FDI inflow.

0� �%1��2�	�!�

State-owned and private sector SMEs view the market environment very differently. Accord-
ing to the DRC-JBIC SME survey, over half of the sampled state-owned SMEs view the market
environment as neutral. In contrast, private sector SMEs have more mixed views. As reflected in
Table 9, state-owned SMEs are protected in markets where they operate. Sampled state-owned

29
The China 100 list was compiled by the editors of Fortune China from the 1,088 PRC companies listed in Shenzhen; Shanghai; Hong Kong, China; London; and
New York. The ranking was based on financial performance figures for the year 2000. Top five companies (revenues) are China Petroleum and Chemical ($39
billion), PetroChina ($29 billion), China Mobile ($7.8 billion), Baoshan Iron and Steel ($3.7 billion), and Legend Holdings ($3.5 billion).  The bottom five
companies with rankings 96 to100 are Shanghai Industrial Holdings ($379 million), Gansu Jiugang Group-Hongxing Iron and Steel ($377 million), Zhejiang
Orient Holding ($375 million), Henan Shuanghui Investment and Development ($375 million), and Harbin Power Equipment ($366 million).
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SMEs noted that their direct competitors are outside their regions, while private SMEs face
increased direct competition with nonstate SMEs in the same market.

Table 9: SMEs’ Primary Competitors
(%)
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Policy bias against private enterprises contributes to the fact that many domestic enterprises
tend to expand their operations vertically and/or horizontally, with no relation to their core busi-
nesses. Many domestic companies decide to remain “red hat firms” to continue to benefit from
advantages that they enjoy from local governments in terms of secure access to land, assets, finance
and markets, even after private ownership forms were created in 1988.  This implies that a bias
against private firms still exists.

Private firms suffer from political interference in their operations. Lack of coordination among
relevant government agencies requires private firms to spend a substantial amount of time estab-
lishing a “relationship” with both central and local government officials. Some domestic compa-
nies cited good relationships with local and central government officials as a crucial factor for their
success. Although central government policy has become more and more favorable for private
enterprises, not all local governments have consistently implemented corresponding policies.

The prevailing environment also lacks an effective competition policy. Local protectionism
still prevails in various forms, which makes it difficult for many private companies to enter a new
market. A new Anti-Monopoly Law, drafted by SAIC, has been  submitted to the State Council
for deliberation and should help improve the market environment.30

Some progress is under way. With ADB assistance, the Government recently adopted a Gov-
ernment Procurement Law to enhance transparency and promote competition in the growing
government procurement market (Section II.A.6.f. Government Procurement). A new state pro-
curement system is being put in place with links to MOF through the IFC/United Nations Devel-
opment Programme (UNDP) supported Fiscal and Budgetary Reform Project.  The new system
should also improve transparency and provide a more level playing field for the private sector to
compete with the state sector for state contracts.

5� �!$4�#��)�#

An investor needs to have the ability to sell its holdings in a domestic enterprise. Based on the
undeveloped capital market and impediments to exit under the current legal framework, there is
no reliable exit mechanism for investors in the PRC (Section 4.A.3.a. Venture Capital).

30
See discussion in Section IIA.2.b. Restructuring of State-Owned Enterprises and footnote 13.
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While the legal environment in the PRC has improved, many private sector players still believe
that the environment is still not conducive to their development. Remaining shortcomings in-
clude (i) ambiguities in the legal status of the private sector, (ii) weak implementation of the rule
of law, and (iii) lack of specific legislation.

�� �� !1��#!#-��%6��$�7!#�����#%$

Although the Constitution and other basic laws recognize the private economy as “an impor-
tant component” of the socialist economy, the rights of the private sector are not adequately
protected.31  Reform of the legal system has focused on the “operation” of a market economy rather
than on laws promoting the private sector. The Provisional Regulations on Private Enterprises
promulgated in 1988 are outdated. Under these regulations, protection of private enterprises is
too abstract and imbalanced and focuses too much on the obligations and duties of private enter-
prises rather than on their rights.

Although the policy framework supports the role of the private sector, the principle of protect-
ing private property has yet to be enshrined in the Constitution or other basic laws. Enterprises in
the PRC are distinguished and treated differently according to their ownership.

A draft of the PRC’s first Civil Code has been submitted to the NPC Standing Committee for
preliminary reading. The draft code is expected to offer more comprehensive protection of private
property by including a volume on tangible property law with a chapter devoted to the protection
of private property. This chapter will define and specify rights of possession in the PRC (China
Daily 2002n).

In the absence of a legal guarantee of equal treatment of the private sector, and based on
historical biases and the current discrimination on the private sector in market entry, financing,
and the allocation of resources, doubts exist whether policy continuity will be maintained when
there is a change in the overall political climate. As a result, domestic investors sometimes resist
making further investments, preferring instead to move capital abroad and purchase overseas pass-
ports as a hedge against the future. At the annual session of the National Committee of Chinese
People’s Political Consultative Conference in March 2002, ACFIC called for a constitutional amend-
ment to ensure stronger state protection of private property (China Daily 2002k). ACFIC re-
cently raised this issue again during the 10th NPC. Without such amendment, some reformers
believe that ambiguous property rights may become institutionalized.

&� �-1��%6��!8

Despite significant progress in developing a rule of law during the past 20 years, more needs to
be done to create a transparent and predictable  legal system supported by consistent enforcement.
According to surveys, foreign firms and investors cite weak implementation of the rule of law
among the most critical operating challenges of doing business in the PRC. In particular, lack of
transparent laws and regulations, inconsistencies among various laws and regulations, weak and
inconsistent enforcement, contract repudiation, and weak capacity of the judicial system to en-
force or rule on disputes, are cited as factors impeding operations.

31
See discussion in Section II.A.3. Ambiguous Private Property Rights.
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32
http://www.csrc.gov.cn

a. Drafting Process

In contrast to a centrally planned economy that has few private actors, a small role for the
market, and a dominant government role, a market economy needs a different kind of regulation.
This requires a shift in the perception that legislative drafting and the legal system generally is an
internal government process that must in principle be kept secret. In a market economy regula-
tions can be drafted more effectively if input from interested parties is considered. Although there
may be problems with the large volume of comments, not all of which will be well thought out
and useful, these problems are not unique to the PRC. Other administrative law regimes find ways
of dealing with them (ADB 2002c).

Investors in the PRC cite many cases where important laws have been adopted without a clear
understanding of potential negative market impacts (Jacobs 2001). Legislators and regulators should
conduct a regulatory impact analysis to avoid unintended consequences that may discourage PSD.
In this respect, opening the drafting process of new laws and regulations is widely recommended
by foreign chambers of commerce in the PRC. Some experts consider that progress is being made
in recent years. Still, active inputs from the public and industry groups concerned through two-
way consultation during the drafting process not only will improve the quality of regulation, but
will also serve as a test for practicability and enforceability of laws and regulations. Regulatory
impact assessments, when done well, improve the cost-effectiveness of regulatory decisions and
reduce the number of low-quality and unnecessary regulations (Jacobs 2001). In addition, ad-
equate advance public notice is suggested before new laws and regulations go into effect.

The Law on Legislation, which came into effect on 1 July 2000, helped improve the transpar-
ency problem. This law affirms the hierarchy of regulatory instruments and establishes general
obligations for public consultation and publication for (i) laws adopted by NPC;  (ii) regulations
of the State Council; (iii) administrative regulations issued by committees of the State Council,
national ministries, provinces, counties, municipalities, and other bodies (e.g., CSRC); and (iv)
independent and autonomous regulations issued by special economic regions and minority groups
with rule-making rights. However, the Law on Legislation has not improved the quality or fre-
quency of public consultation based in part on the fact that no minimum or concrete standards
are stipulated therein. This is another area where further improvements are needed.

Continuity of policies also needs to be promoted by ensuring that regulations of local govern-
ments conform to central government policy, with all measures publicized before implementation.

b. Access to Laws and Regulations

Difficulties in accessing promulgated laws and regulations in published forms are perceived as
hindrances to foreign investors. Inconsistent information is provided by different government
agencies. However, some progress, though uneven among different agencies, has been made re-
cently, particularly after WTO accession. For example, CSRC has listed capital markets-related
laws on its web site.32

There should be a system in which a comprehensive list of all promulgated national and local
laws and regulations are accessible in published form. This would enhance transparency and pro-
mote good business practices, thereby improving the business environment. There should also be
better coordination between agencies on information exchange, agreements on allowing one agency’s
information to be disseminated by another, and education of private enterprises about where
useful information can be obtained.  In addition, court decisions should be accessible to help
clarify legal requirements.
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c. Enforcement

Weak and inconsistent enforcement of laws and regulations is another concern of both domes-
tic and foreign investors. The reasons for weak and inconsistent enforcement reflect several fac-
tors: (i) decentralized and multiple layers of administration, (ii) local protectionism, (iii) inad-
equate checks and balances on enforcement actions, (iv) ineffective sanctions and penalties to
deter violations, (v) intrusive and excessive regulation, (vi) general weakness of the court system,
and (vii) lack of transparency and ambiguity in legal requirements.

Because a great deal of economic activity is still carried out by different governmental units,
uniform enforcement of various regulations remains difficult. It is difficult for one unit of the
government to enforce policies on another and disputes between government units are usually
resolved by the common superior.

Enforceability of contracts generally depends upon the identity of the contracting parties and
the nature of the obligation on which enforcement is sought.33  Because courts are under de facto
local control, it can be difficult to enforce a contract against a powerful local enterprise.

Issues related to the enforcement of intellectual property rights (IPRs), as discussed below in
Box 6, provide an illustrative example. In the first half of 2000, PRC authorities investigated and
handled 139,000 IPR infringement cases involving an estimated value of CNY4.89 billion ($591
million) (American Chamber of Commerce, PRC 2001a). Many experts comment that the problem
is not the law itself. In fact, the PRC IPR law is considered to be of international standard.34  The
issue is inconsistent enforcement of the IPR law and regulations.

+� �(���6����� ��1!#�%�

Commercial and administrative laws and regulations relevant to the “life cycle” of private
enterprises need to be strengthened.35  As discussed above, more flexible registration and consis-
tent licensing systems are needed to encourage the “birth” of more private enterprises. Fair and
efficient dispute resolution mechanisms are necessary to minimize business costs and risks. System-
atic and consistent bankruptcy laws are needed to provide for the orderly liquidation or rescue of
enterprises and protection of creditors. Addressing these issues would support PSD.

a. Administrative Laws

Excessive administrative discretion and interference in private business through inconsistent
interpretation of existing laws and regulations is a commonly cited complaint among business-
men, although some progress has been made. The PRC has constructed a framework of adminis-
trative law, including an Administrative Litigation Law (1990), the State Compensation Law
(1994), the Law on Administrative Punishments (1996), the Administrative Review Law (1999),
and the Law on Law-Making (2000). The framework, particularly the Administrative Review
Law, provides some protection to private enterprises against arbitrary interference by authorities,
including the right to appeal an administrative decision if the claimant believes that officials have
acted outside their authority or refused to act when a proper application has been made. It also sets
clear procedures and time limits for review.

33
A new Contract Law, which became effective in October 1999, was adopted to address widespread fraud and the overburdened court system. Currently there are
more than 4 billion contracts registered with government industry and commerce bureaus each year and the PRC courts handle more than 3 million disputes
annually. (American Embassy in the PRC 2002).

34
The amended Patent Law and its implementing rules became effective on 1 July 2001 and the Regulations on the Implementation of Integrated Circuit Layout
Design and their implementing rules became effective on 1 October 2001. The new Copyright Law became effective on 27 October 2001 and the new Trademark
Law became effective on 1 December 2001 to meet the requirements of the WTO agreement on Trade Related Aspects of Intellectual Property Rights (TRIPs).
However, challenges still exist.  For example, under the new Trademark and Copyright Laws, if proof of losses suffered by the victim is not demonstrated, the court
may only grant an amount not exceeding CNY500,000, which may prove insufficient in many cases (Gide Loyrette Nouel 2002).

35
ADB supports Government efforts to develop a legal system suitable for a market economy by financing the drafting of new laws (ADB 1999c and 2001h).
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Box 6:

Inconsistent Enforcement of the IPR Law

Approximately 42% of the sampled firms in the ADB Business Climate Survey noted that they
suffered to varying degrees from IPR infringements, of which more than one third cited serious
problems including material losses.

IPR infringements are not only a concern of foreign companies. About 20% of domestic private
firms noted that the issue of fake products negatively affects their operations. The DRC-JBIC SME
survey portrays private firms’ dual character as culprits of IPR infringements on one hand, and as
victims on the other. In response to a question regarding the source of new product technology,
more private firms cited their own research and development than did SOEs, collectives, and others.
At the same time, private firms had the highest ratio of “imitating” other companies’ products and
the lowest ratio of “purchasing patents.”

Applications and completed registration of IPRs more than doubled between 1995 and 2000 but
counterfeiting activities have also increased. The Quality Brands Protection Committee estimates
that 15–20% of foreign brands sold in the PRC are fakes.  Similar rates of counterfeiting were
reported for local brands. The Business Software Alliance estimates that more than 90% of business
software in the PRC is pirated.

Weak enforcement of the IPR law in the past can be attributed to three factors. First, no clear
enforcement mechanisms or procedures were in place. The 1998 Criminal Law stipulates that PSB
handle IPR-related crimes. However, due to the unclear mandate of PSB, it is difficult to obtain
public prosecutions. Moreover, no clear guidelines are set for other agencies to transfer alleged IPR
cases. Second, there are difficulties with enforcement at the local level because of lack of awareness,
resources, and political will or inability to act. Third, current penalties are inadequate to effectively
deter IPR infringements.

PRC courts have considered IPR cases involving infringements of copyrights, trademarks, and pat-
ents in development of new plant species, commercial secrets, computer software, and networks.
During the past 5 years, approximately 23,636 such cases were closed, 40% more than in previous
years.

The years 2000 and 2001 brought various IPR legal reforms in the PRC. The Central Government
established a national Anti-Counterfeiting Coordinating Committee chaired by Vice Premier Wu
Bangguo in October 2000, exemplifying the Government’s increasing commitment to combat coun-
terfeits. Two sets of enforcement campaigns were pursued, the most recent starting in April 2001,
and continue to be carried out throughout the country. However, foreign investors cited that the
relatively limited effectiveness of recent enforcement campaigns indicates that enforcement mea-
sures and penalties lack a deterrent impact (EU 2002).

ADB =  Asian Development Bank, DRC-JBIC = Development Research Center-Japan Bank for International Cooperation,
IPR = intellectual property right, PRC = People’s Republic of China, PSB = Public Security Bureau, SME = small and
medium enterprise, SOE = state-owned enterprise.

b. Dispute Resolution Mechanisms

Weak dispute resolution procedures between the state and private businesses reduce the capac-
ity of outsiders to challenge market insiders. This weakness is particularly debilitating when SOEs
are competing with private firms, when policies are changing faster than administrative capacities,
and when corruption is involved. The result is an uneven playing field, confusion about property
rights, and less investment (Jacobs 2001).
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Due to institutional weakness, legal experts are of the view that when “friendly consultations”
prove to be ineffective, abbreviate arbitration,36  mediation, and arbitration prove to be less costly,
time-saving, and relatively fair, and present a better option than litigation for resolving disputes.
Domestic arbitration forums are viewed as more objective and independent than the prevailing
court system, which in general lacks independence from government authorities.37  The PRC sys-
tem thus relies less on lawyers and formal court proceedings and more on mediation to resolve
disputes.

In a 2001 survey conducted by the American Chamber of Commerce in Beijing, 75% of
respondents with experience in using arbitration in the PRC opined that such procedures were
fair, efficient and less expensive than using a major international arbitration center (China Law
and Practice 2003b). The two main domestic arbitration forums are the China International
Economic Trade Arbitration Commission (CIETAC), established under the China Council for
the Promotion of International Trade (CCPIT), and the Beijing Arbitration Commission (BAC).

The CIETAC offers a forum for dispute resolution in accordance with CIETAC Arbitration
Rules. In 2002, CIETAC handled about 684 cases of which approximately half of the awards
rendered were able to be enforced (Peerenboom 2001). The total amount involved was CNY11.28
billion ($1.36 billion) and 28% of these cases involved JV disputes. CIETAC Arbitration Rules
provide for property preservation measures and interim protection of evidence by allowing the
Arbitration Commission to refer applications to the people’s court during the course of arbitration
(Bateson et al 1999). Hearings last no longer than 1 day.

BAC, which was established in 1995, is also a well-respected forum for arbitration. BAC
handled 666 cases in 2001 (China Law and Practice 2003b).

Mediation (Tiaojie) is another option that can be used when friendly consultations do not
reach a satisfactory conclusion but where there are still prospects for reaching a settlement. The
PRC has a relatively advanced mediation system ranging from a local resident’s committee level to
more sophisticated conciliation centers, including CCPIT and the China Chamber of Interna-
tional Commerce. The PRC has established 970,000 mediation committees that rely on the ser-
vices of 8.8 million mediators. According to Ministry of Justice statistics, during 1980–1999,
there were about 130 million civil mediation cases.

The Beijing Conciliation Center (BCC), which acceded to the International Federation of
Commercial Arbitration Institutions in 1997, has also been active in promoting conciliation at an
international level.  BCC has agreements with major international centers such as the Hamburg
Conciliation Center, the New York Conciliation Center, and the London Court of International
Arbitration (Bateson et al 1999).

In the case of maladministration, complaints can be made to the administrative superior of the
office or organization in question through the “letters and visits” (xingang) system. Many govern-
ment departments have also established bureaus to handle complaints.

c. Bankruptcy Law

Private enterprises need clear guidelines and procedures not only at the development stage of
their life cycle, but also at the stage of reorganization or closure of their businesses.  One of the
major issues concerning the prevailing bankruptcy law is that different types of enterprises are
subject to different legal treatments.  SOEs are subject to the State Enterprise Insolvency Law for
Trial Implementation (adopted in 1986, but not implemented until 1988), while private enter-
prises are covered by Chapter 19 of the Code of Civil Procedures, the Company Law, and Su-
preme Court opinions. The Foreign Invested Enterprises Liquidation Procedures adopted by
MOFTEC also govern the liquidation of insolvent FIEs.

36
Abbreviate arbitration, based on documents-only procedures, is available at the request of both parties.

37
With respect to the judiciary, it is important to note that under the Law on Judges (1985), no experience as a lawyer is necessary, although related work experience
is required and political factors are considered. Judges do not have tenure and are occasionally fired.
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There are various regulations issued by the Central Government that have been applied to
SOE bankruptcies de facto in priority over the law. Small firms and proprietorships are handled in
a fairly ad hoc manner under the Civil Procedures Law, where the annual number of bankruptcies
runs into the thousands.38

Reorganization and liquidation processes are sometimes less than transparent and driven by
administrative considerations rather than market forces. Laws and regulations governing bank-
ruptcy are also inconsistent. For example, according to the prevailing Bankruptcy Law, liquidation
proceeds are distributed to secured creditors ahead of workers, but SETC Circular No.492 of
1996 subordinates land mortgage rights to worker claims under the Capital Structure Optimiza-
tion Program that was developed for a pilot group of industrial SOEs in 1994. The latter was
intended to address the issue of entitlement of displaced labor. A major constraint on bankruptcy
and restructuring continues to be the lack of financial resources to make substantial payments to
workers or to compensate banks for the write-off of irrecoverable debts. Thus, a great number of
insolvent enterprises remain on the books while their assets remain unutilized and debts remain
unpaid.

A new bankruptcy law is under review and may be proclaimed in the near future. ADB has
provided two TA projects in this area and has been actively involved in the drafting process,
providing comments and suggestions to the NPC Finance and Economic Committee, which has
been tasked to draft the law (ADB 1995c and 1997a). The revised law should be applied to both
state and nonstate enterprises and would improve the legislative regime for business enterprises.
However, due to the very sensitive nature of SOEs, SOE insolvency will be the subject of special
State Council rules pursuant to the Bankruptcy Law. Protection for creditors is expected to be
strengthened and a fairly sophisticated mechanism of court-supervised reorganization could be
initiated by debtors or creditors.

As an interim measure, to address the difficulties and constraints in interpreting and applying
existing bankruptcy regulations, the Judicial Committee of the Supreme People’s Court (SPC)
released several issues on Trial on Enterprise Bankruptcy Cases Provisions (provisions) in July
2002 that became effective in September 2002. The provisions govern both SOE and non-SOE
bankruptcies and remain debtor-friendly. Among others, the provisions permit both debtors and
creditors to petition for bankruptcy, provide a statutory presumption for a declaration of bank-
ruptcy when there has been a continued failure of the debtor to pay debts owed, allow SPC to
appoint an interim manager after the acceptance of the bankruptcy case, allow the liquidation
committee to employ accountants and lawyers provided SPC approval is obtained, and provide
SPC with the power to recommend to the relevant government authorities that they restrict any
person/s responsible for the bankruptcy from being involved in company management for a speci-
fied time period. Employees still maintain a priority right to be paid before other secured creditors
and only SOEs can apply to the court for reorganization/restructuring.

���������������+���/����
���

Although the Government has removed discriminatory financing as a public policy, in practice
private businesses still have problems obtaining access to financing. This problem still ranks as the
number one issue for most domestic private businesses, specifically SMEs who are unable to obtain
bank credit to finance working capital needs or access local equity and bond markets.

38
Until the end of 2000, over 40,000 bankruptcy cases of both state and nonstate enterprises were heard by PRC courts. An SPC justice at the conference on the
Bankruptcy Law (2002 Draft) in April 2002 indicated that there were 10,000 cases of insolvency of all types of enterprises in 2001. The vast majority involved
SMEs (OECD. 2001).
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Domestic private companies rely heavily on self-financing for both start-up and expansion.
Both the 2000 ADB and IFC surveys found that their main source of funds was individual or
household investment and retained earnings. The IFC survey also found that 90% of their sources
of financing were internally generated, as opposed to 4% from bank loans. The DRC-JBIC SME
survey found that 15% of SOEs compared with only 1.6% of private SMEs financed over 80% of
their fixed investment through bank loans. Similarly, for working capital, more state-owned SMEs
have access to bank loans than do private companies. Common reasons cited for difficulties ac-
cessing bank financing include (i) no credit guarantees or collateral and underdeveloped systems;
(ii) no transparent financial statements of enterprises; and (iii) lenders’ unwillingness or lack of
experience lending to small-scale business (Appendix 6).

������#$��#�%��������9������%6���7�$��6��"�/��!���!1����#%$

The absence of a diversified financial sector capable of serving the broad spectrum of entrepre-
neurs’ needs for financial services leaves the state banking system as the dominant supplier of
capital. However, SOCBs are not yet sufficiently market-oriented. The private sector accounts for
only 7% of loan assets compared with 68% by SOCBs (Table 10).

Table 10: Market Share of Loan Assets, 4th Quarter 2000
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Private firms have had limited access to the stock market that has served to primarily finance
SOEs and enable them to take the first steps at diversifying their ownership. No explicit rules in the
Securities Law or in administrative regulations prevent nonstate firms from seeking a public listing.
However, until recently, the quota system and size requirements limited the number of private firms
that could access the stock market. As a result, only 1% of the companies listed on the Exchanges are
nonstate firms. In March 2000, the CSRC announced that the quota system on listings would be
abolished and underwriters could determine the timing and pricing of new issues.

For unlisted companies, private equity investors are also deterred by the lack of clear asset title
and weak corporate governance and disclosure (IFC 2000b).This leaves investors with little means
of safeguarding their investment and little prospect of exiting the investment.  In sum, private
equity markets, such as venture capital (VC), have functioned in almost the same fashion as bank
loans due to policy restrictions.
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Based on lack of capacity, SOCBs are unable to inject large amounts of capital into SOEs to
help them out of difficulty and at the same time provide substantial support for the private sector.
PBOC requires all banks to implement a policy known as “responsibility to individual” that makes
credit officers personally accountable for loans. This discourages banks from making loans to new
companies, particularly unknown private companies. Thus, there is limited incentive for bank
employees to initiate lending to private enterprises. Banks still do not consider a bad loan to an
SOE to be as serious as a bad loan to a private enterprise (IFC 2000b). Moreover, there is ample
evidence from surveys that local governments continue to encourage bank lending to SOEs by
extending explicit or implicit guarantees or through other means. The priority of state banks thus
remains to lend to SOEs, particularly existing companies in their portfolio.

Adding to the reluctance of SOCBs to lend to the private sector are controls on interest rates
and restrictions on the use of transaction and monitoring fees. Currently, interest rates on loans to
SMEs are allowed to fluctuate within 30% of the prime rate (Section IV.A.1.c. Regulation of
Interest Rates).

Although policy discrimination against the private sector in financing is being reduced as a
byproduct of commercializing SOCBs, SOCBs are also reluctant to grant loans to the private
sector because of perceived high risks and management costs. However, contrary to banks’ general
perception concerning noncreditworthiness of private businesses, a comparative analysis based on
the SME survey found that state sector SMEs are less creditworthy than private SMEs. For in-
stance, account payable arrears to average operating income for private firms are lower than state
sector SMEs (Table 11).

Table 11:  Comparison of Creditworthiness of State Sector SMEs and
Private SMEs—Accounts Payable Arrears and Coverage Ratio

(average operating income/arrears [times])
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To facilitate bank lending to SMEs, the Government has encouraged banks to set up separate
departments that specialize in lending to SMEs, and business organizations, local governments,
and individuals are encouraged to establish CGCs to improve SME access to bank credit.  Banks
should be able to lower their risk in lending to SMEs by obtaining guarantees from CGCs on all
or part of their loans. However, although there are more than 300 CGCs in the PRC, no one
seems to know the exact number based on the absence of regulatory oversight, and few appear
sufficiently active and big enough to have an effect on bank lending (Box 2).

Another option to encourage increased access to finance by SMEs would be government sup-
port of a collateral guarantee program, including the certification of the value of an enterprise’s
assets, against which the enterprise could borrow. Banks and CGCs could cooperate to establish a
system of collateral registration that could certify whether enterprises have already pledged assets
as security for a loan.
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Credit analysis of domestic firms in the PRC based on their cash flow is a challenging task.
Private companies’ financial statements are weak and do not meet international standards on
transparency. When a company is formed, access to bank financing is almost nonexistent. Entre-
preneurs are aware that their peers’ balance sheets do not provide a sound basis to offer credit
guarantees. Therefore, businessmen are reluctant to publicly support one another. As a result bank
lending to private firms in the early stages of growth is practically nonexistent, at least until the
company has grown to a sufficient size to attract the attention of state banks.

Most firms in the PRC do not maintain transparent audited records. Even where audited
accounts are required, they may not represent the true financial position of a firm. Restrictions on
registration under different categories of incorporation, and the burdens imposed by the tax sys-
tem, provide firms with an incentive to underreport and misreport financial flows, number of
employees, stock of assets, and such.39

In developed markets, banks prefer to look at the cash flow of a borrower, as long as it is a legal
entity separate from the founder or family that owns it. But in the PRC, banks are concerned that
opaque accounting standards and the danbao (guarantee) system could result in cash flows not
ending up in the right place. Consequently, banks resort to asset-based loans instead of looking at
cash flow. Banks tend to look only at assets such as property, land, and machinery. As a result,
many companies stray from their core business by spending time and effort building up real estate
portfolios that can be mortgaged for bank funding. In addition, the valuation of assets often
depends on the borrower’s relationship with the bank.

/��������������.�����/�����

�
��

According to ADB surveys, the enabling environment for the private sector requires improve-
ments in physical infrastructure, particularly land and buildings, roads, electricity, and telecom-
munications. However, major constraints differ depending on geographical location, the size of
enterprises, and the industrial sector.

Constraints related to land and building sites are the main concern (26%), followed by poor
roads (21%), power supply (17%), environment (10%) and water supply (7%).  Table 12 shows
the top five infrastructure constraints cited by sample firms in Beijing, Nanhai, Shenyang, Xi’an,
and Wenzhou.

Three major constraints—land/office space, roads, and electricity supply—were cited by firms
in all cities, although there were regional variations. For example in Xi’an, located in one of the
western provinces, poor roads were the top infrastructure constraint. Roads were the second most
important infrastructure constraint in all other cities except Nanhai in the south.

Companies in all five cities mentioned problems with a reliable supply of electricity. The
environment, hygiene, and sanitation (such as wastewater treatment) were cited by sample firms
in all cities (Nanhai cited it as the sixth constraint after Internet use) as a major constraint. In
Guangdong, constraints relating to Internet use and demand are relatively high compared with
the central and western regions.

Foreign firms also said that infrastructure improvements in the following areas are needed to
improve the business environment: transportation (16%), environment and sanitation (16%),
telecommunications (15%), Internet use (15%), and land/buildings (14%).

39
(IFC 2000b). To encourage large firms to attract foreign investment and/or list stocks on overseas markets, the MOF in January issued a separate set of accounting
regulations for selected joint stock companies that conform more closely to international accounting and disclosure practices than to the general standards in the
PRC.
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The ADB survey of foreign investors found that improved infrastructure in the central and
western regions is critical to attracting FDI, especially reinvestment of profits earned by foreign
firms that have already been operating in the coastal region.  In response to questions regarding
their business expansion plans for the next 5 years and whether investment in the western and
central regions is being considered, 41% commented that they would not consider expanding into
these regions because of infrastructure constraints and underdeveloped consumer market (22%),
followed by little market awareness (14%), and lagging economic development (14%). These
investors are involved in the general manufacturing sector producing consumer goods (15%) and
financial institutions (13%), where restrictions to entry still apply.

About 59% of foreign firms responded that they would consider expanding into the central
and western regions if certain conditions are met. Major reasons cited for their possible future
expansion into the poor interior regions include potential markets (58%), followed by investment
incentives (13%) and abundant resources (13%). General manufacturing producing industrial
goods indicated the highest interest (19%), followed by metal and mining (12%), and utilities
such as electricity, gas, and water (10%).

���������������0���@
��������
�
��

Both domestic and foreign firms listed human resource problems, including the lack of mana-
gerial capacity and skilled professionals, among the top constraints on their operations. Even
where skilled workers and professionals can be identified, restrictions on the portability of social
benefits under the hukou system limit the relocation of workers whose skills may be in demand
(Section II.A.7.a. Mobility). Some foreign investors also noted that the PRC’s competitiveness in
the world market is being eroded with labor-related developments such as increasing salary and
benefits in the absence of a systematic legal and regulatory framework for labor and benefits.

�� ���"�"��!�! �$�!1�!�"��$%6����%�!1��4�11�

The survey of domestic private firms found that they need to intensify their efforts to improve
managerial capacity and retain skilled professionals and workers. The ADB survey found that
human resource deficiencies are severe in senior management and skilled technical workers

Table 12: Top Infrastructure Constraints Cited by Domestic Firms
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categories. The IFC survey also found that private domestic firms have difficulty obtaining and
retaining qualified workers and professionals until they become truly competent senior managers,
and that new graduates opt to work for foreign companies, JVs, and government institutions. To
retain qualified employees, owners of private enterprises, especially those in the knowledge inten-
sive industries, provide an option to employees to buy the enterprise’s shares. However, this incen-
tive presumes the ability to transfer the shares. For smaller domestic firms, providing employees
with this option does not work because the shares are not transferable unless listed on a stock
market. The lack of financial transparency and clear asset ownership makes it difficult to value the
shares or to sell them when employees leave the firm.  The DRC-JBIC SME survey also revealed
that a majority of the sample firms (58%) felt that they needed training in corporate strategies, an
important element of managerial capacity. However, they were short of funds and instructors to
arrange such training for senior managers.

Some progress is being made with assistance from bilateral funding agencies. The PRC now
has management training centers and MBA programs that have been introduced into a significant
number of universities and colleges across the country. Chengdu Management Training Center
and Anhui Management Training School are examples. Nevertheless, the PRC still lacks a holistic
approach to the development of entrepreneurship and management skills in its education system.

Aside from management-level human resources, surveys found that lower educational levels of
employees constrain a firm’s capacity to develop new technology and products. This will continue
to be a challenge for private firms as many new businesses are established with little managerial
experiences.40  The Government should address the issue on how to systematically develop voca-
tional and management education to help entrepreneurs better run businesses and help officials
better promote and regulate them.

Foreign firms also cited managerial and professional skill development as essential for further
development of their firms. The PRC needs more managers with expertise in the areas of informa-
tion technology, strategic management, and reengineering business processes to guide adaptation
of the business organizations to the needs of a global economy (American Chamber of Commerce
2001a).  Needed technical skills include quality control experience, profit and return-on-invest-
ment orientation, soft management skills, and accounting, audit and finance skills.

&� /%$�� ����7��#%$����%��!1����-$�#2�/$!'�8%$4�!�"�
%'(!�2�
%'(�#�#�7�����

Despite improved labor market conditions for foreign investors, including easier access to a
trained labor pool, increasing labor costs in the PRC are putting pressure on profitability and
competitiveness in the world market. One study indicates that the PRC’s competitiveness vis-à-vis
other developed Asian counties is only evident in the unskilled labor market. In the more skilled
job positions, salary increases far outpace inflation (American Chamber of Commerce 2001a).
Competitiveness further erodes when other welfare benefits mandated in labor laws and regula-
tions are inconsistently applied to employers. One survey reveals that local labor bureaus impose
some guidelines on foreign firms that are not market-oriented. For instance, salary increases, which
are not tied to prevailing economic conditions, are often imposed.

+� �%'��#�����#�$($�����!�"��%��!1����-$�#2

Although the PRC is developing a social security program, significant regional differences
exist in implementing relevant regulations. Following the enactment of economic reforms, SOEs
and nonstate sector enterprises have been required to pay a percentage of their wage bill into an

40
For instance, under the ADB survey, it was revealed that in Wenzhou and Nanhai, 46% and 41% of the sampled firms, respectively, were started by farmers with
limited business experiences.
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41
See footnote 8 on the establishment of a Central Government insurance pool. One of the problems in establishing a central insurance pool arises from the strong
reluctance of municipal and provincial governments to relinquish control over pension funds that they have collected. Provinces with surpluses are reluctant to
turn over pension money to the Central Government to give to provinces with pension deficits. (Asia Society 2002).

42
According to a 1999 study of 1,900 medium and large enterprises by the China Academy of Social Sciences and the National Association of Industry and
Commerce, 48% of the relatives of entrepreneurs were employed in managing private enterprises, including 51% of their spouses and 20% of their adult children.
Another study by ACFIC found that 98% of enterprises were family managed (ADB 2002c).

43
Comments raised at the workshop on Technical Assistance to the PRC for the Private Sector Development.

insurance pool (pension, unemployment, health care and other forms of insurance) administered
by municipal and provincial governments. Based on the poor financial condition of SOEs, many
are unable to pay their social insurance contribution.

These pools of funds have been vulnerable to diversion by local governments to fund develop-
ment and infrastructure projects. Local officials determine the percentages that firms in their
jurisdiction are required to pay into these funds. The tight fiscal condition of many local govern-
ments provides them with an incentive to set high collection rates that have become financial
burdens for private firms.  Nonstate sector firms are difficult to monitor and often do not pay and/
or understate their work force to pay smaller amounts into the insurance pool.41

While the private sector should bear a portion of social welfare costs of their employees, con-
sistency and transparency are needed in implementing the new social security system. The ADB
survey reveals that the ratio of sampled domestic firms that have established social security for
their employees varies among sample cities, from close to 100% in Nanhai to only about half in
Xi’an. There is also an issue of unpredictable extra fees and taxes imposed on businesses under the
name of social security.

@��������������5�����
���/������������������

Shortcomings of the domestic private sector also constitute a barrier to development. Most
domestic private enterprises are small and engage in labor-intensive, low-technology businesses.
Most private enterprises are owned by a family or a single businessman, resulting in weak corpo-
rate governance and transparency.42  When the capital and assets reach a certain size, this owner-
ship structure becomes an obstacle to further growth. As a result of family ownership, nearly all
key management positions are occupied by family members or relatives. This practice not only
means that the best managers are not employed, but undermines motivation among company
employees.

With respect to their limited access to finance, private domestic enterprises need to address
certain concerns that make them undependable borrowers. For example, often they borrow for
one purpose and use the money for something else, they provide unreliable (and unaudited) data
on their performance, they may disguise profits, and they often have ambiguous claims on assets
that might be used as security for loans.43

Business and marketing strategies adopted by some businessmen are sometimes shortsighted.
As reflected in responses to the ADB survey of domestic private enterprises, many firms resort to
illegal or immoral practices to make a profit and as a result damage consumers, competitors,
employees, and suppliers of capital and material. This results in unfair competition, market disor-
der, and widespread doubt over the credibility of the private sector.
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The availability of reliable information and professional services provided by consulting, legal, and
accounting firms under the prevailing business environment is critical to PSD. In the ADB business
climate survey of foreign investors, over half of the firms responded that it is difficult to obtain reliable
market information. Further, 31% and 50% responded that it is not clear if the services they receive
with respect to marketing and management consulting, respectively, are satisfactory (Table 13).

44
One consulting firm said that special attention needs to be paid when it uses any statistical information. They have encountered a situation where export figures
exceeded production figures, requiring further assessment of reliability of the statistics they had collected from government offices. In addition, the National
Bureau of Statistics has uncovered more than 60,000 violations of the Statistics Law since October 2001. The Government has initiated a program to improve the
accuracy of the national account by adopting sample survey methods and other appropriate statistical techniques, particularly to capture the rapidly growing
private activity.

According to one consulting firm, access to reliable market information, particularly produc-
tion information, remains challenging. Prior to 1993, the Government treated any information
related to production as confidential. Only a limited number of large SOEs had access to such
information. After 1993, access to market and production information became less difficult, but
the quality and reliability of information remained inconsistent. Business people thus tend to rely
on personal relationships for information. This poses challenges to enterprises when developing
marketing strategies.44

�� 
%��-1#�� � ��"-�#$2

Numerous industry associations that formally operated under the relevant ministries are
becoming important sources of market information. The consulting industry is also growing

Table 13:  Foreign Investors’ Perception on Access to Reliable Information
(%)
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45
General  policies on  the promotion of  SMEs are accessible at http://www.setc.gov.cn and http:// www.chinasmb.gov.cn.

rapidly in response to the needs of enterprises and is dominated by large corporate accounts,
either foreign-funded companies or large domestic firms. In 1995, ADB provided TA  for fos-
tering the development of the local consultancy industry through (i) examination of policies and
the legal framework concerning the establishment, operation, accreditation, and administration
of both public and private consulting agencies; (ii) preparation of a nationwide survey of consult-
ing associations, agencies, and their services; (iii) compilation and publication of a national direc-
tory of consulting firms by sectors and types of organizations; and (iv) development of a network
to share information and expertise among various centers and associations in the PRC (ADB
1995a and 1999a).

Currently, there are 40,000–80,000 marketing and consulting firms operating in the PRC,
with their estimated business volume reaching about CNY10 billion ($1.22 billion) in 2000.
More and more enterprises are seeking value-added knowledge and resources from consulting
firms, particularly on research, development, and human resources.

With respect to domestic firms, only 7% of SMEs used services provided by consulting firms
because of unaffordability of prevailing consulting fees. Based on surveys of domestic enterprises,
important information channels for SMEs include (i) media such as newspapers and magazines,
(ii) special exhibits or trade fairs, (iii) chambers of commerce, and (iv) business associations. Sur-
veys also reveal that more enterprises are using the Internet to obtain information. Information
concerning fiscal policies and incentives, as well as basic information on foreign companies search-
ing for partners in the PRC, when available on the Internet, helps address some constraints faced
by SMEs.45

&� �� !1�!�"����%-�#�� ���6%$'!#�%�

About 40% of the respondents found it difficult to obtain access to reliable legal and account-
ing information. Although the number of domestic law offices and full-time lawyers has also
increased, a large portion of the lawyers in the PRC have no formal education. A new Lawyer’s
Law, which became effective in January 1997, encourages the growth of this profession and the
level of qualification. This law promotes a better national qualification and licensing system, con-
tinuing legal education, a self-regulating bar, and a rule of ethics.

Foreign law firms operate only as a representative office in one of 19 cities. Their operations
are limited to providing legal services to PRC clients and entrusting cases to domestic law firms on
behalf of foreign clients. Foreign law firms are not permitted to practice PRC law or to issue legal
opinions concerning PRC law. As of September 2002, there were 109 licensed foreign law firms
and 28 Hong Kong, China law firms operating in the PRC. Although under WTO commitments,
all geographic and business scope restrictions should be lifted within 1 year after WTO accession,
new regulations that took affect in September of 2002 appear to limit the types of services that
such firms can provide.  The new rules prevent foreign law firms from acting in arbitration cases or
dealing directly with any government department (Far Eastern Economic Review 2002a). The
implications of such regulations are not yet clear.

An effective accounting and auditing system is crucial to the healthy development of the
corporate sector. Constraints to the development of an effective system include (i) inconsistent tax
policy applied by different government agencies, MOF, the Chinese Institute of Certified Public
Accountants (CICPA) and CSRC on the central level, coupled with local government require-
ments; and (ii) different accounting standards that are applied to different types of entities. There
are also restrictions in ownership and management of international accounting firms operating in
the PRC.
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In the ADB survey, foreign investors stated that there is a need for a national independent
regulatory body that is separate from government agencies to promulgate professional accounting
and auditing standards using the International Accounting Standards Committee as a model.
These standards should be applied to all business enterprises. There is also a need for a comprehen-
sive regulatory framework clarifying the role of relevant government agencies in this respect. Local
government agencies should not be permitted to impose arbitrary requirements for audit and tax.

ADB has provided TA for strengthening the accountancy profession (ADB 2001i) through (i)
preparation of a strategic plan for the CICPA; (ii) recommendations to improve supervisory mecha-
nisms for the accountancy profession, reform the certified public accountant (CPA) examination
system, and improve the development and delivery of CPA training materials; and (iii) training of
senior officials on the implementation of the strategic plan.

3���
���������������
������

The private sector has become an important segment of the economy. Despite operating
challenges, both foreign and domestic enterprises are optimistic about future prospects of their
business operations. The enabling environment would improve by removing some constraints
faced by the private sector including overregulation, lack of transparency, policy bias, market
distortions, limited access to finance and reliable information, and high operating costs due to
rent seeking and bureaucratic procedures of some local governments. Lack of access to financing
from external sources, weak corporate governance and transparency of domestic private firm op-
erations, and human resource constraints are major obstacles faced by domestic private firms,
particularly SMEs. Foreign firms feel constrained by weaknesses in the rule of law.

In spite of the rapid development of the last 2 decades, the general environment for the private
sector needs to be further improved through the following proposed government actions, many of
which have already been undertaken with assistance from international funding agencies, and
internal actions of private sector enterprises (Table 14). These actions need to be properly se-
quenced to ensure effectiveness and sustainability.
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Table 14: Constraints and General Actions to Promote PSD
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Table 14: Constraints and General Actions to Promote PSD (continued)
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Table 14: Constraints and General Actions to Promote PSD (continued)
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Special depository institutions.

�� ����������	
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In the PRC, banks account for 90% of all financial intermediation between borrowers and
savers, a ratio that exceeds that found in other Asian countries. The principal source for commer-
cial bank asset growth has been household savings.

In 1978, along with agricultural and industrial reforms, the structure of the banking system in
the PRC was changed. The banking system was removed from MOF control and placed directly
under the State Council.  During the next 5 years, PBOC began to operate as the country’s central
bank and also included a commercial section that was subsequently separated from PBOC into
four SOCBs. SOCBs handled commercial business within each of the sectors they represented
(rural agriculture, construction, foreign exchange, urban commercial/industrial). Their clearly
defined roles limited competition, which only began in 1994 when their policy function was
transferred to three new policy banks (Cinar et al 2002).

At the same time, private banks as well as other financial institutions began to emerge and new
commercial banks were established. Some are mutual banks of former cooperatives, and others are
local credit cooperatives known as city commercial banks.

The banking system currently consists of the 4 SOCBs; 3 state-owned policy banks (State Devel-
opment Bank, Export and Import Bank, and Agricultural Development Bank);46  10 joint stock
commercial banks (other commercial banks); 111 urban credit cooperatives (known as city commer-
cial banks); and 181 operations offices of foreign banks (PBOC 2003b)  (Table 15).

The financial system continues to be almost entirely state-owned. The four SOCBs account
for more than 80% of market share, more than 70% of deposits, loans and banking outlets, and
almost 60% of profits (Zhang et al 2002). The PRC’s priorities are to reform and restructure
SOCBs to strengthen this pillar of the financial system.  Their inherent weaknesses are character-
ized by (i) a labor force of more than 1.5 million across at least 100,000 branches (Strause 2002);
(ii) many insolvent borrowers, most from the state sector; (iii) poor portfolios resulting in credit
decisions influenced by political forces in local governments; and (iv) less sophisticated bank man-
agement capability.

SOCBs have largely provided state directed lending at controlled interest rates to SOEs and
are burdened with an enormous buildup of nonperforming loans (NPLs) (discussed below).  As
many as half of the loans, held by the four large SOCBs are delinquent. SOCBs have also heavily
speculated in real estate investment in massive property developments throughout the PRC whose
value has significantly decreased. A recent survey by 104 senior Communist Party officials by the
Central Party School found that almost two thirds said a financial crisis was the greatest danger to
the PRC in the next 10 years (Bradsher 2002).
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47
China Merchants Bank became the fourth bank to go public after Shenzhen Development Bank (1988), Shanghai Pudong Development Bank (1999), and
Minsheng Banking Corp. (2000), when it sold 1.5 billion shares in the PRC’s second largest initial public offering on 27 March 2002, raising CNY11 billion.

48
Special policy bank (Table 16).

49
See the new Rules on the Administration of Foreign-Funded Financial Institutions (PBOC No. 1 Decree of 2002), which came into effect on 1 February 2002 and
included detailed requirements governing the establishment and registration of foreign financial institutions, their business scope including foreign exchange
business, capital adequacy ratio requirements, and management and professional qualifications.

The most dynamic banks are in the third category of “other” commercial banks that were set
up during the mid-1990s and are relatively less burdened with NPLs. Although such banks still
have a limited number of branches, they are important for PSD. These shareholder commercial
banks are positioned for, and oriented toward, financing the nonstate sector of the economy,
including private and collective domestic companies and FIEs, and should play a key strategic role
in the PRC’s development strategy (Harner 2000). In the 1990s, these banks started to raise
capital by issuing shares to the public.47  At the end of 2001, their assets reached a combined total
of $291 billion, up 28% on a yearly basis (Consulate General of the PRC in New York 2002).

There are 111 city commercial banks. In contrast to the nationwide shareholding commercial
banks, city commercial banks may not establish branches outside their native cities. City banks
arose from approximately 2,000 former credit societies that emerged during the early reform
period. For example, the Bank of Shanghai was created from the merger of 100 former credit
societies and has now become one of the largest and most profitable city commercial banks.

As of March 2003, outstanding deposits of both local and foreign currencies in all financial
institutions increased by 22.5% year-on-year to CNY19.5 trillion ($2.4 trillion). Local currency
deposits reached CNY18.2 trillion ($2.2 trillion). Outstanding foreign currency deposits increased
by 5.4% to CNY1.23 trillion ($148.8 billion). Corporate deposits stood at CNY6.2 trillion ($750
million), increasing by 25% from 2002 figures. Outstanding loans in both local and foreign
currencies in all financial institutions reached CNY14.8 trillion ($1.79 trillion), increasing by
19.5% from a year earlier. New loans in the first quarter alone reached CNY851.3 billion ($102
billion), a growth of CNY502.2 billion over the same period in 2002 (PBOC 2003a).

Based on various restrictions that are slowly being lifted under the WTO schedule49  (dis-
cussed below and Box 3), foreign banks currently play only a negligible role in the banking sector,
accounting for only 2% of total banking business compared with about 30% in most developing

Table 15: Top 10 Domestic Banks Ranked by Assets as of End-2001
(CNY billion)
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countries and 54% in transitional economies. The Xiamen International Bank, in which ADB has
an equity stake, was the first foreign-funded financial institution to obtain a license to engage in
foreign exchange business for PRC domestic residents (Chinese Securities Journal 2002).50  Subse-
quently, Citibank was the first wholly foreign-owned bank that gained direct access to domestic
clients for foreign exchange business (Consulate General of the PRC in New York 2002).

Since its accession to WTO, the PRC has taken significant steps to open up its banking system
to foreign competition. By end–October 2002, foreign banks had established 181 operations
offices in the PRC, of which 155 were branches and subbranches of foreign banks and 19 were
incorporated in the PRC, with up to 7 branches. These foreign banks had $38 billion in assets and
$33.8 billion in liabilities. Since the domestic currency business was introduced on a pilot basis for
foreign-funded banks in Shanghai and Shenzhen in 1996, 53 foreign funded banks have been li-
censed to engage in this business (Consulate General of the PRC in New York 2002).

Increased interest by international financial institutions and investors in city commercial banks
has also led to structural changes. In December 2001, the Hong Kong and Shanghai Banking Cor-
poration, Ltd. (founding and principal member of the HSBC Group) became the first foreign com-
mercial bank to buy a stake (8%) in the Bank of Shanghai, a city commercial bank. The Hong Kong-
based Shanghai Commercial Bank (3%) and IFC (7%) also acquired stakes in this bank. IFC subse-
quently invested in the Nanjing City Commercial Bank and made a loan to Orient Group Indus-
tries, Ltd., which was used to acquire shares of the China Minsheng Banking Co., the PRC’s first and
only national commercial bank that has majority private sector ownership. Further changes in the
ownership structure of the PRC’s banking sector are expected, following the Government’s recent
policy pronouncement to allow foreign investors to own up to 15% of city commercial banks.

In July 2002, the Bank of China listed its Hong Kong, China subsidiary and floated 25% of its
shares. The listing followed the restructuring of the bank’s operations and raised $2.8 billion for its
subsidiary. The bank’s retail allocation was 25 times oversubscribed and the corporate tranche was
three times oversubscribed.  In the near future, the Government plans to publicly offer other
shares of SOCBs, after substantial restructuring, to raise funds.

50
New foreign exchange business includes individual foreign currency deposits by domestic residents and individual foreign exchange purchasing and selling.
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Figure 2: Performance of the PRC Banking Industry

1st Quarter 2002 and 1st Quarter 2003

(CNY trillion)
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In September 2002, Shenzhen Development Bank announced that it would sell a 20% stake to
US-based Newbridge Capital. Newbridge’s bid is considered a breakthrough agreement, as it would
mark the first time a foreign institution would gain control of a PRC bank (72% of the bank’s shares
are held by the public) (Business Week 2002).  In November 2002, German bank Bausparkasse
Schwabisch Hall and China Construction Bank received approval to form the PRC’s first ever JV
bank. The bank, which will be located in Tianjin, is expected to be operational in early 2003, and
will be limited to mortgage business. In January 2003, Citigroup (US) announced the purchase of a
5% stake in Shanghai Pudong Development Bank.

a. Regulatory Framework

Banks in the PRC are regulated under the Central Bank Law, Commercial Banking Law,
Negotiable Instruments Law, Trust Law, and subordinate legislation such as regulations, decrees,
provisions, and opinions issued by PBOC.51  The Commercial Banking Law standardized the
commercial behavior of banks that were mostly stated owned. Under the law, commercial banks
are required to be established under the Company Law of 1994. Banks are required to be formed
as limited liability companies and acquire the status of a legal person responsible for their own
liabilities and debts to the extent of their assets. The Commercial Banking Law sets out the frame-
work for lending, personnel management, and depositor protection. PBOC has developed an
outline of a banking manual to be distributed to commercial banks, which includes all relevant
PBOC laws and regulations and will be updated regularly.

The Commercial Banking Law also put an end to universal banking practice by mandating a
strict legal separation between commercial banking activities and nonbank financial intermedia-
tion. The only securities business that commercial banks may be engaged in is underwriting and
trading government securities. This law also prohibits commercial banks from investing in real
estate or trust and investment companies, or indirectly investing in any nonbank financial institu-
tion. As a result, many commercial banks have been required to divest ownership interests in
nonbank financial institutions or devolve functions within the banks that are noncore commercial
banking activities. The slow speed at which this process has occurred to date suggests that many
banks are reluctant to do so in an environment where government policy is constantly under
review and nonbank financial activities provide a better basis for revenue in the face of NPLs.

51
Based on the establishment of CBRC, a new Banking Supervision Law is being prepared along with amendments to the Central Bank Law and Commercial
Banking Law.

Table 16: Top 10 Foreign Banks
Ranked by Number of Branches, 4th Quarter 2002
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Regulatory segregation has not stopped conglomeration of financial services in the PRC. A number
of holding companies (e.g., China International Trust and Investment Company, China Everbright
Group, and China Merchant Group) are engaged in banking, insurance, and securities businesses.52

To further promote transparency in banking operations and enable depositors, borrowers,
and investors to better protect their interests, PBOC promulgated interim guidelines on infor-
mation disclosure by commercial banks on 21 May 2002. Information required to be disclosed
includes financial and accounting reports, risk management, corporate governance, and impor-
tant matters that occur during the fiscal year. The guidelines are applicable to all commercial
banks except for city commercial banks, which have to adopt these guidelines fully by 1 January
2006 (China Daily 2002j).

b. PBOC and CBRC

When PBOC was established, it was responsible for regulating the financial sector. Concern
about excessive stock market speculation and systemic risks resulted in the separation of the bank-
ing, securities, and insurance sectors. As noted above, the Commercial Banking Law, which was
adopted in 1995, prohibits commercial banks from any kind of securities business. In 1998, the
Government transferred oversight of the securities and insurance sectors to separate supervisory
authorities to deepen financial reforms, minimize financial risks, and promote the fledgling finan-
cial services industry. Authority to regulate the insurance industry was transferred to CIRC, while
authority to regulate capital markets was transferred to CSRC (Korner 2002).

The State Council appoints the governor and vice governor of PBOC. In 1999, PBOC under-
went a major restructuring modeled after the Federal Reserve Board in the US. All provincial and
local branches were abolished and PBOC opened 9 regional branches whose boundaries did not
correspond to local administrative boundaries. The restructuring was intended to reduce the influ-
ence that local officials had on PBOC policy making. Although PBOC’s role is currently being
redefined, it has been responsible for formulating and implementing monetary policy, exercising
supervision and administration of the financial industry, and examining and approving the estab-
lishment of PRC financial institutions, including those with foreign investment and branch of-
fices of foreign banks. With assistance from ADB, PBOC developed an effective prudential super-
vision system with effective early warning and risk mitigation to monitor and control the liquidity
of financial institutions, using Shanghai as a pilot (ADB 1998a). At the 10th NPC, the Govern-
ment announced plans to create a new banking regulator, CBRC, in charge of banking supervi-
sion, to enable PBOC to concentrate on developing and implementing monetary policy.

The Government is currently in the process of defining the role and organization of CBRC
and its relationship with PBOC in monitoring the financial stability of this sector.

c. Regulation of Interest Rates

PBOC sets interest rates on domestic currency and the spread between deposit and lending
rates. Currently banks are permitted to float up to 10% of the official rate for SOEs, up to 30% for
SMEs, and up to 50% for rural credit cooperatives (RCCs) (Yang 2002). PBOC has submitted to
the State Council a plan permitting commercial banks to float their lending rates for all enterprises
and expand the band. Although financial authorities have said they will eventually liberalize inter-
est rates, a timetable has not been set.

Interest rates for foreign currency and foreign currency deposits of $3 million or more have
been fully liberalized. Interest rates on deposits of less than $3 million are set by the China Asso-
ciation of Banks, a national organization established in May 2000 to promote self-discipline and
cooperation in the banking sector (Shirai 2002).

52
Amendments to the current legal framework are currently being prepared with ADB assistance to, among others, address the regulation of financial conglomerates.



��
�
�

��
�
�

�
��

�
�

�
�

�
��

�
�
�
�
�
	

�



�
��

�
�

�
�
�
��

��
�
�
�

�
�
��

��
�
��

�
�


�
d. Nonperforming Loans

SOCBs have accumulated large portfolios of NPLs based on imprudent lending to SOEs
encouraged by the Government. Under banking regulations, banks may not restructure loans or
transfer creditor rights to other investors. Thus borrowers have only two options: fully repay their
debts or repay their debts through liquidation when they are completely insolvent (Asia Society
2002).

In 1998 and 1999, a major step was taken to address the NPL issues of the four SOCBs. For
each bank an AMC was established.53  AMCs acquire and manage NPLs transferred from each of
the SOCBs.  The purpose was to reduce the NPLs of the four banks from 35% of their portfolio
to 25% in 2000.54

AMCs, which have an operational period of 10 years, are fully state–owned institutions with
a paid–up capital of CNY10 billion ($1.2 billion) and are funded by issuing bonds supported by
government guarantees. NPLs in the SOCBs’ balance sheets are replaced by these bonds. AMCs
handle debt collection and asset replacement, transfer, and sale. To support the restructuring of
insolvent borrowers, AMCs may engage in direct investment, debt-equity swaps, asset securitization,
and issuance, listing, and underwriting of bonds and shares within the scope of asset management
and commercial lending.

In 1999, total NPLs in the PRC banking system were officially estimated at 25% of total loans
($540 billion). In 2000, the Government transferred close to CNY1.4 trillion ($169 billion) of
the SOCBs’ NPLs to AMCs. In 2001, AMCs were allowed to write down the value of NPLs,
which SOCBs were not able to do (Oxford Analytical Asia Pacific Daily Brief 2001).

At the Government’s request, ADB provided TA to Cinda Asset Management Company
(Cinda), which was established to support the resolution of bad debts to the China Construc-
tion Bank and serve as a role model for other AMCs (ADB 2002e).  Since April 1999, Cinda has
acquired NPLs worth $52 billion (as of August 2001). The TA was designed to assist Cinda in
developing its capacity to deal effectively with restructuring and disposing its NPLs based on
international best practice standards. Although the TA assisted in capacity building of Cinda
and in strengthening its operations, it was not able to help adequately address larger constraints
that limit the ability of Cinda, as well as other AMCs, to operate effectively based upon an
inadequate legal framework.55

Cinda became the first of the four AMCs to securitize bad loans and sell them overseas. Under
a deal with Deustche Bank. Cinda agreed to create an asset pool of operations totaling CNY1.5
billion ($181.2 million), and Deustche Bank was subcontracted to dispose of the loans overseas in
3–5 years. Great Wall is in negotiations to sell CNY3.4 billion ($410.8 million) of NPLs to
foreign investors, while Orient is in talks to sell NPL packages to Taipei,China investors (Hong
Kong Standard 2003).

In November 2001, a consortium led by Morgan Stanley (Lehman Brothers, Salomon Smith
Barney, and KTH Capital), negotiated the purchase of approximately $1.3 billion of assets from
Huarong Asset Management Corporation (Huarong) for $117 billion, with the provision that
they share future profits once the consortium makes a stipulated “preferred return” (20–25%) on
the initial investment in 24 months (Zhang et. al 2002). In December 2002, MOFTEC approved
two Sino-foreign JVs charged with selling a total of CNY12.8 billion ($1.54 billion) of bad loans.
The larger of the two JVs, First United Asset Management (FUAM), is 35% owned by Huarong.

53
China Huarong Asset Management Corp. (Huarong) for Industrial and Commercial Bank of China (ICBC); China Orient Asset Management Corp. (Orient) for
Bank of China (BOC): Cinda Asset Management Corp. (Cinda) for China Construction Bank (CCB); and Great Wall Asset Management Corp. (Great Wall) for
Agricultural Bank of China (ABC).

54
In addition, to promote the need to ensure the creditworthiness of borrowers, a five-classification loan structure (pass, special mention, substandard, doubtful, and
loss) was standardized (Zhang et al 2002).

55
The current legal framework limits AMC powers to collect debt, obtain speedy justice, control shares obtained in the debt-equity swap process, supervise
management, enforce bankruptcy and liquidation, end unfair or burdensome contracts between the borrower and the bank, implement disposition strategies,
safeguard against fraud and corruption, or set up special purpose vehicles that can buy loan receivables and restructure them to be retailed as bonds and other
commercial papers.
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The remaining shares are owned by a consortium consisting of US investors Morgan Stanley,
Lehman Brothers, Salomon Smith Barney, and KTH Investments. FUAM will be responsible for
disposing of CNY10.8 billion ($1.3 billion) in bad loans owed by 254 PRC companies. The
smaller of the two ventures, Rongsheng Asset Management, is a JV between Huarong and Goldman
Sachs (US) and is charged with the disposal of CNY2 billion ($241 million) in bad loans owed by
44 companies.

The Government has instructed banks to reduce the ratio of NPLs to 15% over a 5-year
period through recovery of existing NPLs and improved quality of new lending. The ratio of
NPLs to total loans fell to 23.4% in June 2002 (Table 17). Although NPLs of other commercial
banks are lower due to their shorter operational history and less exposure to SOEs, rural and urban
credit cooperatives have NPLs that could be as high as or higher than those of the four SOCBs. In
March 2002, PBOC Governor Dai Xiangliong publicly admitted that bad loans of SOCBs could be
as high as 30% of total lending. Foreign analysts estimate that the figure can be high as 30–50%.56

As of end–March 2003, the four AMCs had collectively disposed of more than CNY343.45
($41.38 billion) billion of NPLs. Of this amount, CNY71.5 billion ($8.64 billion) was recovered
in cash, a recovery rate of 21.82% (Table 18).

Table 18: Assets Status of Four AMCs as of End 1st Quarter 2003
(CNY billion)
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Table 19 shows that the NPL ratio is higher in the PRC than in many Asian countries. How-
ever, a simple country comparison could be misleading. The large proportion of NPLs in the PRC
is part of the cost of the transition from a centrally planned to a market economy, particularly
SOE reforms. A complex long-term strategy is needed to solve the NPL problem.

Table 17: Ratio of NPLs on the Books of the Four Large SOCBs
(1999-2nd Quarter 2002)
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In September of 2001, the Government penalized 1,240 banks that failed to reach the reduction targets on NPLs. (Zhang 2002 and International Herald
Tribune 2002).
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Table 19: Comparison of NPLs between the PRC

and Other Asian Developing Countries in 2001 (2002) (%)
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a. Background

Although the development of the stock market in the early 1990s was one of the driving
forces of recent economic development, it has not functioned as a source of capital for private enter-
prises. Instead, it has functioned as a key instrument to provide needed capital for large SOEs.

Funds raised on the Exchanges started with CNY0.9 billion ($108.7 million) in 1991, grow-
ing at a 75% compound annual growth rate to CNY142 billion ($17.2 billion) in 2000. However
in 2001, the amount of funds raised decreased by one third from 2000 to CNY100 billion ($12.08
billion) and further decreased by 4% in 2002 to CNY96 billion ($11.6 billion).

Although capital raised through initial public offerings (IPOs) increased by 3% from 2001 to
2002, from CNY45 billion to CNY46.2 billion ($5.4 billion to $5.6 billion, respectively), amounts
raised were less than one third the amount raised in 2000 and one half of the amount raised in
1997 (Figure 3) (Asia Society 2002).

The number of listed companies has increased significantly from 14 in 1991 to 1,160 by
2001, and 1,224 in 2002 (Figure 3). Market capitalization has steadily increased from $2 billion
(World Bank 2003a) (CNY241 million) in 1991 to CNY4.3 trillion ($525.8 billion) in 2001, but
declined by nearly 12% to CNY3.8 trillion ($463.1 billion) in 2002.

The private sector has had a negligible role in the securities industry that is largely stated-
owned. It includes two stock exchanges—the Shanghai Securities Exchange (SSE) and the Shenzhen
Securities Exchange (SZE) (collectively Exchanges)—124 securities companies (brokerage firms)
mostly owned by state-owned financial or other institutions,57  more than 200 securities trading
units controlled by trust and investment companies, 54 closed-end mutual funds and 17 open-
end mutual funds managed by 17 fund management companies, 35 insurance companies, and a
few leasing and financing companies.58

Shares are classified by reference to the status of the shareholder. State shares are purchased
with state assets by government departments and usually constitute more than half of all issued
shares.  Legal person shares are owned by entities such as companies and institutions, generally
other state enterprises. Individual shares are held by employees or individual investors from the
general public.  Only individual shares of listed companies can be traded on the Exchanges. Until
recently, state shares and legal person shares were not transferable.59  Based on the segregation of
shares, there has been no market for corporate control.

57
The PRC’s largest brokerage firm is China Galaxy Securities. Other leading brokers include Haitong Securities, China Southern Securities, China Guotai, and Jun
An Securities. CITIC Securities, which went public on the SSE in January 2003, is the second listed brokerage firm in the PRC. The first was Shenzhen-based
Xinjiang Securities, which listed in 1999 under its former status as a trust and investment corporation.

58
Figures are from December 2002, except for mutual funds (January 2003) and for insurance companies (2001).

59
But see discussion in Section II.A.2.b. Restructuring of State-Owned Enterprises) on recent decision to allow QFIIs to purchase non-trackable shares.
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Only shareholding companies may apply for an exchange listing. Cross–listings between the
Exchanges are not permitted and CSRC determines on which exchange a company will list. Listed
firms are evenly distributed between the Exchanges, with 52% listed on the SSE and the rest on
the SZE. More than 95% of companies listed on the Exchanges are SOEs and more than 70% of
shares issued by listed issuers are state and legal person shares.60

State control of a majority of listed companies has contributed to poor corporate governance.
Concentration of shares in the hands of the Government enables the state to influence the compo-
sition of boards of directors and managers at the expense of small investors. The Government ends
up managing and operating the company and driving and endorsing major decisions. The public,
as ultimate owners of SOEs, who bear the ultimate risks, have no say in the governance of SOEs or
in monitoring them. This situation contradicts the principle of separation between the Govern-
ment and enterprises endorsed since the beginning of SOE reforms.61

Managers and boards of directors of former SOEs often continue to hold such positions even
when the company has been converted to a joint stock company (JSC). Listed companies gener-
ally have about 10 members of the board of directors, of which between 70 and 99% are drawn
from the original SOE. One person generally serves as both the general manager and the chairman
of the board of directors of listed companies. Managers are appointed through the political system
and often lack sufficient training (Cooper  2001).

To address concerns about the volatility of private capital flows, the domestic securities market
is divided into two categories of shares: A shares, which are only available to PRC investors and
QFIIs, and B shares which are available to both foreign investors and PRC investors with foreign
currency. H shares, shares of mainland registered companies listed in Hong Kong, China and Red
Chips, shares of companies registered overseas and listed abroad with having substantial mainland
interests and controlled by affiliates or departments of the PRC Government, may also be pur-
chased. A shares account for 73.3% of market capitalization, B shares account for 8.8%, and H
and other shares listed on foreign exchanges account for 17.9%.62 Once a share is issued in a
certain category, it may not be converted to another share type.

60
Ibid.

61
See discussion in Section II.A.3. Ambiguous Private Property Rights on establishment of the SASAC, which should help address governance concerns, and Box 7.

62
One reason that A shares dominate the market is the legal requirement that A shares account for not less than 25% of total shares issued when a company applies
for listing (Shirai 2002).
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63
According to the China Securities Journal, the Wuhan-based Changjiang Securities Company also signed a deal with the French-based BNP Paribas to establish a
JV securities firm on 7 March 2002.

An over-the-counter trading market operated by the Securities Association of China, a self-
regulatory organization (SRO), provides a venue for trading unlisted securities with a positive net
asset value.

Securities companies operating in the domestic securities industry take one of the following
types of licenses: (i) broker/dealer, with minimum capital of CNY50 million ($6 million); (ii)
“comprehensive” covering brokerage, dealer activities, and discretionary funds management with
a minimum capital of CNY200 million ($24 million); and (iii) underwriting, with a minimum
capital of CNY500 million ($60 million). As of October 2001, there were 16 comprehensive
securities companies with CNY250 billion ($30.12 billion) in total assets and 694 branch offices,
and 17 broker securities companies with CNY11 billion ($1.33 billion) of total assets and 109
branch offices. All securities companies are members of the Exchanges and the China Securities
Depository and Clearing Corporation. Minsheng Securities, which has the same shareholders as
Minsheng Bank, is the first securities company in the PRC with a majority of its capital from
private sources (Gang 2002).

The PRC’s accession to WTO enables foreign securities firms to participate in the PRC mar-
ket through partnerships with domestic securities firms that will benefit from the transfer of new
technology and managerial skills.  New rules adopted by CSRC, which became effective in July
2002, permit foreign companies to own up to one third of domestic securities firms although the
PRC party must maintain control.  The new rules require CNY300 million ($36.25 million) of
paid-in capital for foreign partners in fund management JVs.

As of end-January 2003, CSRC officially accepted three applications of foreign securities firms
to set up a JV with a PRC partner. Credit Lyonnais Securities Asia (CLSA) and Xiangcai Securities
recently became the third JV securities firm to be approved by CSRC. Morgan Stanley Interna-
tional Incorporated has been granted a license to form a JV with a PRC partner, the Construction
Bank, and the Government of Singapore Investment Corporation and has been operating in the
domestic market under the name of the China International Capital Corporation, Ltd. (CICL)
for the past 6 years.63  CICL has been used by major SOEs when they restructure and issue shares
overseas and was recently appointed the lead adviser for the sale of shares of five SOEs in Shenzhen
(Section II.A.2.b. Restructuring of State-Owned Enterprises).  Another JV securities company,
BOCI Securities Company, established in March 2002, is 49% owned by BOC International
Holdings Co. Ltd. and the Hong Kong, China-based investment arm of the Bank of China. Other
applications are currently under review (China Law and Practice 2003e) (Box 3 and Section IV.A.7
on Impact of WTO Accession on the Financial Sector).

The PRC securities market is retail driven. The number of retail investors with a brokerage
account at securities companies has grown from 2.2 million in 1992 to 64 million at the end of
2001. Individual investors dominate the A share market. Institutional investors represent only
0.48% of all investors (Asia Society 2002). To address the retail investor bias, CSRC has embarked
on the following reforms, which have been welcomed by foreign investors:

(i) creating securities investment management companies (SIMCs) that can manage securi-
ties investment funds (10 SIMCs and 33 funds were established as of March 2001);

(ii) allowing securities companies to diversify their operations into in-house private portfolio
management services for their corporate clients;

(iii) allowing life insurers to invest in securities markets through SIMCs; and
(iv) introducing the QFII scheme to allow foreign investment in the domestic A share

market.
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b. Regulatory Framework

Four tiers of regulations govern the PRC securities market. Tier one includes relevant legisla-
tion—the Company Law, Securities Law, Trust Law, and two laws on administrative sanctions
and review (Administrative Sanctions Law and Administrative Review Law)—that apply to all
government agencies.64  The second tier includes Administrative Regulations adopted by the State
Council in respect of a particular area of regulation. As of February 2002, there were three regula-
tions governing the conduct of the capital market: Regulation of Stock Offerings and Trading,
Regulation on Convertible Corporate Bonds, and Regulation on Stock Investment Funds. Tier
three consists of subordinate rules and orders adopted by CSRC. As of February 2002, CSRC
administered 280 regulations, rules, and orders under the Securities and Companies Law.  CSRC
administers part of the Company Law insofar as it applies to listed issuers. All CSRC rules and
orders are adopted by decision of the chairman and commissioners meeting as a collegiate body. In
important cases, CSRC consults with other agencies or the State Council before adopting a par-
ticular rule.  The fourth level includes rules adopted by market institutions and SROs (stock
exchanges, commodity futures exchanges, Securities Association of China, Futures Association of
China, and China Securities Depository and Clearing Corporation), with CSRC approval.

One of the areas in which CSRC has been actively promoting reforms is the corporate gover-
nance of listed companies. CSRC has adopted numerous regulations, codes, and guidelines in this
area (Box 7). For example in 2001, CSRC adopted Interim Procedures for Former SOEs that are
being Corporatized and Raising Funds through an IPO. These procedures require directors,
managers and persons who own more than 5% of company shares to undergo 1 year of training
prior to IPO approval to ensure that they understand their regulatory duties, including corporate
governance standards. The lead underwriter for the IPO is required to provide such training,
culminating in an exam to confirm such understanding. Although this may delay the IPO process,
it helps ensure that control persons are aware of their regulatory duties.

To address concerns about the quality and accuracy of information disclosed by listed issuers,
CSRC recently issued new disclosure requirements that include more effective sanctions and penal-
ties for noncompliance. On 27 December 2002, CSRC issued revised guidelines on the content of
annual reports that require additional disclosures concerning the definition of senior management
personnel, salary distribution of senior personnel, and investment of major assets to third parties
(China Law and Practice 2003d). On 6 January 2003, CSRC issued revised guidelines governing
the content of annual reports that require persons at listed companies in charge of accounting
work and the company’s accounting firm to guarantee the truthfulness and completeness of the
financial information contained in the annual report. As discussed in more detail in Box 8, as a
further deterrent to fraudulent disclosure, the Government has also taken recent measures to
provide for a civil compensation scheme for investors.

c. China Securities Regulatory Commission

Under the Securities Law, the securities industry is regulated by CSRC, which enfolded all
provincial and local agencies dealing with securities issues. CSRC is a quasi-government agency
under the State Council, with a degree of independence with respect to its budget. As a result,
the salary structure of CSRC is higher than that of the regular civil service but may not be
adequate to supervise the post-WTO securities and investment industry.  Two CSRC vice chair-
men were educated in the US, and one, who is also a US-trained lawyer, served as the former
deputy chairman and executive director of the Hong Kong Securities Commission.

64
The Government expects to release a new law on Investment Funds next year (Beijing Times 2002).
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Box 7:

Regulation of Corporate Governance in the PRC

In January 2001, the China Securities Regulatory Commission (CSRC) issued a Code of Corporate
Governance for Listed Companies in the PRC incorporating requirements under the Company
Law, Securities Law, other relevant laws and regulations, and international best practice standards
(the “Code”). Among other things, the Code requires listed companies to establish fair and transpar-
ent standards and procedures to assess the performance of directors and managers (Assessment).
The board is required to report to shareholders the performance of directors and the results of the
Assessment.  The Code encourages listed companies to hire professional management and prohibits
any individual or institution from interfering with the company’s normal recruiting procedures.

The Code also requires listed companies to introduce independent directors to their board in accor-
dance with relevant regulations, and clarifies a listed company’s continuous obligation to timely
disclose required information truthfully, accurately, and completely in a reasonably comprehensible
way. Disclosed information is required to include, among other things (i) the attendance of inde-
pendent directors at board meetings, their issuance of independent opinions and their opinions
regarding related party transactions and appointment and removal of directors and senior manage-
ment; (ii) the actual state of corporate governance of the company, the gap between the company’s
corporate governance and the Code, and the reasons for the gap; and (iii) specific plans and mea-
sures to improve corporate governance.  Under the Code, the secretary of the board of directors is in
charge of information disclosure, including formulating rules for information disclosure, contacting
shareholders, and providing disclosure to investors. The board of directors and management are
required to actively support the secretary’s work and no person is allowed to interfere with such
disclosure.

In August 2001, CSRC issued Guidelines for Introducing Independent Directors to the Board of Direc-
tors of Listed Companies (“Guidelines”). Among other things, the Guidelines require that at least one
of the independent directors be an accounting professional. By 30 June 2002, at least two members
of the board are required to be independent directors and by 30 June 2003, at least one third of the
board is required to include independent directors. All independent directors and nominees for
independent directors are required to take part in related training organized by CSRC and its autho-
rized institutions in accordance with CSRC requirements. The Guidelines clarify the “indepen-
dence” requirement and provide CSRC with the power, after notification, to object to the classifica-
tion of a director as “independent.” Independent directors are responsible for, among others,
expressing an independent opinion to the board of directors on major events occurring in the listed
company. The requirement for independent directors created a demand for qualified directors for
listed issuers. By offering training courses on the role and responsibilities of directors, CSRC hopes
to create a pool of qualified candidates. The training of such directors intensified in 2001 with ADB
assistance.

On 28 April 2003, CSRC helped develop and launch the China Corporate Governance Index
(CCGINX) for public companies. The CCGINX was codeveloped by Nanka University Corporate
Governance Research Center, Exchanges, financial institutions, and public companies.

CSRC has 3–level regulatory structure consisting of CSRC headquarters at the top, 9 regional
offices, 25 special inspection offices (local offices), and 2 other offices under the direct supervision
of CSRC headquarters.  An enforcement bureau has been set up in each of the 9 regional offices.

Under the current legal framework, CSRC does not appear to have adequate enforcement
powers. For example, CSRC may not be able to compel cooperation from suspects or witnesses or
inspect bank accounts of individuals or registration documents of companies and other enterprises
that are overseen by another government institution. CSRC’s task in overseeing the securities
market is also influenced by the fact that in many instances central and local government units are
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major shareholders of listed companies and owners of securities intermediaries. Many do not
know how to act as a majority shareholder and often confuse their role as stockowner and regula-
tor, leading to heavy interference.

65
ADB has provided six TAs to help support capital market development (ADB 1991, 1992, 1993, 1995b, 1998b, 1999d).

Box 8:

Development of a Civil Compensation System for Investors

Significant progress has been made to establish a civil compensation system to enable investors to
bring to court listed companies that have been judged by the China Securities Regulatory Commis-
sion (CSRC) to have committed fraud in their disclosure of information for listing. Earlier CSRC
efforts to sanction such actions did not address shareholder issues. For example, in the case of PT
Chengdu Hongguang (PTCH), the first public company in the PRC that showed a loss within 6
months after listing, a CSRC investigation found that PTCH had falsely disclosed more than CNY540
million ($65.24 million) in profits for prior years to qualify for listing when in fact the company had
suffered huge losses. After listing, the company used more than 80% of the proceeds raised to pay off
its debts rather than in accordance with the stated purpose as disclosed in the prospectus. In another
case against Yinguangxia, CSRC found that this company had provided manufactured sales rev-
enues in its export business of nearly CNY1.5 billion ($181.2 million) from 1998 to 2001 in order
to receive a listing.

These two cases gave rise to unsuccessful shareholder suits in 1998 after plummeting sale prices
made investments in these companies almost worthless. Based on difficulties in proving fraud, the
absence of procedures for bringing such cases to court, and the unfamiliarity of judges in this area,
these cases were not successfully resolved. To clarify procedural issues, in January 2002, the Supreme
People’s Court (SPC) issued the “Questions Concerning the Acceptance of Civil Tort Dispute Cases
Arising from Misrepresentation in the Securities Market” Circular. As a result of such circular, more
than 900 shareholder suits were filed in 2002. However, based on failure of this Circular to resolve
key issues (elements of proof, loss calculation), only two of these cases were resolved by way of
settlement. Subsequently, to address these key issues, SPC issued a new circular on 9 January 2003
entitled “Trial of Civil Damage Cases Arising from Misrepresentation in the Securities Market Sev-
eral Provisions” that became effective in February (China Law and Practice 2003d).

d. Major Impediments to Capital Market Growth

As discussed, several fundamental structural problems exist, that impede development of the
capital market, including the segregation of the A and B share markets, the state’s domination in
market capitalization and nontradability of its SOE shares, and retail investor bias. Weakness in
regulation and market compliance and surveillance, and the perception of  widespread manipula-
tion and insider trading, have encouraged a high degree of volatility and market segmentation.
Market intermediaries do not have access to financing and operate without adequate safeguards
and internal risk management systems. Prior to settlement, clients are exposed to risks including
broker insolvency, fraud within the broker’s office, and funds and securities being illegally used for
other activities. Settlement systems for equity securities are not sufficiently flexible to assist the
future development of markets. The Exchanges do not play a critical role in listing, surveillance,
and enforcement. ADB provided TA to CSRC in 2001, which culminated in recommendations
to address these concerns.65
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e. Bond Market

Although the PRC bond market has grown enormously from about $70 billion in 1994 to
$261 billion in 2000 (Fabella and Madhur 2003), bonds are the least developed part of the PRC
capital market.66  In terms of regulatory framework, market infrastructure, secondary market li-
quidity and the government bond market yield curve, the PRC bond market has a long way to go.

66
Disaggregated data not available for 1994. In 1995, government bonds and corporate bonds comprised CNY491 billion ($59 billion) and CNY64.7billion ($8
billion), respectively, of outstanding domestic debt. In 2000, government bonds and corporate bonds accounted for CNY2040.3 billion ($246 billion) and
CNY86.2 ($10 billion), respectively, of outstanding domestic debt (Figure 4).

67
Preliminary data on Treasury bond issuance for 2002 is estimated at Y606 billion ($73 billion).

Currently, government bonds (treasury and policy bonds) account for about 96% of outstand-
ing debt.  Although the PRC raises capital in the international debt market from time to time, it
lacks an integrated domestic government securities market. A regular issuance program would
help establish a reliable US dollar benchmark yield curve for the PRC and help other potential
bond issuers, including enterprises, raise funds at a lower cost domestically.  Bonds have been
issued in recent years to finance infrastructure projects, pump priming, social welfare programs,
and cover budgetary shortfalls (Green and Wall 2000). Domestic government bond issuance grew
from CNY291 billion ($35 billion) in 1996 to CNY747 billion in 2001 ($90 billion)67  (Figure 5).

The market for corporate bonds is very small. While equity market capitalization was about
37.4% of GDP in 2002 (FIBV 2003), corporate bonds outstanding amount to less than 1% of
GDP.  During 1993–2000, annual proceeds for corporate bonds averaged CNY16.93 billion
($2.45 billion). The CNY14.7 billion ($1.21 billion) issued in bonds in 2001 was insignificant
compared with the CNY100 billion ($12.08 billion) raised through equities.  Thirteen corpo-
rate bonds are currently listed on the Exchanges with a market capitalization of CNY22.85
billion ($2.76 billion). The total trading volume of corporate bonds in 2001 was CNY41.45
billion ($1.38 billion) compared with CNY3.32 trillion ($40.35 billion) traded in the A share
market (Kaiguo 2002).

In the first 11 months of 2002, corporate bond issuance reached CNY23.5 billion, an increase
of 60% over 2001. The largest corporate bond issue of the year, and a historical record in the PRC,
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was a bond sale by telecommunications company, China Mobile (Hong Kong) in November 2002
worth CNY8 billion ($ 966.5 million). The Export-Import Bank of China sold CNY5.5 billion
($664.4 million) in 10-year bonds in the same month. In June 2002, the State Power Corp. raised
CNY4 billion ($483.3 million) in an issue on the SZE, and Shenzhen Wanke raised CNY1.5 billion
($181.2 million) in convertible bonds. Some companies are also tapping the overseas debt market.

68
See discussion in Section IV.A.1.a  on changes in the regulatory framework for the banking sector.
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Figure 5: PRC Government and Corporate Bond Issuance

(1996–2001)

There are two secondary bond markets in the PRC: the exchange bond market and the inter-
bank bond market. Up and until August 1997, when banks were prohibited from trading on the
Exchanges and the interbank bond market developed, commercial banks traded repurchase con-
tracts (repos). Trading in repos provided a way for securities firms to obtain long-term loans from
banks, while formal loans were prohibited. The interbank market became the largest issuance and
trading market for government bonds, as well as financial and policy bonds. In 1999, PBOC
allowed qualified securities companies and incumbent management companies to participate in
the interbank market. These markets currently compete with each other and are regulated by
different government bodies. PBOC has been overseeing the financial bond market and the inter-
bank bond market, the Treasury manages the treasury bond market and corporate bonds, and
CSRC manages convertible bonds and exchange traded bonds.68

Developing the bond market is crucial to tapping into the PRC’s massive domestic savings and
matching savings to its large infrastructure needs (World Bank 1997).  A developed corporate
bond market will help mitigate currency and savings mismatches, reduce borrowing costs, and
promote development of a derivatives market.  In many Asian developing countries, bank loans
and corporate bonds are likely to be complementary to each other for financing economic devel-
opment (Yoshitomi and Shirai 2001).
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Several constraints impede development of this market. First, preferential treatment is given to

the treasury bond and equity markets. The process of issuing corporate and enterprise bonds is
merit based and the issuance of such bonds is closely tied to the credit allocation system previously
administered by SDPC.69  To ensure the successful issuance of treasury bonds, the Government
allows only corporate bonds to be issued after the issuance of treasury bonds. Under the Regula-
tions on Corporate Bonds adopted in 1993, SDPC worked out the annual issuance quota for
corporate bonds according to the situation of the macro economy, fiscal and monetary policy,
sector development, and securities market development. The quota is allocated to different minis-
tries, local governments, and different sectors under administration and monitoring by PBOC.
Since all corporate bond issuers are large key enterprises with support from the Government,
which assumes the risk of default, the Government imposes rigorous restrictions on the issuer,
bond rate, and quota.

Based on the multiplicity of regulators, the issuance procedures for corporate bonds are overly
complex. Potential issuers are faced with a segmented regulatory structure requiring multiple ap-
provals at the local and national levels of government.  These multiple approvals may significantly
delay (up to 1 year) the issuance of corporate bonds, which is not conducive to the development of
a vibrant bond market.

There is no reliable credit rating system, the industry is overconcentrated, there is a weak
connection between ratings and interest rates, and there is a lack of independence. Credit rating
agencies are affiliated with government institutions or PBOC, making it difficult for them to
provide an adequate picture of the corporate credit status and potential risks or the quality of the
corporate bond.  An effective rating system needs to be developed and regulation needs to be
strengthened to ensure investor protection and promote the development of the bond market.

The pricing mechanism does not work well. There is no benchmark yield curve in treasury
bills and government bonds. A majority of corporate bonds are priced based on treasury bonds
according to different maturities. MOF issues bonds at a fixed spread above interest rates on bank
deposits of similar maturity, rather than at market-determined interest rates. Credit rating, oper-
ating conditions, and debt paying ability are not reflected. Moreover, as discussed in Section
IV.A.1.c, interest rates are still subject to administrative control.

There is no effective security mechanism for debt repayment in the PRC. The collateral mecha-
nism is ineffective because most enterprises pledge fixed assets as collateral, which are illiquid.  The
supervisory system for the corporate bond market also needs to be strengthened. Better informa-
tion disclosure by issuers, a risk alarm system for debt payment, and a trustee system where the
debtor cannot pay should be incorporated into the regulatory framework. Market infrastructure
for the trading, payment, and settlement system for debt securities also needs to be strengthened.

f. Asset–Backed Securities

The demand for capital in the PRC is enormous and increasing. Asset securitization, which
transforms illiquid assets into freely tradable liquid assets, provides an alternative method for
raising capital.  The PRC has passed targeted laws and regulations to facilitate the securitization of
large infrastructure projects (highways, project finance). For example, the National Highway Law
facilitated the financing and development of road construction and maintenance (Kong 1998).

In April 1997, the PRC issued its first asset backed security. China Ocean Shipping Company
(COSCO), an SOE, completed an asset backed securitization transaction that securitized its future
shipping revenues derived from overseas operations (Kong 1998). Other securitized investment prod-
ucts have not quickly developed in the PRC due primarily to gaps in the legal and institutional
infrastructure, tax policy, absence of credit insurance and guarantees, and administrative control of
interest rates. In addition, every stage of the transaction requires approval from various government

69
Note that convertible bonds, which are under CSRC jurisdiction, may be issued by listed companies without going through the credit allocation process.
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bodies (e.g., SAFE, SDPC, MOF, MOFTEC, and PBOC). If the originator is state owned, any
sale of assets to a special purpose vehicle established outside the PRC also requires approval from
its governing authority or the State Asset Administration Bureau (Kothari 2003).

Although there is great potential for a mortgage-backed securities market in the PRC to
provide housing finance alternatives, there are several issues, in addition to above-mentioned
impediments, that need to be addressed before this market can be fully developed. The need for
housing will continue to increase based on government pronouncements (in 1999) that all vacant
residential housing units built after 1 January 1999 would be sold, not allocated, and the ongoing
growth in the world’s largest population.70

The housing mortgage system in the PRC is very new.  On average, only 6–7%71 of a commercial
bank’s portfolio is in mortgage loans in contrast to more than 30% for commercial banks in the US.
In 2002, loans for individual housing were CNY825.8 billion ($99.8 billion), an increase of CNY267.1
billion ($32.3 billion) or 47.8% over the previous year (National Bureau of Statistics 2003).

Currently, the mortgage loan market in the PRC lacks standardization. Other problems relate
to unclear title and ownership of property, and absence of a central registration and collateral
system, secondary housing market, and mortgage insurance.

Several cities have adopted a legal framework to provide guidance for mortgage processing on
real estate. In Guangzhou, the local government published regulations on mortgages and required
domestic mortgage lenders to be regulated by PBOC. In 1998, the Shanghai Housing Authority
announced the establishment of a mortgage-backed securities program, involving a central agency as
both mortgage broker and guarantor.

g. Collective Investment Funds

As of end–January 2003, the PRC had 54 closed-end and 17 open-end mutual funds managed
by 17 fund management companies that held assets of more than CNY130 billion ($15.7 billion).
Current funds under management comprise only about 20% of the assets in the PRC’s insurance
sector, and only about 1% of the assets in the PRC’s banking system (Economist Intelligence
Unit 2003)

The PRC’s largest fund managers, ranked by market share in total funds under management as
of end–June 2002, are China Asset Management (11.3%), China Southern Fund Management
(10.2%), and Hua’an Fund Management (10.1%). Large, well-known funds include the Jintai
Fund, the Kaiyuan Fund, and the Xinghua Fund.

The mutual fund industry was largely unregulated until the adoption of the Investment Law
in December 1997. The law requires funds to (i) have a minimum capital of CNY200 million; (ii)
have no more than 10% of a fund invested in any one company, and no more than 10% of a
particular company’s stock held by a fund; (iii) invest at least 80% of fund assets in equities and
bonds; and (iv) invest at least 20% of fund assets in treasury bonds.

In October 1999, CIRC permitted foreign-funded insurance companies in the PRC to buy
units in mutual funds, thereby permitting indirect investment in the A-share market. In October
2002, CIRC approved the PRC’s first JV fund management company, Guo’an Fund Management.
This JV, with a registered capital of CNY100 million, is 67% owned by Guotai Junan Securities,
with the balance held by Allianz of Germany. China Merchants Fund Management, a Sino-Dutch
JV,72  gained approval shortly afterward and commenced operations in December 2002.

70
See www.ChinaBig.com, discussion on the real estate market in China.

71
Staff estimate.

72
China Merchants Securities own 10% of the venture, ING of the Netherlands owns 30%, and China Electric Financial Affairs, China Huaneng Financial Affairs
and COSCO Financial Affairs each hold 10%.
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Venture capitalists provide equity financing to private companies with rapid growth potential
and serve as an alternative financing vehicle for SMEs. International experience demonstrates that
companies backed by VC historically have produced a disproportionate share of new jobs, particu-
larly well-paid and highly skilled jobs (Nuechterlein 2000).

The PRC has approximately 100 domestic venture centers nationwide and 3,600 companies
are currently under incubation. According to MOST, the PRC also has 92 foreign VC investment
corporations, with $1.2 billion in funds, of which about $300 million has been invested in the
PRC and abroad. The top five domestic VC firms by amount of funds, as of end 2002, are First
Eastern Investment Group ($378 million), Asia Strategic Investments ($305 million), Shenzhen
Capital Group ($250 million), BOCI Direct Investment Management ($150 million), and China
Merchants China Investment Management ($134 million). The largest foreign VC firms include
Walden International ($1,900 million), H&Q Asia Pacific ($1,800 million), Newbridge Capital
($1,221 million), AsiaVest Partners, TCW/YFY ($710 million), and IDG Technology Venture
Investment ($500 million). Box 9 presents an overview of the VC industry in the PRC.73

Box 9:

Overview of the Venture Capital Industry in the PRC

• March 1985. The Communist Party releases a new policy statement, the Reform of Science and
Technology Systems Decision, setting up venture capital (VC) firms to promote the high-tech
industry.

• September 1985. China Venturetech, the first PRC VC company, is set up with support of the
Ministry of Science and Technology (MOST).

• 1987. The Wuhan East Lake High-Tech Development Zone Venture Center is set up with the
help of the UN Science and Technology Promotion and Development Fund.

• 1988: China Venturetech closed.

• Late 1990s. International VC funds enter the PRC’s VC market.

• March 1999. A group to draft an investment fund law is formally established, headed by Mr. Li
Yining (an economist who also drafted the Securities Law) and members including the National
People’s Congress, State Development Planning Commission , MOST, and China Securities
Regulatory Commission (CSRC).

• March 2000. CSRC announces that the quota system for choosing listings will be abolished and
underwriters will determine the pricing and timing of new issues instead of the state.

• 2001. The Provisional Regulation on Establishing Foreign-Invested VC Investment Enterprises
is adopted, encouraging foreign investors to invest in high-tech industries and help develop the
VC market.

73
The Government has encouraged investment in technology-based business ventures through the establishment of 53 national high-technology zones and VC
funds.

Several structural obstacles, including the absence of an enabling legal and regulatory frame-
work, hinder the development of domestic and foreign VC funds. The structural obstacles are
fourfold: (i) limited availability of VC resources for both seed money and subsequent funds due in
part to underdeveloped legal mechanisms to channel savings into funds and lack of long-term
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investors such as pension and mutual funds; (ii) limited pool of venture capitalists with fund
management capability; (iii) lack of a reliable exit mechanism and restrictions; and (iv) legal ob-
stacles and inconsistency of laws and regulations.

Most observers agree that the lack of a reliable exit mechanism is the biggest restraint to the
development of VC in the PRC.  There are no channels for a venture capitalist to cash out of its
investment through an IPO or other exist mechanism after a certain period (usually 3–7 years after
its initial investment), when the company has reached a sufficient level of maturity.  As discussed
in Section IV.A.2, the PRC capital market is underdeveloped. The Government recently dropped
the much-expected establishment of the equivalent to the National Association of Securities Deal-
ers Automated Quotation system in the PRC for SMEs with small capitalization and short oper-
ating history. This was a major blow for the VC industry.

Relevant laws impose significant limitations on a VC’s ability to sell portfolio investments.
Investors who are shareholders prior to an IPO are required to hold their shares for an extended
lockup period following the IPO, generally 3 years. This compares with an international lockup
period of 6 months and has been cited as a serious problem that forces investors to organize
outside of the PRC. In addition, the Company Law does not provide the rights necessary for exit
strategies (piggyback rights, demand registration rights, tag-along rights, drag-along rights, and
tender rights upon change in control) (ADB 2002d). The purchase of shares by the issuing corpo-
ration and their cancellation is also subject to the consent of other shareholders and the creditors
of the corporation.

Other legal obstacles include (i) weak IPRs protection that prevents high-tech start-up companies
from developing (Box 6); (ii) restrictions on share transfer and issuance of bond and multiple classes of
stocks such as preferred stocks, which is not clearly provided for in relevant laws; (iii) lack of certainty
of the status of employee incentive schemes, such as stock options and rights issuances to retain key
employees under the Company Law; and (iv) inability to establish a VC as a limited liability partner-
ship which, through its pass-through tax treatment, usually eliminates double tax issues and reduces the
liability exposure of limited partners.74  Although new rules adopted to incorporate the WTO accession
agreement allow foreign firms to take up to a 33% stake in fund management companies, high paid-up
capital requirements for foreign partners ($36.25 million) may discourage investment (Section IV.A.2.
Capital Markets and Box 3).

Some improvements have been made in the enabling environment for venture capitalists dur-
ing the past few years, including abolition of the quota system for IPOs in 1999 and the ability of
underwriters to determine the pricing and timing of new listings in 2000. This is a major step for
CSRC to depart from its original role of mobilizing financing for SOEs and diversifying their
ownership. However, in practice there continues to be a bias in favor of listing large-scale SOEs as
a way of reforming the state-owned sector. Other obstacles cited by foreign investors include (i)
high capital requirements to obtain listings; (ii) inability of foreign investors to obtain foreign
currency upon the sales of their shares on the Exchanges; and (iii) the difficulty that companies
face in carrying out share buybacks. Some experts have pointed out that inconsistencies in the
Provisional Regulation on Establishing Foreign-Invested Venture Capital Investment Enterprises
(adopted in August 2001) and existing laws, such as the Company Law, and Article 30 of the
Provisional Regulation, which provides that state bodies will be the agencies responsible for the
Regulation’s interpretation, could lead to possible inconsistencies if different interpretations are
presented by each ministry (China International Business 2002).

New Rules on Administration of Foreign Invested Venture Capital Enterprises were published
on 8 February 2003. These rules require additional disclosure about fund organization and con-
trol of the investment process and impose international standards in the operation of PRC private
equity funds (China Law and Practice 2003c).

74
Article 2 of the PRC Partnership Enterprise Law provides that the name of a partnership cannot contain the words “limited” or “unlimited,” and Article 8 states
that all partners shall bear unlimited liability.



��
�
�

��
�
�

�
��

�
�

�
�

�
��

�
�
�
�
�
	

�



�
��

�
�

�
�
�
��

��
�
�
�

�
�
��

��
�
��

�
�


�
&� �������

Leasing plays a role as alternative financing vehicle for SMEs in many emerging markets.75

With an appropriate legal and regulatory framework in place, leasing can play a significant role in
developing the SME sector.

Several factors have contributed to the development of the leasing industry in emerging mar-
kets. First, because leasing companies focus on the lessee’s ability to generate cash flow for the lease
payment, rather than relying on credit history, assets or capital base, a new SME can access lease
financing more easily than bank loans. Also, leasing contracts can be structured more flexibly than
bank loans to meet the cash flow needs of the lessee. Second, leasing has fewer formal require-
ments and therefore speedy processing is possible. Third, if properly regulated, SMEs can benefit
from tax incentives. In many countries lessees can offset their full lease payments against income
before tax, compared with just the interest on bank loans. Fourth, leasing can have a developmen-
tal impact by enabling new small companies to access financing for investment and for industries
and enterprises to introduce new concepts such as cash flow-based credit analysis. Repossession is
also a significant benefit of leasing. Repossession is easier than foreclosure and makes the lessor less
dependent on the judicial system for restitution.

In the PRC, JV finance leasing companies had lackluster performances during the 1980s.
Many JV leasing ventures turned into costly failures. The resulting bad debt write-offs reached
about $800 million (Harner 2000). The performance of domestic leasing firms was even worse.
In addition to the problem of rent arrears, the PRC has no leasing law, accounting standards are
unclear, appropriate tax incentives are not in place, and funding is an ongoing concern.

PBOC announced the Rules for the Management of Finance Leasing Companies in July
2000 to revive the leasing industry. The new rules encourage FDI to bring in foreign leasing
expertise as technical partners for JVs and also allow leasing companies to invest in marketable
securities, make working capital loans to lessees, and invest in shares of financial institutions.
The latter implies that foreign invested leasing companies could become specialized financing
units within bank groups, and be included under financial holding companies or within group
finance companies.

In September 2001, MOFTEC issued regulations for foreign-invested leasing companies. These
new regulations require all foreign-funded leasing concerns to be organized as limited liability
companies and classified as financial leasing or nonfinancial leasing companies. A financial leasing
company is required to have a minimum registered capital of $20 million, no less than 20% of
which must be contributed by a PRC partner. For nonfinancial leasing firms, the minimum amount
of registered capital is $5 million, 20% of which should come from its PRC founder.

As of end–2002, there were 42 JV leasing companies, 15 domestic financial leasing compa-
nies, and some 300 nonbank financial institutions that were exclusively or partially engaged in
leasing (Economist Intelligence Unit 2003). Some foreign JVs involved in leasing include China
International Leasing (owned jointly by Japan’s Mitsui Bussan and China Investment Bank), China
Universal Leasing (co-owned by Bank of China’s Orient Trust and Investment Corporation, Japan
Sanwa Bank, and Germany’s Dresdner Bank), and China International Non-Ferrous Metals Leas-
ing (a JV between Industrial and Commercial Bank of China [ICBC] and several European banks).

75
The benefits from the perspective of the lessee, leasing companies, and the Government are discussed in IFC 1996a.
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a. Background

In 1984, the State Council separated the state–run People’s Insurance Company of China
(PICC) from PBOC. From 1984 to 1998, PBOC permitted the establishment of more than 10
domestic insurance companies. In 1996, PICC was restructured into three independent insurance
companies (China Life Insurance, China Property Insurance, and China Reinsurance Corp.). In
1996, foreign insurance companies were invited to assist the PRC develop the domestic insurance
market by training local staff, hosting symposiums, supporting insurance education, and investing
(Korner 2002).

As of 2001, 35 insurance companies were in operation, 21 of which were foreign invested
insurance companies. Although there were more than 200 representative offices of foreign insurers
in the PRC, such offices were not permitted to conduct business. Due to limitations on branches,
along with geographical restrictions especially for foreign companies, the nonlife insurance market
remained dominated by PICC (78%), followed by China Pacific (11%), Ping An (8%), and Hua
Tai (1%); and the life insurance sector by China Life (70%), Ping An (Life) (20%), China Pacific
(Life) (7.6%), and New China Life (1.2%).

In 2002, the three largest life insurers, China Life, Ping An, and CPIC, continued to dominate
with a market share of 91.1%, down slightly from 95.2% in 2001 (Table 20). In the property
segment, the top three insurers (PICC, CPIC Property, and Ping An [Property]) control a com-
bined share of 94.8%, compared with 96.2% in 2001. The combined share of foreign and JV
companies is now estimated at just 2% but is expected to grow dramatically in the years ahead,
given PRC’s WTO accession (Section IV.A.7. Impact of WTO Accession on the Financial Sector).

Table 20: Top Five Insurance Companies Ranked by Premium Income in 2001
(CNY billion)
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As reflected in Table 21, insurance premiums rose 44.7% in 2002 to CNY305.3 billion ($36.88

billion). Life insurance premiums grew by 59.8% to CNY227.5 billion ($27.48 billion), while
nonlife insurance grew by 13.6% to CNY77.8 billion ($9.4 billion).

Table 21: The PRC Insurance Market: Total Premium Paid
(CNY billion)
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Actuarial services are developing but have a long way to go before they are equivalent to the
services provided in more developed markets. Reinsurance arrangements in the PRC are not well
developed nor well understood. As a result, there is only one domestic reinsurance company in the
PRC, China Reinsurance Corporation.

The agreements on accession to the WTO signed in 1999 and 2000 with the US and the EU
represent significant progress and have had a significant impact on market entry by foreign insur-
ers (Box 3 and Section IV.A.7. Impact of WTO Accession on the Financial Sector). By December
2002, 33 foreign insurers including 20 JVs and 13 branches of foreign firms had been approved to
operate in the PRC. CIRC approved the bid by Italy’s largest insurance company, Assicurazioni
Generali, and China Petroleum Finance Company, a subsidiary of China National Petroleum
Corporation, to establish a 50-50 JV Generali China Life Insurance with an initial capital of
about $25 million and a sales force of 500 agents (People’s Daily 2003). This was the first JV that
was granted an operating license after the PRC’s WTO accession. In January 2003, Aon Corpora-
tion, a Chicago-based insurance company, received the first full license to operate an insurance
brokerage business in the PRC. GAB Robins Group also received CIRC approval to establish a
wholly foreign-owned insurance appraisal company in Shanghai (People’s Daily 2003).

b. Regulatory Framework

Although the insurance industry began to develop in 1984, there was no legal framework
until 1985 when the State Council issued the Provisional Stipulations of Insurance Enterprise
Administration. In 1995, the Insurance Law of China was adopted. This Law reflects interna-
tional standards of regulation, attempts to clarify the basic principles of insurance contracts, draws
a line between social and commercial insurance, establishes the principles of minimum protection
for an insured person, and defines the legal status of insurance brokers.

In February 2002, the Administrative Regulations for Foreign Invested Insurance Companies
were adopted to clarify qualification requirements for foreign insurers wishing to do business in
the PRC. These include at least 30 years experience abroad, operation of a representative office
inside the PRC for at least 2 years, and total assets of more than $5 billion at the end of the year
prior to application. These regulations include a minimum capital requirement of CNY200 mil-
lion ($24.16 million) applicable to foreign-owned insurers, JV insurers, and branches of foreign
insurers with headquarters overseas.

The Insurance Law was amended in October 2002 to ensure a level playing field for foreign,
domestic, and JV insurance companies. The amended law, which took effect in January 2003,
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includes provisions that broaden the scope of insurance businesses, introduce more product de-
signs, and promote competition.

The CIRC oversees regulation of the insurance market. The CIRC was established in 1998 out
of the regulatory apparatus of PBOC and is staffed mainly with ex-PICC employees.  By 2000,
CIRC had established branches in more than 30 provinces, regions, and municipalities (Allison
2001). ADB provided TA to CIRC to help prepare regulations and policies covering the regulation,
organization, operation, and market behavior of insurance companies and the management of insur-
ance intermediaries (ADB 2002f). The TA also helped CIRC address issues related to WTO entry
and eventual liberalization of the insurance sector.

#� ��+��,� � 	�)���:��)��+����)���

a. Background

Inadequate credit to farmers and the agriculture sector has been a major problem in the PRC.
Approximately 70% of the population of the PRC lives in the countryside and most commercial
banks have closed down their rural branches. Rotational savings and credit associations, otherwise
known as rural credit foundations (hui’s), developed rapidly in the 1980s to meet demands for
credit in rural areas. Their loan portfolios were more than four times that of the formal financial
sector in 1998, just before PBOC ordered them to close or merge with RCCs for financial pru-
dence. Their members were farmers and small businessmen who were willing to pay interest rates
that were two to three times the official interest rate.

Currently, only RCCs operate in rural areas and have been estimated by some to have NPLs as
high as 60%. To enhance the quality of lending and reduce the number of NPLs, RCCs began to
apply strict credit quality control systems that required loans to be collateralized.  However, since
the housing of farmers cannot be used as collateral, it was difficult for farmers to obtain credit
from RCCs.

With the support of international financial institutions, more than 300 microcredit pilot projects
have been implemented in the PRC to help convince PBOC that farmers can maintain good
credit without collateral if appropriate mechanisms are applied.  However, a majority of these
projects have been implemented under a flawed environment with three fundamental issues influ-
encing their sustainability. First, the vast majority of microfinance projects have no proper legal
status. Other than the few that are operated through formal financial institutions (the Agricultural
Bank of China [ABC] and RCCs), microfinance schemes are illegal, but tolerated by the Govern-
ment because of the possible utility of these projects in poverty reduction. In the absence of a legal
basis for microfinance, these projects are subject to changes in government policy and sudden
closure of operations.  Second, there is no liberalized interest rate regime in which microfinance
projects can operate on a sustainable basis, charging interest rates based on expected costs.77  Third,
microfinance pilot projects for the most part are exclusively microcredit, which limits their ability
to grow and proliferate.

Problems have also been experienced with RCCs that have been mandated by the State Coun-
cil to allocate more than half of their credit to farmers. In practice, this has proven to be difficult
to realize because nonfinancial transaction costs for farmers are high and RCCs prefer to make
larger loans to better-off farmers and enterprises.  Other issues include weak management in terms
of internal policies, procedures, systems and corporate culture, and the use of joint liability groups
for production lending to relatively better-off farmers, not necessarily for the poor, the intended
target for microfinance.

76
This section is based on the ADB. 2000. Technical Assistance to the PRC for a Study on Ways to Support Rural Poverty Reduction Projects. Manila.

77
See discussion in Section IV.A.1.c. Regulation of Interest Rates (China Daily 2002).
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ADB is providing technical assistance to help PBOC develop a forward-looking and comprehensive legal framework for the banking sector (ADB 2002i).

Although legally allowed to conduct microfinance operations, ABC has not proven to be
effective in microfinance delivery. Due to its historical involvement in the Government’s subsi-
dized lending program for poverty reduction (except for the period 1995–1998 when such func-
tions were transferred to the Agricultural Development Bank of China), ABC has been character-
ized by a lack of autonomy and poor credit discipline in its microcredit loan portfolio. As com-
mercial orientation has been emphasized in banking sector reforms, ABC management and staff
are reluctant to lend to the rural poor since microcredit is not viewed as a viable commercial
business and ABC is undergoing a transformation into a regular commercial bank.

Since May 2001, PBOC has conducted a pilot project on microcredit implemented by RCCs
in Wuyuan county, Jiangxi Province. By end-June 2002, more than CNY220 million ($27 mil-
lion) was lent to 40,750 households (60% of farmers). The loan recovery rate was as high as 95%.
The interest rate charged by the microcredit program is about 30% higher than the lending rate
set by PBOC.  RCCs that do not have enough money to run the microcredit program can receive
funds from the PBOC window.  Many provinces in the PRC are implementing such programs.
The medium- to long-term objective of these programs is to reach 60% of farmers or about 110
million rural households. By end–June 2002, more than 55 million households (30% of farmers)
received a microcredit loan and the total microcredit lending reached CNY70 billion ($8.4 billion).

These pilot microfinance schemes have demonstrated the relevance and viability of
microfinance in the PRC and their effectiveness in reaching the poorest of the poor.  However,
these projects need to be provided with a legal status to be able to deliver services more effec-
tively and sustainably. The PRC needs to decide how to implement the lessons learned from its
experience of using microfinance in its poverty reduction program, particularly during the last
5 years. Institutional and policy barriers to development, identified above, need to be addressed.

$� �,*�)���+�<����))�������������������)�� �	�)���

WTO commitments in the financial sector, especially those in the banking and insurance
sectors, will place significant competitive pressures on domestic enterprises. Under the WTO
schedule (Box 3), the PRC banking sector is gradually opening up to foreign participants. Foreign
banks will be allowed to offer business in local currency to local corporate clients within 2 years
after WTO accession and conduct full domestic currency operations 5 years after accession. For-
eign banks may also gradually expand the number of cities where they can conduct local currency
business. New licenses should be granted to foreign banks based on prudential criteria, with no
limits on the number of licenses or other restrictions like economic needs tests.

Domestic banks have a 5-year adjustment period to meet WTO challenges. This requires
accelerating reforms to restructure SOCBs to align reward and incentive systems for commercial
management, improve corporate governance, intensify efforts to tackle NPLs, strengthen private
commercial banks to support the nonstate sector, particularly SMEs, and create a conducive legal
and enabling environment78  (Appendix 8 has a more in-depth analysis on the projected impact of
WTO accession on this sector).

The PRC’s WTO commitments in the capital markets sector are more limited. They allow the
establishment of JV fund management firms on accession to WTO. The foreign party may ini-
tially own 33% of the JV, which may rise to 49% 3 years after accession. JVs may manage domes-
tic funds. JV securities companies may also be established. However, foreign party ownership is
also limited to 33% of such companies. The agreement does not state how many licenses will be
granted, a timetable of when these licenses will be granted, or make the application process trans-
parent (Green and Wall 2000).
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The PRC’s WTO commitments in the insurance sector are broad and significant. Under the
WTO schedule, foreign players will be allowed to expand into group, health, and pension lines
of insurance within 5 years for the US and 2 years for the EU. Geographical limitations will be
limited. As of December 2001, nonlife companies are allowed to provide master policies (if
headquarters of the insured are located within the insured’s licensed city) and large-scale risks
without geographic restrictions. Foreign life insurance providers are limited to no more than 50%
equity but can sell group products and pension products 3 years after accession. Foreign insurance
brokers are allowed to form JVs now and transition to wholly owned operations by December
2006. The PRC has also agreed to award licenses solely based on prudential criteria, with no
economic needs test or quantifiable limits on the number of licenses issued.
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Private sector financing for infrastructure reduces the fiscal burden on the Government, low-
ers the costs of providing infrastructure services by introducing competition and providing mar-
ket-based incentives to encourage efficiency improvements, and helps better allocate and mitigate
investment risks between the public and private sectors. The private sector brings capital, manage-
rial expertise, and technological innovation, and thus facilitates improved infrastructure and capi-
tal market development.

Although enormous investments were channeled into infrastructure over the past 2 decades,
only in the late 1980s and early 1990s did the Government begin to allow private investment. In
the early 1990s, private sector infrastructure financing reached 12% of the total annual invest-
ment. However, from 1990 to 2000, investments in private infrastructure projects totaled $44
billion, accounting for less than 10% of the total annual investment.

Foreign investors tend to shy away from infrastructure projects because they find themselves
negotiating with both the Central Government and the provinces and the procedures are inconsis-
tent from one to the next (World Bank 2001c). Investors do not receive assurances on perfor-
mance obligations from their PRC counterparts and are deterred by the PRC’s underdeveloped
legal and regulatory system, although many of these issues are being resolved and legal and regu-
latory frameworks are being developed.  Notwithstanding these concerns, recent pricing reform,
especially for utilities, has made power investments more attractive. New financing techniques
have become available, often offered in conjunction with multilateral financial institutions.

So far there have only been a few competitively bid build-operate-transfer (BOT) projects that
were financed on a limited recourse basis and involved no financial guarantees from either central
or local governments.  Under these concessional projects, the Government, as granting authority,
grants rights and responsibilities of operating a public service to a private company. The BOT
Chengdu Water Project is among the most prominent concessional and pilot BOT project, fol-
lowing BOT Circular (1995) and has been closely monitored by SDPC. This project was the first
BOT water supply project awarded through competitive bidding in the PRC and was developed
with ADB assistance (Box 10). One of the results is that water tariffs are lower than tariffs from
publicly owned water supply companies in Chengdu. The project mobilized more than $100
million without any fiscal support from either the central or local governments.

This project shows that the private sector can provide quality infrastructure services efficiently.
With experience and continued improvements in the legal and policy framework, the PRC can
and should take advantage of private sector participation in infrastructure financing. If conditions
are right, the private sector can help overcome infrastructure bottlenecks in the Western Region.
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The three main regulations granting operating rights for toll roads are (i) the Highway Law issued by NPC, (ii) the Notice of Strengthening the Administration
of Transfer of Infrastructure Assets issued by SDPC, and (iii) Measures of Transfer of Operating Right of Highway with Compensation issued by the Ministry of
Construction.

Box 10:

Chengdu Generale des Eaux-Marubeni (Chengdu Water Supply Project)—1999

The Chengdu Water Supply Project was designed to provide bulk supply of treated water to the
capital city of Sichuan Province in the People’s Republic of China (PRC) under an 18-year build-
operate-transfer (BOT) contract.  Chengdu is the second largest city in the southwestern part of the
PRC and classified by the PRC Government as having serious water shortages.  The Project involved
the construction of a water treatment plant with a capacity of 400,000 cubic meters per day, two
water intakes, and a 27-kilometer transmission pipeline to the city.  The project sponsor is a consor-
tium of Vivendi from France and Marubeni Corporation from Japan.

The Project was developed with the assistance of the Asian Development Bank (ADB). As the first
BOT water supply project in the PRC, it would serve as a model for similar projects in other parts of
the PRC.  Through technical assistance support to the Chengdu Municipal Government, ADB
helped ensure that the basic elements of transparent bidding were observed, the lowest feasible tariff
was obtained, and that project fundamentals, such as tariff increases to enable cost recovery, were in
place.  The Project demonstrated that the BOT structure could be used at the municipal level and
funded externally without any central government guarantee.

ADB was instrumental in structuring the finance for the Project, estimated to cost $106.5 million.
In addition to its own direct loan of $26.5 million, ADB helped secure debt funding commitments
from seven commercial banks under ADB’s Complementary Financing Scheme ($21.5 million) and
under a guarantee facility from the European Investment Bank ($26.5 million).

Following approval by ADB and financial closing, the Project won four awards for excellence in
project finance in 1999 from four internationally recognized financial publications.  The London-
based Project Finance International cited the Project as the “Infrastructure Deal of the Year,” while
both the Hong Kong, China-based Financial Intelligence Agency and the International Financial
Law Review voted it as the “Project Finance Deal of the Year.”  The awards were given in recognition
of the Project’s innovative and superior financing structure that allowed international lenders to take
long-term municipal risk in the PRC for the first time.

a. Legal and Regulatory Framework for Private Participation in Infrastructure

Although the PRC has made substantial progress in issuing a series of laws, regulations, no-
tices, and circulars governing the legal framework (the Bidding Law, unified Contract Law,  Project
Finance Measures, and the BOT Circular) for private participation in infrastructure (PPI), work
still needs to be done in this area.

Relevant regulations, notices, circulars, and implementing rules are issued by agencies at both
the central and local levels. Many important and routine decisions are left to administrative authori-
ties, often with inconsistent results.  For instance, ADB conducted studies on the three main regula-
tions granting operating rights for toll roads and identified inconsistencies and contradictions.79

The BOT Circular of 1995, which clarified some unanswered issues concerning PPI under
previous laws, such as concession terms, granting authorities, convertibility of foreign currencies
and procurement, was considered a major breakthrough. The Circular was drafted as a limited
experiment and requires further refinement. Despite potential benefits, it is uncertain whether the
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Government will promote BOT types of projects as a major means of attracting private capital in
the future based on the availability of other funding options.

The World Bank’s recent report on PPI outlined possible directions that the PRC can take,
including (i) tightening existing laws and procedures without passing specific legislation on PPI;
(ii) codifying the BOT Circular into law; and (iii) adopting a new framework law covering a broad
range of models for PPI. The framework law is recommended as the most effective way to proceed.
The proposed framework law should

(i) establish a legal framework specifically for projects involving PPI and, with respect to
existing requirements that might apply and new requirements as they are adopted, clarify
which requirements take precedence when there is a conflict;

(ii) apply to all projects involving PPI and cover concessions, management and leasing con-
tracts, BOT, and so on;

(iii) emphasize the development and protection of basic contract rights for projects involving
PPI;

(iv) provide flexibility so that project terms are left for negotiation between the granting
authority and the investors (i.e., the BOT Circular prohibits domestic financial and
nonfinancial institutions from providing any guarantees for project financing);

(v) refer to model contracts to facilitate implementation, without obliging parties to use
those contract terms;

(vi) grandfather all existing projects to provide protection and certainty to existing investors;
and

(vii) be consistent with sector laws.

The approval process for PPI projects is cumbersome. According to the World Bank report,
the official review and approval process for an infrastructure project generally has three stages: (i)
project approval stage, (ii) project company approval stage, and (iii) operational approval stage. A
basic project approval process for pilot BOT projects requires 8 approvals from various agencies,
with each step further requiring smaller approvals, consultations, and filings with various agencies.
For non-BOT projects or projects initiated by local governments, the approval process is more
complex, requiring 12 approvals from various agencies, both central and local. The next step is to
establish a project company that could require 18 additional approvals, followed by more than 10
other approvals at the stage of operational approvals. In total, an infrastructure project could
require about 40 different approvals. The approval process continues even after the project starts,
through site inspections from numerous local government agencies. International experience shows
that cumbersome current approval processes can be streamlined by adopting “one-stop approval
shops” under which all relevant approvals can be handled.

Capacity building of local governments is essential for successfully formulating BOT projects.
Increasing PPI has put pressure on local governments to strengthen their capacity as granting
authorities (World Bank 2001c).  Due to the tender approach taken for BOT projects, local
governments are required to do a substantial amount of preparatory work, including preparation
of bidding documents, as opposed to the JV approach in which local governments can rely on
foreign partners for most of the time-consuming task of formulating the project. Given the
successful BOT Water Project in Chengdu (Box 10), ADB should provide further assistance to
the Central Government to establish a mechanism and ways to disseminate best practice to
other local governments.
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In the past 5 years, the PRC has invested close to $242 billion on infrastructure projects,
including 25,500 kilometers (km) of highway, of which 8,000 km are expressways. Another 4,000
km of trunk rail lines were built and 3,000 km of track were either rehabilitated, double tracked or
electrified (China Daily 2002l).

Of the total investment, approximately $62 billion has been raised through treasury bonds
while the rest has come from public coffers, funding agencies, private investors, and user charges.
However, the share of private capital is still very small. According to the World Bank, the share of
private capital investment in the road sector between 1990 and 2000 accounted for about 10%,
80% of which was invested in the coastal provinces. None of these investments involved “greenfield”
(start-up) projects with higher risks than “brownfield” (expansion or rehabilitation) projects.

The planned investment in the road sector is expected to increase road assets by a further
150,000 km over the next 5 years at a cost of about $115 billion. This includes several thousand
kms of high-capacity roads and expressways that form the National Trunk Highway System (NTHS),
costing approximately $34 billion. Revenue from user charges on the NTHS will likely cover less
than half the cost. Hence there is a need to mobilize nongovernment sources of funding to supple-
ment public sources. A major portion of the planned investment over the next 5 years will be in
the western provinces for development roads and class 1 and class 2 roads. Many of these will not
be suitable for private sector financing.

Modest private participation in the road sector in the past reflects several factors: (i) the nascent
development of the domestic capital market; (ii) unclear government policy on public and private
financing; (iii) evolving legal and regulatory environment; (iv) lack of transparency in the approval
process; (v) weak contract enforceability; and (vi) defaults on loans and bonds.

There are several models for PPI: (i) cooperative JVs, (ii) securitization, (iii) domestic bond
market, and (iv) commercial loans from PRC banks. Transforming the road sector into public-
private partnerships requires a more aggressive introduction of corporatization, leasing/
concessioning, and securitization (ADB 1997c). There are no BOT schemes for highway projects
involving foreign investors.

Corporatization is relatively well-established in the PRC. However, the following key issues need
to be carefully addressed in the corporatization process: (i) the necessity of the Provincial Communi-
cations Department (PCD)’s authorization to support the establishment of a new share limited
company, while obtaining its agreement to reduced shareholding in the new company; (ii) scope of
the corporatization; (iii) the need to identify five founders of a new share limited company in an
innovative way (as opposed to PCD/Ministry of Construction as a single shareholder of the express-
way corporation); and (iv) structuring an optimum debt/equity ratio of the new company.

Leasing is a special case of concessioning in the Leasing of Assets, also known as the Transfer of
Operating Rights in the PRC. While leasing has occurred mainly through JVs, the concept of
competitive leasing or concessioning is virtually precluded by the approval process, which requires
that the corporate structure and details of the lease be fixed before approval for the lease is given by
higher authorities. As a result, the concept of competitive leasing or concessioning has not yet
been used in the PRC. Major issues include (i) how to ensure fairness in the valuation of land and
resettlement of existing residents (up to 20% of the shares may be allocated against the value of the
land and resettlement costs);  (ii) how to secure and process the land use certificate under prevail-
ing circumstances in which obtaining the land use certificate takes more than 2 years and many
road projects are implemented under a permit for use of the land only; and (iii) how to effectively
and accurately manage demand.

Securitization is popular in the PRC as a funding modality for toll roads, although listing
requirements, such as 3-year profitable operations prior to listing, remain hurdles for further use
of securitization.

80
This section is based on an ADB staff report and ADB 1997c.
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Privatization of roads and highways is not progressing rapidly. A number of PCDs have estab-
lished separate, but 100% owned, provincial expressway companies to carry out specific highway
projects under preferential treatment.  Under WTO rules, such preferential treatment will need to
change to an arm’s-length relationship with open and competitive bidding for concessions or operat-
ing rights. If the private sector, particularly the international private sector, is to invest in these
companies, they will need to be restructured so that their autonomy from the Government is evident
and their internal operations and decision making becomes accountable to all owners, not just PCD.

Another issue is the absence of a coherent set of rules and standards to guide the process. For
example, a detailed set of regulations setting standards has not been adopted under the amended
Highway Law. In addition, both the Ministry of Construction and SDPC have issued inconsistent
administrative orders and notices that impact on forming private-public partnerships.

'� �����*���>
�� 8�-

The 68,000 route-km railway system in the PRC comprises 58,000 route-km of the state-
owned national railway and 10,000 route-km of local railways. The 1990 Railway Law provides
the framework for regulating and operating railways in the PRC. As the PRC moves toward a
more dynamic, decentralized, and market-driven economy, and in the light of increasing compe-
tition from the expanding road network, structural reforms touching all aspects of railway opera-
tion and management are being implemented to modernize and improve the efficiency of the
railway system.  Important reform efforts include the introduction of (i) the productivity contract
system in 1986; (ii) the assets operation liability system for the national railway in 1999; (iii) the
management contracts system in 1999; (iv) a new commodity-based freight tariff structure and
additional charges for freight loading and unloading; and (v) various restructuring measures to
improve productivity and reduce operating losses after 1999.  Due in part to these reform efforts,
unit revenues from both freight and passenger services increased more than unit operating costs,
which improved the financial performance of the national railway.

Challenges still remain. The lack of railway capacity to meet the increasing demand for trans-
portation services is constraining economic growth. The Government’s plan for railway develop-
ment gives priority to (i) expanding the railway network by constructing new railway lines to
provide economic transportation and catalyze growth in poor inland regions;  (ii) encouraging the
construction of JV railways to develop local economies; (iii) improving the efficiency of the exist-
ing system by using new technology and modern management tools;  (iv) increasing cost recovery
by commercializing services and adopting appropriate pricing policies; and (v) encouraging nongov-
ernment investment in infrastructure and related services.

The Tenth Five-Year Plan envisages (i) constructing 6,000 km of new lines to provide access to
unserved areas with the network length reaching a total of 74,000 route-km; (ii)  providing 3,000
km of double lines and electrification of 5,000 km of key lines to increase capacity; and (iii)
increasing operating speeds on 5,000 km with the total length of such lines reaching 15,000 km.
The total outlay for the Plan will be CNY350 billion ($42.27 billion) for railway development,
consisting of CNY270 billion ($32.61 billion) for capital construction, and CNY80 billion ($9.66
billion) for rolling stock. About one third of this investment will be internally generated. The
remaining investment will be arranged from domestic markets and foreign sources. The Ministry
of Railways (MOR) is channeling 30% of its funds for railway construction into the western
regions to spur economic development. The total length of railways in the western region will
reach 27,500 km by 2005, accounting for 37% of the country’s total length of railways open to
traffic, up from 23,700 km (35% of the national total) in 2000. Total investment is expected to
amount to CNY127 billion ($15.3 million) for 2001–2005 to connect provinces, municipalities,
and autonomous regions in the western region with the eastern part of the country.

The PRC’s entry to WTO has opened up railway transport services to foreign investors and
operators. MOR is no longer a monopoly. Reforms in the railway sector include further imple-
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This section is based on an ADB staff report.

82
A construction agreement on the first urban water infrastructure project for Chengdu City, approved by the Government to investigate the use of foreign funds
under the BOT scheme, was signed in July 1998, and was the result of ADB assistance in structuring and partially financing the project. Construction started in
early 1999 and the plant began operations in 2002 (Box 10).

mentation of the asset management responsibility system, separation of the accounting of freight
transport and railway network operations, and acceleration of the restructuring of non-transporta-
tion enterprises. The sector is currently taking measures to attract more foreign capital into railway
construction and is making use of foreign loans. The railway freight transport market has been
opened by allowing foreign investors to establish JVs. MOR will grant more independent deci-
sion-making power to railway bureaus, including the power to examine and approve enterprise
investment. Efforts are being made to review projects for administrative approval, revise outdated
rules and regulations, and reduce administrative interference in enterprises. The 14 railway bu-
reaus will complete the grouping of internal passenger transport companies next year.

A wider role for the private sector is envisaged in the railway sector through investments in
railway project facilities and services from nongovernment and private sector sources, such as
construction of industrial sidings, tourism, and containers and luggage-related businesses.  An
enabling environment conducive to such investments is needed.

ADB has supported commercialization of railway operations with full cost recovery to ensure
financial sustainability. In 1996, ADB supported the Guan-Shen Railway Company—the first
PRC railway entity to raise $510 billion in international markets through an IPO. ADB continues
to assist the commercialization process, particularly in tariff setting to ensure full cost recovery,
strengthened marketing, and improved services.

&� <�������/�	�����������

Private sector participation in the water supply industry is at an early stage of development.
The major source of financing continues to be government equity and grants, supplemented by
domestic loans and official development assistance. Between 1991 and 1997, local governments
spent CNY50 billion ($6.08 billion) on water supply. The investment required for urban water
supply is estimated to be more than CNY74 billion ($9 billion) between 2000 and 2004, a 48%
increase over expenditures in the 1991–1997 period. To mobilize necessary domestic resources,
the Government created a water resources fund financed mainly from two sources: (i) an alloca-
tion equivalent to 3% of national and provincial taxes on transport infrastructure; and (ii) an
allocation of not less than 15% of taxes for urban infrastructure maintenance in cities with high
flood risk. The Government is considering including in the water resources fund part of the taxes
paid on fixed investments. The Government recognizes that because of large investments needed,
greater efforts are required to mobilize private sector funding. In 1991, the Government adopted
a policy to allow and encourage foreign investment in this sector and is experimenting with the
BOT model.82

A key factor for success in developing a viable private sector participation package is to balance
potential risks and rewards for private sector operators in a manner that is acceptable to the public
sector. The Government’s main objectives in promoting private sector participation in the PRC
water sector are to (i) improve access to capital funds; (ii) gain access to advanced technology and
equipment; (iii) introduce new approaches to management that will increase production effi-
ciency and financial performance; (iv) upgrade the technical skills of water supply company (WSC)
employees; and (v) create opportunities to reform water tariffs.

The objective of the private sector partner is a reasonable return on investment at an accept-
able level of risk. The principal elements of risk for the private sector partner are  (i) changes in the
fiscal, legal, and regulatory regime; (ii) failure to achieve performance standards for construction
or operations; and (iii) failure to realize revenue requirements due to factors such as low sales
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volumes, low tariffs, and exchange rate movements. Water tariffs have been low in the PRC, even
lower than water production costs, and although tariffs increased by 18% per annum from 1986
to 1998, they are still not high enough to ensure the financial viability of water companies.

Tariff policies have a key role in managing risk when private sector participation is introduced.
This is particularly true when a private sector partner assumes direct responsibility for the water
tariff, but it is also the case when the municipal government and the WSC retain responsibility for
tariffs. In either case, revenue risk is minimized if clear policies requiring tariffs that recover the full
cost of the water supply exist, while establishing an independent and transparent regulatory pro-
cess to safeguard the customer from excessive profit taking. Important policy milestones include
(i) the Regulation on Management of Pricing of Urban Water Supply (1998) that was the first
national guideline on water tariffs and includes the principle of full cost recovery through tariffs;
and (ii) the Circular on Strengthening the Collection of Wastewater Treatment Tariffs that came
into effect in 1999. The ability to attract private sector partners in the PRC water sector will
depend on the future prospects for cost recovery, including a reasonable return on capital invest-
ment. ADB’s two water tariff study TAs implemented over a 4-year period have contributed sig-
nificantly to water tariff reforms in the PRC. Also, ADB’s Chengdu Water Supply Project, the first
internationally bid BOT water supply project in the PRC, contributed to the reform of the water
sector (Box 10).

!� ��8��

The PRC is the world’s second largest installed base of electric power generation capacity at
over 300 gigawatts. Power generation is open to foreign investors. Over the past 2 decades, elec-
tricity demand grew by nearly 9% per annum, except from late 1997 to early 1999. The slower-
than-expected growth in demand led to a series of contractual disputes between the off-takers and
the independent power producers.  A recent decline in FDI reflects the impact of disputes in this
sector, the high liquidity of domestic banks that are very interested in lending for power genera-
tion projects, and current overcapacity in power generation.

Future demand should grow at an annual average rate of 5% over the next decade. Based on
required demand, by 2010 capital cost for power generation will be $700 a kilowatt for a typical
coal-fired power station.83  The Government expects that 25–30% of the investment will be mobi-
lized through private sector participation in power generation.

a. Independent Power Projects

The independent power generation sector has experienced mixed results over the past few
years. About one third of all projects have proceeded without problems, another third have had
minor delays or misunderstandings, and the remaining third remain at an impasse. The most
serious cases involve abrupt project cancellations and changes in tariff rates following initial nego-
tiation and signing of contracts which threatens the willingness of foreign companies to invest in,
and commercial banks to provide, project financing in the PRC. It is usually the provincial and
municipal governments that are deemed hindrances to this process. Corruption, uncertainty over
prices, ambiguity over decision-making authority, fall in power demand in 1997, and ensuing
government renegotiations of power purchase agreements (PPAs), have deterred investors. While
excess supply of energy exists in some regions and inhibits the development of some independent
power projects (IPPs), other regions have insufficient supply.

83
ADB staff estimate.
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The source of many disputes over IPPs derives from contracts. The Government and foreign

companies retain diverging views on the degree of sanctity of contracts. The Government some-
times appears to regard contracts only as a means of initiating a project before moving to a second
stage of cooperation where the project commences and all variables are again negotiable. Investors
and lenders reject this concept of a “flexible” contract. The contract is a further source of strain,
especially in “take-or-pay contracts,” since the Government may not interpret the wording with
the same level of rigidity as do sponsors and lenders.

Another lingering problem in the power sector is ambiguity over project planning authority.
While the SDPC approves new plants, existing projects are under the authority of SETC and the
State Power Corporation. Confidence in power planning has been further hampered by excessive
revisions of energy planning that have contributed to oversupply where demand was overestimated.

In addition to contract and planning process problems, the larger issue of power deregulation
is a crucial one currently facing independent power purchasers. The stage of deregulation in the
PRC today makes negotiations especially sensitive. The transition from a contract-based determi-
nation of prices to market-based determination leaves room for uncertainty from both negotiating
parties. When the US passed through this stage, it was necessary to buy out projects to terminate
the corresponding PPAs. However, PRC authorities are unwilling to pay such transition costs.
Uncertainty also arises with regard to what level electricity tariffs will be set at. Ambiguity on what
tariff rate power producers will face in both the near and long term is not conducive to a climate
that encourages private investment.

Plans to standardize electricity tariffs for relevant government bodies have been adopted
by SDPC. Further assurances to investors that such guidelines will be honored would help allay
investor apprehensions. The separation between generation and transmission assets remains am-
biguous in many provinces. Completion of electricity sector restructuring would reduce uncer-
tainty over grid access, ensure a shift away from the monopolistic structure toward competition,
and help reduce uncertainty and restore investor confidence. The announcement of the Power
Sector Restructuring Plan in 2002 (PSRP), discussed below, is a major step in the right direction.

While some companies may cite negotiating difficulties as exclusive justification for leaving
the PRC power sector, their choices are directly linked to other international market forces and
strategic business decisions. Specifically, with the market for power strengthening in both the US
and Europe, the market in the PRC becomes relatively less attractive, especially given the afore-
mentioned complicating factors for IPPs.

With the PRC having achieved parity in power demand supply, the availability of cheaper
domestic funds and concerns among sponsors and lenders about the enforceability of contracts on
which project finance decisions are based, FDI in the power generation sector could slow. How-
ever, there are areas where large investments are required such as in high voltage transmission and
city distribution modernization schemes. There are no foreign investments in these areas.

Foreign investors will need to monitor developments that arise from the introduction of com-
petitive power markets. Six pilot areas84  have been selected for separating generation from trans-
mission and introducing an embryonic form of a power market by the end of 2000. A full power
market system, including retail competition, is to be developed by 2010. Although there has been
some delay in the implementation plan, future foreign investors will need to participate as inves-
tors in merchant plants and sell power in a competitive market. Most likely there will no longer be
any plant set up on the basis of selling power on a take-or-pay contract with agreed tariff levels.
BOT projects may not be the most appropriate for channeling future private investments in power
generation.

84
Shandong, Zhejiang, the northeastern region provinces of Heilongjiang, Jilin and Liaoning, and Shanghai  Municipality.
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Foreign investors believe that the following further improvements are required in the reform
process:

(i) a clear statement on the future of existing take-or-pay PPAs and clarification on the
status of existing contracts (will they be honored or bought out?);

(ii) separation of the operation and ownership of the transmission and distribution system
from generation assets to remove conflicts of interest and guarantee fair access to dis-
patch and transmission functions;

(iii) legal support for fair access to the transmission and distribution network for all genera-
tion companies;

(iv) foreign investor access to the transmission and distribution network; and
(v) access to local capital markets.

b. Power Sector Restructuring Plan

On 9 January 2002, the State Council passed the PSRP, which was drafted by SDPC and
discussed extensively among government agencies, key economists, and other experts in the PRC.
ADB supported the development of this plan. Among the key issues debated in the process of
drafting the PSRP was whether or not an integrated nationwide transmission network should
remain after restructuring. The PSRP is known as the “1 plus 6” plan, which suggests that the
current transmission operations be restructured as one “new” state power grid corporation plus six
other regional power grid corporations. Previous plans including “0 plus 4”, “1 plus X,” and “0
plus 6” were also considered. Key elements of the proposed PSRP and related implementation
issues include the following.

Transmission. The PSRP recommends that the State Power Corporation be dismantled both
horizontally and vertically. A State Power Grid Corporation (SPGC) will be responsible for inter-
regional transmission lines and construction and operation of the Three Gorges Transmission
networks for a short period. Five regional power grid corporations, namely, (i) North (including
Shandong); (ii) Northeast (including Inner Mongolia); (iii) Northwest; (iv) Central (including
Sichuan and Chongqing); (v) East (inclusive of Fujian Province); and (vi) South (consisting of
Yunnan, Guizhou, Guangdong and Hainan Provinces) will be legally independent from SPGC
and from each other. However, SPGC may be a shareholder of the five regional power grid corpo-
rations. The PSRP also suggests that the Northwest and North PRC, as well as Central PRC and
East PRC, be merged in the future to realize the nationwide power grid interconnection by four
regional power grids.

Some experts believe that the five regional power grid corporations should be subsidiaries of
SPGC to ensure an integrated power network across the country. There is some debate whether
the State Power Corporation should take a majority share in SPGC to ensure that the thermal
power supply is supplemented during the dry season in the southern areas of the PRC and surplus
power in Fujian Province can be transmitted to Guangdong when there is a shortage of electricity.

Generation. The PSRP suggests restructuring state-owned power generation assets. According
to the Plan, SPGC would hold the total generation capacity, except 20%, as a peak-regulating tool
and four to five generation companies will manage remaining generation capacity to ensure that
the market share of each generation company does not exceed 20%. Each generation company
would have about 40 gigawatts (GW) of generating capacity. The existing Huaneng Group Cor-
poration would also be restructured as an IPP.

There are tremendous challenges in restructuring the generation subsector, given the complex-
ity of the ownership structure of existing power plants. Some power plants are old without any
loan repayment obligations, and others are new with long-term liabilities, PPAs, and much higher
tariffs. There will also be long negotiations between the provinces and the Central Government to
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85
In February 2003, the State Council approved the functions of the new State Electricity Regulatory Commission  that include (i) regulating the electricity industry and
establishing a nationwide unified regulatory system; (ii) proposing the drafting and revision of the laws and related regulations in relation to the supervision and
administration of electricity industry; (iii) determining the development program for national and regional power markets, and reviewing and approving the market
models and establishing power trading entities; and (iv) participating in formulating technical, safety, and quality control specifications and issuing business licenses;
(v) proposing adjustment to electricity prices; and (v) implementing power sector reform in accordance with the State Council’s instructions.

86
The PRC’s dependence on oil imports is increasing and one of the major oil national producers, the China National Petroleum Corporation (CNPC), has
acquired oil concessions in Iran, Iraq, Kazakhstan, Peru, Sudan, and Venezuela.

determine the ownership of equity in many plants (Section II.A.3. Ambiguous Private Property
Rights). Possible power generation giants include Huaneng International, Datang Generation
Company, Shandong Power International, Guohua Generation, and State Power Generation.

Distribution. There would be no change in the distribution subsector. Power grid companies
will manage the distribution operations.

Formulating a New Tariff-setting Mechanism. The PSRP shed little light on a new tariff-
setting mechanism, market incentives to promote environmental protection, and ways to resolve
existing long-term PPA issues. Many questions regarding the future power market framework,
energy efficiency, and conservation remain unanswered.

Establishing a State Electricity Regulating Commission. A  new commission, which will
report directly to the State Council, will be established to implement the PSRP.85  The Plan sug-
gests that SPGC and regional power grid corporations be established within 1 year. Electricity
trading centers will also be set up for regional power grids and all power generation companies will
compete to sell electricity to the grids.

Refining the Regulatory and Legal Framework. This will include (i) revising the current
Electricity Law and related sector regulations; (ii) formulating regulations on environmental pro-
tection; and (iii) implementing these regulations in conjunction with the competition scheme for
power selling.

Implementation Timetable. The PSRP was approved by the State Council in January 2002,
but is still awaiting formal issuance. The Plan suggests that it should be substantially implemented
within 1 year.

������"�7�	"���.�����
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The PRC is the world’s third largest oil consumer after the US and Japan and will be the world’s
fastest growing regional oil market, with an average annual demand growth of 4.7% between 2000
and 2010. Since becoming a net oil importer in 1993,86  the PRC’s petroleum industry has focused
on meeting domestic demand. In 2000, total crude oil production reached 160 billion tons and 70
million tons of petroleum was imported. About 90% of production is located onshore. Government
priorities for oil production focus on stabilizing production in the eastern regions of the country at
current levels, increasing production from new fields in the western regions, and developing the
infrastructure required to deliver western oil and gas to consumers in the east (Energy Information
Administration 2001). The Government expects that additional oil production from the Bohai
Sea and the Pearl River delta could be developed in the east. In the west, production from the
Xinjiang Uygur Autonomous Region could reach 1 million barrels per day by 2008.
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In 1998, the Government reorganized most state-owned oil and gas assets into two vertically
integrated firms, CNPC and the China Petrochemical Corporation (Sinopec). CNPC and its
affiliates predominantly operate in the northern and western parts of the country while Sinopec
operates mainly in the southern and coastal regions of the country. Other domestic companies
involved in development of the oil and gas sector are the China National Offshore Oil Corpora-
tion (CNOOC), which has exclusive responsibility for the development of offshore oil and gas
resources, and the China National Star Petroleum Corporation, which was the fourth major state-
owned oil and gas corporation and is now a subsidiary of Sinopec operating under the name
Sinopec Star Petroleum.

The years 1998–2001 witnessed dramatic reforms in PRC’s energy industries, particularly in
the oil and gas sector. Major reforms were implemented in the upstream and downstream seg-
ments of this sector. Reforms implemented in the upstream segment include (i) the adoption of
market-based pricing mechanisms for crude oil and linkage of PRC crude oil prices to interna-
tional markets; and (ii) IPOs of the three major oil companies. In June 1998, the SDPC promul-
gated the oil pricing reform scheme that abolished government controls over the price of crude oil.
The new scheme required SDPC to publish monthly benchmark prices for various types of crude
oil based on the same prices in Singapore. The sale of crude oil will take place based on these
benchmark prices (plus surcharges or less discounts to reflect duties, transportation costs, oil qual-
ity, etc. in accordance with the relevant contract). In March 2001, SDPC promulgated the Crude
Oil Price Circular, which abolished the benchmark-pricing scheme and allowed oil companies to
set their own crude oil prices based on Singapore prices and in accordance with the principles
established in the Oil Pricing Reform Scheme. Shares in CNPC were listed on the New York and
Hong Kong, China stock exchanges in April 2000 through a company named PetroChina. Shares
in Sinopec were listed on the New York; Hong Kong, China; the PRC; and London stock ex-
changes in October 2000. Shares in CNOOC Limited (a subsidiary of CNOOC that has been
given the exclusive right to exercise CNOOC’s offshore oil and gas exploration and production
rights) were listed on the New York and Hong Kong, China stock exchanges in February 2001.
The privatization of Sinopec contributed to a revitalization of several foreign JV petrochemical
projects and three major partnerships with foreign companies in the retail petroleum sector.

Regarding the downstream segment of the oil and gas sector, the oil pricing reform scheme
requires that SDPC promulgate standard retail prices for gasoline and diesel fuel for each prov-
ince, which will be adjusted monthly by SDPC. CNPC and Sinopec are required to set their prices
within 5% of SDPC’s standard prices, adjust the prices at least every 2 months, and register their
prices with SDPC. CNPC and Sinopec are free to set their own ex-refinery and wholesale prices
for gasoline and diesel fuel, provided they register the same with SDPC. Prices for jet fuel and
heavy oil for fertilizer production are still determined by SDPC. CNPC and Sinopec set prices for
kerosene, heavy oil, and liquefied natural gas (LNG) in line with SDPC’s pricing measures. Natu-
ral gas prices for producers and consumers and gas transmission tariffs are determined by SDPC
and other relevant government departments.

Foreign participation in exploration and production of oil and gas, onshore and offshore, is
generally carried out under a petroleum contract. This form of production-sharing contract has
been subject to MOFTEC approval. The foreign contractor is responsible for financing and per-
forming all exploration operations and required to carry all associated risks. If a commercially
viable discovery is made, the contractor may recover its costs while the PRC partner takes up 51%
of the participating interest in the field and may also take over field development operations.
Onshore oil and gas exploration and production activities are carried out in accordance with the
1993 Regulations for Foreign Cooperation in the Extraction of Onshore Petroleum Resources,
while offshore oil and gas exploration activities are carried out in accordance with the 1982 Regu-
lations for Foreign Cooperation in the Extraction of Offshore Petroleum Resources. Under both
regulations, CNPC, Sinopec, and CNOOC may enter into petroleum contracts with foreign
partners through invitation of competitive bids for certain concession areas and selection of the
best bidder or occasionally through direct negotiations. Offshore oil and gas exploration and
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production concession areas that were opened for foreign participation have been successful in
attracting international oil companies (about 150 petroleum contracts with 70 foreign companies
as of the end of 2000). However, mobilizing international oil companies for oil and gas explora-
tion and production has been less successful onshore. This seems to be based on the poor oil and
gas prospects of some of the concession areas that have been offered.

With the exception of the planned Nanhai petrochemical complex that will be built and operated
by Shell International in Huizhou, Guangdong Province, all refineries are operated by CNPC and
Sinopec. The Government is planning to upgrade existing refineries to be able to process increasing
imports of heavier crude oil from the Middle East. Foreign companies can only establish directly owned
retail gasoline stations if they have invested in the concerned highway. British Petroleum, Shell Interna-
tional, and Exxon Mobil have agreed to form JVs with Sinopec that would allow each to establish some
500 gasoline stations in three provinces (British Petroleum in Zhejiang Province, Shell International in
Jiangsu Province, Exxon Mobil in Fujian Province).

During WTO negotiations, the PRC agreed to reduce its state monopoly on the oil trade by
releasing the imports of 4 million tons of petroleum products and 7.2 million tons of crude oil
each year to the private sector (China Daily 2002p and China International Business 2002), with
SOEs such as Sinochem retaining exclusive trading rights for the remainder. Foreign firms will be
able to participate in oil distribution 3 years after WTO accession and fully own a minimum of 30
gasoline stations each. The wholesale oil market will become fully market-based by 2006.

2� ���3�� �7��

Given the PRC’s significant natural gas reserves and the environmental benefits of using gas,
expanding the natural gas infrastructure has become one of the highest priorities for the Govern-
ment. Gas currently accounts for only 3% of total energy consumption, but consumption is ex-
pected to more than triple by 2010. Natural gas demand is expected to increase considerably in the
near future, growing 9% per annum to 2010. However, even if this growth in gas demand material-
izes, the share of natural gas in total energy consumption would increase to only about 7% by 2010.

Adequate gas infrastructure is lacking and the largest reserves of natural gas are located in the
western part of the country. Significant investments are required in gas infrastructure to supply
natural gas to potential markets that are predominantly located in the coastal areas. The largest gas
infrastructure projects under consideration include the 4,000 km east-west natural gas pipeline
which, together with the required investments in development of the gas fields and the down-
stream distribution facilities in Shanghai, would require investments of at least $17 billion. An
LNG receiving terminal in the Shenzhen Special Economic Region in Guangdong Province will
cost about $600 million. Shell International will be involved in financing and constructing the
pipeline. The Shanghai municipal government is seeking foreign partners with experience in natu-
ral gas distribution to undertake the required expansion of the gas distribution network. British
Petroleum has won a share of 30% in the JV company that will own and operate the LNG termi-
nal. Nine major gas transmission pipelines and three additional LNG terminals (in Fujian,
Shandong, and Shanghai provinces) are planned over the next decade.

Although foreign investors are now encouraged to participate in several major domestic pipe-
line projects linking gas deposits in central and western regions and consumers mainly in eastern
cities (Shanxi-Beijing, Hebei-Shandong, Sichuan-Hubei, and Hunan), foreign investments in the
oil and gas sector are not regulated by a single law or subject to supervision by one organization.
SDPC made regulatory changes in July 2000 to ease foreign participation in gas projects, includ-
ing opening up the possibility of foreign firms taking majority stakes. However, the regulatory
framework is deficient. It does not promote competition and lacks transparency. Obstacles to
foreign investment—such as uncertainty about SDPC’s and other relevant departments’ responsi-
bilities and methodologies to be used for determining gas transmission tariffs and prices for gas
producers and consumers—remain.
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The PRC has agreed to increase foreign access to its energy markets by adopting a phased series
of reforms that will be implemented over a 5-year period after WTO accession.

Other issues remain. First, access to markets for distribution and retail of petroleum products
currently remains restricted. Implementation and enforcement of the WTO agreement and the
Government’s commitment to newly emerging regulations that support the liberalization of the
sector will be essential. Nontariff barriers should be avoided. Requirements for storage capacity
and environmental protection at new downstream wholesale and retail projects should be imple-
mented on a fair and equal basis for both foreign and domestic companies. Second, regulatory
reform needs to be strengthened, including the development and implementation of streamlined
approval procedures and a clear and complete separation of regulatory and commercial functions.
Third, a clear and coherent natural gas policy is necessary. For example, it is unclear whether
recent reforms allowing majority foreign stakes in the large west-east natural gas pipeline are appli-
cable to other projects. Investments in local distribution networks also appear to be subject to
local, nontransparent conditions. Fourth, gas pricing should also be reformed to reflect the right
market signals to downstream gas distribution companies and consumers.

'� ��� 

The PRC is the world’s largest producer and consumer of coal. Coal accounts for two thirds of
primary energy consumption. In 2000, total coal production was about 1.17 billion tons, which
represented 32% of total global coal production. The demand for coal is projected to more than
double by the year 2020. About 40% of the increased demand for coal will come from the power
sector as the PRC is planning to add 100 GW of new coal-fired power generating capacity up to
2020. The remaining 60% is expected to occur in the industrial sector for steam and heat genera-
tion in the chemical, cement, and pulp and paper industries and for the manufacturing of coal
coke for steel production. Because of the abundance of coal reserves and the PRC’s limited reserves
of oil and natural gas, coal will remain the dominant source of energy.

Traditionally, the coal sector was supervised by the Ministry of Coal Industry. However, this
ministry was abolished in 1998. All coal mines are currently supervised by the respective provincial
governments, with the exception of safety aspects, which are supervised by the State Administration
of Coal Mine Safety Supervision. Recently the coal industry experienced serious oversupply prob-
lems. Large coal stockpiles appeared at large coal mines, and at small, sometimes unlicensed, mines.
Coal mining productivity in terms of coal production per miner per year ranks as one of the lowest
in the world and mines are usually gaseous and pose considerable safety and health risks for miners.
Emissions of coal bed methane, which is a greenhouse gas, from PRC coal mines are estimated at 8
billion cubic meters a year. Mine accidents result in thousands of casualties each year. In 2001 about
4,500 people were killed in about 2,300 accidents. In 1998, because of the excess capacity in coal
production and the relatively unsafe operations of small, often village-run, coal mines, the Govern-
ment embarked on a program to close such mines. By end-2001, about 11,000 small coal mines had
been closed, either for operating illegally or because of inadequate safety. The Government estimates
that about 80% of the approximately 23,000 remaining small coal mines are illegal or have inad-
equate or nonexistent safety precautions and therefore need to be closed.

By end-2005, the Government plans to restructure large state coal mines into seven corpora-
tions in a process similar to the establishment of CNPC and Sinopec in the oil and gas sector. At
present, some larger coal mines have finalized agreements for joint coal development with foreign
partners while FDI in coal mining operations have also materialized. The Government is encour-
aging FDI in coal mining to promote the introduction of new technologies and/or reduce the
environmental impact of coal mining and handling. The areas that require the introduction of
foreign technologies include coal mine development, coal washing, coal liquefaction, coal bed
methane drainage and production, and transportation of coal as slurry by pipeline (as opposed to
increased coal transportation by rail, which has physical limitations).



��
�
�

��
�
�

�
��

�
�

�
�

�
��

�
�
�
�
�
	

�



�
��

�
�

�
�
�
��

��
�
�
�

�
�
��

��
�
��

�
�


�
.��	������	
���


�� 
/3)�����

Private participation in higher education through JVs is encouraged by the Government and
the Ministry of Education (MOE).86  There were about 30 JV educational programs approved by
MOE in 2000. However, two constraints have hindered top-level private educational institutions
from entering the PRC market. First, a JV educational program is prohibited by law from making
a profit.  Second, foreign higher educational institutions (universities) need to have a local univer-
sity host to enter the market. Some foreign universities believe that their program content would
be under scrutiny, which may compromise their academic integrity.

Distance learning has the potential to facilitate human resource development cost-effectively
and efficiently through the provision of higher and continuing education to a larger number of
students than could be covered under a traditional education system. Although valued by MOE as
an effective and efficient means to address deficiencies in the current higher education system,
foreign players cannot participate in the distance learning market. In April 2000, MOE banned
foreign companies and organizations. This reflects two concerns: (i) the need to control substan-
dard educational service providers; and (ii) cultural and national issues related to control over the
educational and social system.

Training is another potentially important but unregulated and fragmented education subsector.
There are about 38,000 training organizations, of which 20,000 are private consulting firms that also
provide training. The remaining 18,000 are government training organizations (American Chamber of
Commerce 2001a). Services delivered through these training institutions include language programs,
computer skills training, and ISO 9000 certification training.  However, a wide range of corporate
training that can facilitate corporate governance, and vocational and management training tailored for
new entrants and displaced labor, is lacking.

2� ?�� ��

The health sector is going through structural changes as the PRC transforms into a market-
oriented economy and from a society with high fertility and mortality rates to one with low
fertility and mortality rates.

Government spending as a percentage of total health expenditure fell from 25% to 15% dur-
ing the 1990s. Out-of-pocket spending as percentage of total health expenditure increased from
37% in 1990 to 59% in 1999. Health expenditure per capita in urban areas is about three times
that in rural areas. Pressure on public spending on the health sector has resulted in an increased
role for private medical practice.

According to the results of a recent World Health Organization (WHO) survey, the health
sector is facing major challenges, including increasing medical costs and the need for quality
regulation of private medical practice. There is a general concern with high medical costs among
the population. About 70% of the WHO survey respondents felt that health care costs were too
high and unaffordable. Public clinics are not affordable and are not responsive to patients’ needs.
Health care utilization by certain segments of population, particularly lower income households
and the uninsured, has decreased due to the increased costs of health care.

Private medical practice is now playing an increasing role, but needs to be regulated for quality
and unchecked proliferation. There is weak monitoring and enforcement of rules. About one
third of the WHO survey respondents stated that their last medical visit was to a private clinic.

86
Foreign investment in basic education remains prohibited.
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Decisions to visit a private clinic are made primarily based on seriousness of the illness. For minor
ailments, an increasing number of respondents go to private clinics. However, for serious medical
problems people tend to go to public hospitals. Reasons cited for opting for private clinics include
their responsive services, accessibility, and affordability.

Joint efforts are under way between the Ministry of Health (MOH) and WHO to create
monitoring tools to measure WTO policy effects on the health sector. Since WTO policy imple-
mentation is independent of health policy implementation, it may or may not conflict with over-
all public health policy. Health system performance involves multiple factors and is affected by
governance, policies on fairness and equity, system responsiveness, training and human resource
capacities of the system, and overall elements of service delivery. To measure health/trade impact
on system performance, an attempt is being made to assess the impact of WTO on FDI in the
health sector, including long-term capital investment, capital investment in advanced medical
equipment, and household expenditures at facilities developed because of WTO mandated trade
liberalization.

a. Medical JVs

Foreign investors are allowed to establish for-profit medical JVs. MOH has already approved
more than 200 JV medical institutions, including 23 in 2001 (China International Business 2002).
Approval criteria for both parties applying for a JV license include (i) their direct and indirect
investment in, and administration of, medical and health services; (ii) provision of internationally
advanced medical services and management; and (iii) provision of internationally advanced medi-
cal technology and equipment. The total funds invested must not be lower than CNY20 million
($2.42 million), and the PRC share must not be lower than 30%, with a cooperation period not
exceeding 20 years.87

b. Medical Equipment and Pharmaceuticals

The medical market is growing rapidly. In 1999, over $1.5 billion was spent on medical equip-
ment, more than half of which was imported. One of the PRC’s WTO commitments is to allow
direct foreign distribution of pharmaceuticals within 3 years of WTO accession. This should allow
hospital pharmacies to provide a wider range of services. Some critical issues cited by foreign
medical investors and companies include (i) high import duties and a value-added tax on most
imported medical equipment (this issue is addressed by WTO commitments);88 (ii) counterfeiting
of pharmaceutical products; and (iii) a lengthy approval process (exceeding 30 months) for new
pharmaceutical imports.

c. HIV/AIDS89

AIDS is a major disease and a high priority for disease control in the PRC. The Government
reports that there were about 850,000 people infected with HIV in 2001. Some international
HIV/AIDS experts, however, estimate that there may be over 1 million HIV-positive cases. In
1998, the State Council approved a report entitled the PRC National Medium and Long-Term
Strategic Plan for HIV/AIDS Prevention and Control (1998–2010) (the Plan) jointly drafted by
MOF, MOH, MOST, and SDPC. This plan requires every region and sector to formulate and
implement their own plans and strategies according to local conditions, and incorporate their
local strategic plan into their overall socioeconomic development programs. However, implemen-
tation of the Plan has been uneven. There has not been enough coordination to prevent HIV/

88
China International Business 2002. See also discussion in Section II.A.6.b. on Unemployment.

89
Import duties on most medical equipment are 10% (in addition to a value-added tax of 17%), which is expected to be reduced to an average of 5% in 8 years.

90
HIV/AIDS = human immunodeficiency virus/acquired immunodeficiency syndrome.
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AIDS and sexually transmitted diseases, especially to address the spread of HIV among intrave-
nous drug users and through illegal blood collection and/or blood transfusion, despite repeated
prohibitions. To ensure that the objectives and tasks set forth in the Plan will be achieved on
schedule, the State Council in 2001 formulated the PRC’s Action Plan for Reducing and Prevent-
ing the Spread of HIV/AIDS (2001–2005).

d. Public Health Emergencies

The recent emergence of the Severe Acute Respiratory Syndrome (SARS) in the PRC and the
potential economic impact highlight the urgent need for a coordinated, effective, and timely
government response to public health emergencies. The warm humid climate of the southern
region of the PRC, with millions of people living in close proximity to animals, makes it a breed-
ing ground for new viruses. The growth in air travel and globalization enables diseases originating
in this region, the manufacturing hub for exported products, to rapidly spread throughout the
world (Business Week 2003 and Far Eastern Economic Review 2003).

SARS required the government to spend more on health care to screen and quarantine sus-
pected SARS carriers and hospitalize SARS patients. In response to SARS, the Government estab-
lished a national SARS task force, known as the SARS Control and Prevention Headquarters of
the State Council, headed by Vice-Premier Wu Yi, and a national fund of  CNY2 billion ($243
million) for SARS prevention and control (Embassy of the People’s Republic of China in the
United States of America. 2003.).  In April 2003, the PRC invited WHO to review the way that
local health authorities were working to contain SARS and began to provide its citizens with more
information than it had previously provided about other public health issues.90

90
ADB plans to provide a $2 million TA to the PRC to help contain the outbreak of SARS by strengthening local capacities for SARS
prevention, surveillance, management, and mitigation with a particular emphasis on quick action to protect front-line medical workers,
the poor, and other at-risk groups.
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Multilateral and bilateral funding agencies have directly or indirectly addressed impediments
faced by the private sector in the PRC. Assistance generally takes the form of policy dialogue,
experts financed by TA or trust funds, and direct investment in private sector companies without
government guarantees (Appendixes 11 and 12).

Three observations are noteworthy.  First, most funding agencies share a common develop-
ment assistance goal in supporting the PRC’s reform process in line with government policy and
initiatives, such as assistance in SOE reforms, SME development for job creation, social security
reform, and WTO accession. Some funding agencies provide a wide range of assistance directly
addressing impediments cited by private sector players, while others have a narrower and indirect
scope through, for example, the provision of WTO-related training to government officials. Table
22 summarizes the areas of bilateral and multilateral aid interventions to help address impedi-
ments faced by the private sector.

Table 22: Funding Agencies’ Efforts to Address Impediments
to Private Sector Development
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Second, given the size of the PRC, each aid intervention has inevitably been limited in magni-
tude and geographical coverage. Most interventions have served as pilot projects and programs.
The replication of successful interventions continues to be a major challenge for the funding
community.

Third, some funding agencies have started to forge partnerships and arrange joint projects and
programs in an attempt to increase their impact on PSD. Examples include the China Project
Development Facility (CPDF), which is a multidonor TA facility set up by IFC in 2000 to de-
velop private SMEs in Sichuan Province. Major bilateral funding agencies participating are Aus-
tralia, Switzerland, and the UK. The Public-Private Infrastructure Advisory Facility (PPIAF) is a
World Bank-led TA facility aimed at helping developing countries improve the quality of their
infrastructure through private sector involvement. PPIAF’s major funding agencies are Japan and
the UK.

The CPDF is structured to address impediments faced by SMEs from both the supply and
demand sides. The CPDF has four components: (i) an enterprise-level support program to help
local SMEs prepare bankable business plans to be presented to financial institutions; (ii) a finan-
cial institution strengthening program to help local partner financial institutions lend to SMEs in
Sichuan; (iii) a training and capacity-building program to help develop local SME support ser-
vices; and (iv) business environment assistance program to help identify and relieve key con-
straints that small companies face in the local business environment.

The PPIAF supports three projects in the PRC for a total amount of $1.295 million: (i)
regulatory and institutional reform in the telecommunication sector; (ii) privatization strategy for
competitive electricity generation at the provincial level; and (iii) options for private participation
in water and sanitation services in Chongqing.

The World Bank and IFC share development goals that are similar to ADB’s, including pov-
erty reduction through PSD, and their assistance addresses issues and impediments faced by the
private sector. As of 30 June 2002, World Bank (World Bank 2003b) commitments to the PRC
stood at $346.1 billion for a total of 2,349 projects.  About half of these projects are still being
implemented, making the PRC’s portfolio the largest in the World Bank. Infrastructure (transport,
energy, industry, urban development) accounts for more than half of the total portfolio. Agricul-
ture, social sector, environment, and water supply and sanitation comprise the remainder.

The World Bank’s assistance for PSD is designed to help countries develop needed legal and
regulatory frameworks and institutions in a way that protects the interest of poor people (World
Bank 2002a). The World Bank’s operations encompass lending, guarantees, and stipulating pri-
vate provision of infrastructure. As for enterprise reform, the World Bank is involved in the PRC’s
important corporate reform agenda through policy advice, technical analysis, and policy seminars,
often in conjunction with IFC. The study, Bankcruptcy of State-Owned Enterprises in China—An
Agenda for Reforming the Insolvency System, is assisting the PRC to build an improved insolvency
system with an appropriate legal framework for both state and nonstate enterprises. A corporate
governance study, one of the World Bank’s focal areas, is expected to assist the PRC in dealing with
issues that arise in connection with the ownership transformation of state enterprises. Training in
corporate governance issues by the World Bank Institute has already been provided in the PRC
through the Global Development Learning Network.

The World Bank and IFC have taken an integrated approach to address issues faced by the
private sector through joint programs such as a World Bank-IFC Private Sector Advisory Service, the
SME program, and the creation of global product groups. Major World Bank activities to support
PSD include (i) assessment of the PRC’s knowledge economy and requirements for technological
innovation in collaboration with the Organisation for Economic Co-operation and Development
(OECD); (ii) the Economic Law Reform Project, which is financing the preparation of economic
laws; and (iii) the Accounting Reform Project, which is helping government auditors curb waste and
other misuse of resources and strengthen public sector financial management.

IFC is mandated to make direct loan and equity investments in private sector companined
without government guarantees and provide advisory services jointly with the World Bank through
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the Foreign Investment Advisory Services. The PRC is one of IFC’s fastest growing recipient
countries and ranks ninth in terms of portfolio. As of 30 June 2002, IFC had supported 54
enterprises in the PRC with total gross IFC financing of about $1.3 billion (including $522
million syndications) (IFC 2002). Recent IFC operations in the PRC include (i) equity invest-
ment in the finance and insurance sectors, and (ii) support to SMEs through loans and equity
investment. Other ongoing activities include (i) policy dialogue with PBOC regarding a regula-
tory framework on leasing, in general, and a relevant chapter in the Contract Law, in particular;
(ii) cooperation with CSRC to provide training for directors of listed companies (as of March
2002, 120 directors had received training); (iii) advisory services to the Shanxi provincial govern-
ment on FDI promotion; (iv) a study on revising the prevailing BOT circular that was submitted
to SDPC in November 2001 and is currently under review; and (v) a study on bankruptcy, and
another on corporate governance.

UNDP has undertaken public-private partnership initiatives to address issues faced by the
private sector. Ongoing programs include (i) the Small Credit Guarantee Fund with a total amount
of $300,000, (ii) Capacity Development of Chinese Business on IPR Compliance, and (iii) Stra-
tegic Sustainable Development Planning Training for Chinese Business Executives. The Small
Credit Guarantee Fund was set up in collaboration with SETC in Jiangsu Province to provide
SMEs with better access to credit and improve the services provided to large multinational compa-
nies. The IPR Compliance project is intended to address counterfeiting issues, one of the key
challenges in IPR protection, through the Chamber of Commerce in Fujian. UNDP, the Govern-
ment, and the Quality Brands Protection Committee of over 70 multinational companies operat-
ing in the PRC conducted a survey on counterfeiting hot spots in Fujian province. Consensus was
reached to forge partnerships to support the development of business associations to replicate the
project model in other parts of the PRC. The objective of the project is to promote members’
products and deepen IPR compliance awareness by setting up regulations to be followed by mem-
bers. To address human resources constraints, particularly managerial skills in the western region,
UNDP announced in early 2002 that it would launch a program to train professionals in the
western region.

The United Nations Industrial Development Organization launched a new joint initiative to
address development of SMEs in Shaanxi Province during 2002–2004, with total funding of $10
million. The intervention includes (i) industrial investment promotion by establishing and strength-
ening VC mechanisms and FDIs; (ii) development of competitive SMEs; (iii) information technol-
ogy and e-commerce for SMEs; and (iv) food and agro-industrial development.

Other active funding agencies that are engaged in activities supporting the private sector
include EU, UK Department for International Development (DFID), and Germany through the
German Agency for Technical Cooperation (GTZ) (Appendix 11). EU’s assistance programs
encompass (i) the rule of law and good governance initiatives, including an IPR cooperation
project and a legal and judicial cooperation program; and (ii) an economic and social reform
initiative, including a WTO accession project, financial services cooperation project, and enter-
prise reform to contribute to the development of the SME sector. DFID’s development assistance
priorities include support for PSD, particularly the encouragement of greater investment and
development of the micro- and small enterprise sector to contribute to poverty reduction. DFID’s
activities include (i) an SOE reform project that addresses enterprise restructuring and develop-
ment in Sichuan and Liaoning; (ii) contribution to IFC’s Project Development Facility; (iii) a
WTO accession project; and (iv) policy support for fiscal reforms.  In addition to SME develop-
ment assistance, GTZ provides assistance to the PRC’s economic and structural reforms through
the Sino-German Cooperation in Economic Law and other initiatives, which support the trans-
formation of the PRC’s legal system to facilitate the move toward a market economy.

Japan International Cooperation Agency’s PSD activities in 2000–2002 include housing
finance reform support research and a study on SME development in the model cities of Hanzhou
and Shengyang. JBIC’s primary support for private activity in the PRC is to assist Japanese
companies investing in the PRC through the Private Sector Investment Finance program.  Two



��
�
�
��
�
�
	

�
	
�
�


�

�
�
�
	
�
�
�
	
�
�

�
	


�
�
	
��

�
	
�
�
�
�
��




�

�
�
��
�

investments were made in 1992 and 1995 in an industrial zone management company and a
property management company, respectively.

OECD addresses issues faced by the private sector through research and policy dialogue with
the Government. The policy dialogue has centered on the establishment of the institutional frame-
work for effective governance of enterprises, development of the capital market, the role of regu-
latory reform in a state of transition, and competition policy.

There are some NGOs providing support for PSD. The World Resources Institute (WRI) is
an environmental NGO that has already established its unique position in Latin America by
helping SMEs in the environment sector fill the gap between potential investors and investees. In
October 2002, WRI launched its New Ventures Program in the PRC in collaboration with the
PRC Chapter of the Leadership for Environment and Development, a global network of individu-
als and NGOs committed to sustainable development. Its mandate is threefold: (i) to provide free
consulting services to selected SMEs that are promising in terms of their business concept but
which require more sophisticated business plans, strategies, and governance in order to be consid-
ered by potential investors; (ii) to offer cost and time saving avenues for potential investors that
have constraints on “investable” deal flow; and (iii) to provide an investors forum where both poten-
tial investors and already “trained” investees can meet. WRI is funded to recruit volunteer “coaches”
(professors, business people, and MBA students from prominent business schools). The Ford Foun-
dation has funded Phase I of the program under which over 400 SME managers have been trained in
seven provinces. The first investor forum in the PRC is planned for September 2003.
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investments were made in 1992 and 1995 in an industrial zone management company and a
property management company, respectively.

OECD addresses issues faced by the private sector through research and policy dialogue with
the Government. The policy dialogue has centered on the establishment of the institutional frame-
work for effective governance of enterprises, development of the capital market, the role of regu-
latory reform in a state of transition, and competition policy.

There are some NGOs providing support for PSD. The World Resources Institute (WRI) is
an environmental NGO that has already established its unique position in Latin America by
helping SMEs in the environment sector fill the gap between potential investors and investees. In
October 2002, WRI launched its New Ventures Program in the PRC in collaboration with the
PRC Chapter of the Leadership for Environment and Development, a global network of individu-
als and NGOs committed to sustainable development. Its mandate is threefold: (i) to provide free
consulting services to selected SMEs that are promising in terms of their business concept but
which require more sophisticated business plans, strategies, and governance in order to be consid-
ered by potential investors; (ii) to offer cost and time saving avenues for potential investors that
have constraints on “investable” deal flow; and (iii) to provide an investors forum where both poten-
tial investors and already “trained” investees can meet. WRI is funded to recruit volunteer “coaches”
(professors, business people, and MBA students from prominent business schools). The Ford Foun-
dation has funded Phase I of the program under which over 400 SME managers have been trained in
seven provinces. The first investor forum in the PRC is planned for September 2003.
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ADB views PSD as an effective means to achieve its overarching objective of poverty reduc-
tion. Sustainable economic growth, based on increased productivity, is the key to winning the war
against poverty. The private sector will be the engine for economic growth, creating jobs and
increasing incomes necessary to lift people out of poverty. Recent studies have revealed strong
empirical evidence of the links between growth and private investment, job creation in the private
sector, and poverty reduction (IFC 2000c).

 A study on the relationship between job creation and poverty reduction in 80 countries from
1987 to 1998 concluded that private firms created 4–80 times as many jobs as public sector firms,
depending on the country (Table 23). One survey tracking specific poor individuals over time
shows that finding a job (or a family member finding a job) is a major path out of poverty
(Pferffermann 2001). Most people escaping poverty find jobs in private firms, not in the public
sector. In this sense, PSD has a sustainable effect on poverty reduction.

Table 23:  Private Firms as a Source of Job Creation
(selected developing countries)
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The PRC’s experience is more complex due to its size and nature of the country. However, the
above hypothesis is applicable. PSD has had a significant impact on poverty reduction. A recent
unpublished ADB study shows that provinces and cities that have a high share of private sector
activity usually have a much lower level of poverty (ADB 2001a). The relationship between per
capita GDP and the share of private sector employment to total employment in 30 provinces
clearly indicates a relationship between the contribution of private sector employment to the level
of income. On average among provinces, for every 1% increase in the share of private employ-
ment, there is a corresponding increase of CNY164 ($20) in per capita GDP.
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Good governance is also essential for PSD and poverty reduction. Good governance estab-
lishes the rules of the game for the private sector in a clear and transparent manner. Good gover-
nance improves transparency, predictability, accountability, and participation. These dimensions
are all needed for the private sector to be able to make sound business decisions, reduce risk, and
operate efficiently. The poor are most vulnerable to public sector inefficiencies, corruption, and
waste (ADB 2002c).

.����./���$		�������	��������������������	 �!�

ADB has provided assistance to promote PSD in the PRC within a framework that has three
strategic thrusts (i) to help establish an enabling environment for the private sector; (ii) to generate
business opportunities in which the private sector can participate; and (iii) to catalyze private
investments by mobilizing additional resources through direct financing, credit enhancements,
and risk mitigation instruments. The first 2 have been pursued through ADB’s public sector win-
dow, mainly with TA operations and loans to help address infrastructure constraints. The third has
been operationalized through investments in, and loans to, private individual companies by ADB.

�� ����0�����
��

As of 31 October 2002, ADB has provided 46 TAs totaling $25.6 million in support of PSD
in the PRC.92  Support can be broadly classified into four categories: (i) financial sector support
(15 TAs—$6.64 million); (ii) an enabling environment for private participation in infrastructure
(16 TAs—$10.20 million); (iii) laws to promote PSD (3 TAs—2.25 million); and (iv) enterprise
support including TAs to assist SMEs (12 TAs—$6.47 million).

ADB’s TA operations reflect three trends in response to emerging needs in the private sector:
(i) a shift from a broader industry study in the financial sector to more focused enterprises support
such as capacity building; (ii) focused topics to address specific constraints on participation by the
private sector in infrastructure, such as water tariffs studies; and (iii) studies in response to emerg-
ing challenges of supporting the rule of law (Appendix 13).

a. Financial Sector

Over the past 14 years, ADB has provided TA in the financial sector to help develop the
emerging nonstate sector. In the early 1990s, TA projects centered on broad industry studies such
as leasing, VC, and securities market development, to identify policy and legal constraints. In the
late 1990s, the focus shifted to capacity building of particular financial institutions and regulatory
organizations (e.g., capacity building of the financial markets’ regulatory systems, institutional
strengthening of Cinda). Additional TA studies that address the need for enterprise reform are
discussed below.

92
The figure does not include the Technical Assistance to the PRC for the Jiangsu Highway BOT Project, which was suspended to change the scope and concept of the
project. Negotiations with the Government are under way.
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b. Enterprise Support

ADB’s TA for enterprise reform in the early 1990s encompassed a wide range of topics: (i)
restructuring of SOEs; (ii) study on social welfare and labor adjustments for enterprises; (iii) TVE
development; (iv) enterprise accounting system reform; and (v) a study of the local consulting
industry. In the late 1990s, the focus shifted to development of SMEs and PSD.

Currently, ADB is helping the Government develop a policy and regulatory framework to
promote SME development and address the lack of access to financing. At the national level, ADB
has worked with SETC to (i) provide advice on suitable SME financing policies and mechanisms;
(ii) survey and review existing SME credit guarantee fund operations to help prepare a strength-
ened policy framework for SME schemes; (iii) identify suitable strategies and conditions to facili-
tate the provision of capital for SMEs from nongovernment sources, including VC funds, special-
ized commercial SME investment funds, and domestic capital markets; and (iv) design a finan-
cially viable pilot equity support scheme and assist in its establishment. This includes advice on
creating a supportive legal, regulatory, policy, and institutional environment for their operation.
This TA helped prepare the SME Promotion Law that was adopted by the NPC on 8 June 2002.
A subsequent TA was provided to help design the SME Development Fund, as provided in the
SME Promotion Law (ADB 2002g).

ADB’s work in helping to develop SMEs in Shanghai includes (ADB 2000b) (i) advising on
best practices for SME credit and credit guarantee scheme (CGS); (ii) developing policies, proce-
dures, and systems for the Shanghai branch of the China Economic Technological Investment
Guarantee Corporation (CETIGC); (iii) advising on the supervision of local guarantee funds; (iv)
providing assistance to three selected banks (Bank of Shanghai, local branches of Minsheng Bank,
and ICBC) in the development and implementation of SME credit risk assessment and manage-
ment systems;  (v) supporting a training program for CETIGC and local bank staff in SME
lending; (vi) undertaking a needs assessment for complementary business support services; and
(vii) identifying information and data required to assess SME creditworthiness and developing a
strategy for collecting, analyzing, and disseminating such information to interested parties in a
cost efficient manner.

ADB worked with ACFIC (ADB 2000a) to identify and promote appropriate policies and
conditions for private enterprise development and strengthen ACFIC’s business support services.
ADB supported an enterprise-level study to assess the status of PSD, identify impediments to
future development, and assess the need for finance and business support services. A strategy for
developing ACFIC’s business support and information services at central and local levels was
prepared and basic business courses were developed for private entrepreneurs (Box 4). Domestic
and overseas training programs were also provided to ACFIC staff and selected local chambers of
commerce that provide business advisory services.

c. Creating an Enabling Environment for Private Participation in Infrastructure

ADB has provided assistance to facilitate PPI. In recent years the TAs took a more focused and
targeted approach, directly addressing issues and constraints to such participation. Examples in-
clude corporatization in the road sector and water tariffs studies.

Power Sector. ADB TA operations in support of private participation in the power sector
cover seven TAs totaling $3.8 million during 1993–2002. ADB’s strategic agenda for policy re-
form in the power sector includes (i) pricing and tariff reforms; (ii) sector restructuring and enter-
prise reform; (iii) increasing private sector participation; and (iv) promoting the corporatization
and commercialization of power utilities and the development of competitive markets in electric-
ity. These ADB–supported reforms will help create an enabling environment for the private sector
in the power sector.
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Road Sector.  ADB provided five TAs in the transport sector in support of the private sector
totaling $4.175 million. Since 1995, ADB has provided TAs aimed at creating a market-enabling
environment in this sector. Each of these studies identified policy deficiencies and suggested cor-
rective measures. The measures recommended include

(i) adoption of new legislation assuring the legality of the transfer of rights to assets or asset
usage and enforceability of these rights;

(ii) clarification and revision of regulations and administrative procedures;
(iii) improvement of levels of transparency and accountability in decisionmaking;
(iv) expansion of the scope of corporations;
(v) inclusion of more shareholders in joint stock companies by capitalizing the value of land

and resettlement costs and offering shares to municipalities, through which the road
passes, banks (in exchange for debt), and heavy users of the road such as mines, refiner-
ies, or shipping companies;

(vi) revision of the approval process (which currently precludes broader international bid-
ding, delays land use certificates, etc.) to encourage competitive leasing or concessioning;
and

(vii) identification of the need to address insufficient traffic level volumes to support investment.

Wastewater and Water Supply Sector.93  Four TAs in the water sector are relevant to PSD.
Among them, the two water tariff study TAs implemented over a 4-year period were particularly
important to help create an enabling market-oriented environment for private sector participa-
tion, thus contributing significantly to water tariff reforms in the PRC.

In line with market reforms, WSCs are being encouraged to recover their operation and main-
tenance costs and some depreciation. Having appropriate mechanisms for tariff setting will be
critical in attracting private investment. ADB provided a TA (ADB 1997b) to study water tariffs
and develop appropriate tariff mechanisms to ensure full cost recovery. A major output of this TA
was the preparation of the National Guidelines on Water Tariffs (NGWT), which were subse-
quently promulgated by SDPC and the Ministry of Construction in September 1998. Major
features in the NGWT that reflect specific recommendations of the TA include (i) selecting a tariff
structure based on local conditions and priorities; (ii) considering a two-part tariff with a volumet-
ric charge and fixed demand charge; (iii) adopting full cost recovery as the main objective in
setting and approving tariff levels; (iv) using the public hearings mechanism to disseminate tariff
increase plans to the public and obtain their feedback; and (v) adopting a simplified process for
tariff regulation by requiring evaluation and approval at the local municipal government level,
supported by review and monitoring at the provincial and national levels. The NGWT is expected
to improve the long-term financial viability of WSCs and provide for operations and mainte-
nance, and service expansion, which in turn should help increase private sector participation in
this sector.

A second water tariff study (ADB 1999b) focused on providing assistance to the Government
in developing institutional and methodological capacities to implement the NGWT. The TA
assisted in preparing the draft local implementing regulations of the NGWT for Zhangjiakou,
Fuzhou, and Chengdu, which were accepted by the relevant local governments. Enactment of
local tariff regulations provides a legal basis for regulating water tariffs and ensures transparency
and efficiency. The Zhangjiakou Implementation Regulations (ZIRs) were approved by the
Zhangjiakou Municipal Government in September 2000. The ZIRs were the first local water
tariff regulation under the NGWT. The Chengdu Implementation Regulations was expected to
be issued in 2002.

93
Since 1989, ADB has supported 55 TA studies for approximately $28 million to address issues relating to water resource management, environment, and water
supply.
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Public hearings are a mandatory requirement of the NGWT. The TA advocates the use of
hearings to obtain the views of the public on water supply and promote public understanding of
WSCs, policies, and efforts to develop improved water supply services. Based on the first public
hearing, Zhangjiakou increased its water tariffs by 75%.

The NGWT also promotes social programs targeted at the urban poor to mitigate the impact
of tariff adjustments. The ZIRs include cash rebates for poor families, laid-off workers, and social
aid families under the administration of the Labor Union and Civil Affairs Bureau. The NGWT
also requires the tariff structure to include lifeline tariffs for the poor. The TA recommendations,
including the achievements in Zhangjiakou, have been acknowledged by the State Council as a
good example for tariff reforms. SDPC issued a notice to local governments nationwide recogniz-
ing the Zhangjiakou water tariff reforms as a good example for undertaking tariff reforms required
by the NGWT. Upon completion of the study, SDPC, the Ministry of Construction, MOF, and
other relevant government bodies officially issued a notice on further strengthening of urban
water tariff reforms on 1 April 2002, followed by a nationwide videoconference to discuss the
Zhangjiakou experience on water tariff reforms on 9 April. Subsequently, SDPC and the Ministry
of Construction issued another notice on the national auditing of water tariffs and conducted a
related training seminar in April 2002.

Specific impacts of the overall package of reforms are best illustrated by the benefits in
Zhangjiakou. The benefits include (i) establishment of the Price Bureau’s lead role in tariff admin-
istration; (ii) a streamlined water supply administration of the Public Utility Bureau; (iii) a finan-
cial plan which is in place for the Zhangjiakou WSC to service the debt within a reasonable time
frame while recovering other costs and earning profits; (iv) funds for the municipal government of
Zhangjiakou to repay international and domestic loans within 6 years and for future develop-
ment; (v) funds for the Construction Commission, which is responsible for Zhangjiakou’s new
water treatment plant, to finish its work; (vi) proposed tariffs that are affordable for domestic
customers and a new program for  poor households to provide relief from their water bills; (vii)
transparency of the tariff approval process through public hearings that will encourage cost con-
trol and service improvements, promote understanding of the importance of tariff increases, and
support tariff adjustments; (viii) strengthened institutional capacity to control costs and tariff
increases; and (ix) improved water conservation by imposition of tariff increases and an appropri-
ate tariff structure. Multiyear tariff adjustment proposals such as the one developed for Zhangjiakou
will result in other benefits. First, the underlying financial plan for the proposal provides the basis
of a service contract between the municipality and the WSC, which can serve as a tool to control
costs. Second, long-term financial planning provides a framework within which to attract private
investors.

In the water sector, ADB is focusing on (i) improving the efficiency of water supply and
distribution systems through investment in physical infrastructure; (ii) promoting improved cor-
porate governance and commercial management to enhance the potential for future private sector
involvement; (iii) improving cost recovery by strengthening tariff systems and structures for raw
water and treated water; and (iv) ensuring water resources conservation and environmental protec-
tion through the continuing support of legislative and regulatory provisions governing water pol-
lution and natural resources management. ADB water policy encourages the funding of new water
supply projects directly through water tariff increases (e.g., Harbin).

d. Better Laws to Support Private Sector Development

Helping the Government formulate laws to support PSD is an important feature of ADB’s TA
operations. ADB has provided $2.25 million for three TAs that will help formulate key laws and
regulations that are necessary for the efficient functioning of a market economy. The TA for the
Development of Economic Laws approved in 1999 for $1.4 million has provided assistance to the
Legislative Affairs Commission, Standing Committee of the NPC and Office of Legislative Affairs
of the State Council in drafting work for the following new laws or amending existing laws:
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(i) Company Law, (ii) Bankruptcy Law, (iii) Trust Law, (iv) Social Security Law, (v) Administrative
Licensing Law, (vi) Law on Registration of Enterprises, and (vii) Regulation of Legal Aid. ADB
also provided assistance for drafting the government procurement law, the securities law, land
administration law, and clean production law.

In 2001, ADB provided assistance to help identify changes to laws and regulations required
for the PRC’s WTO membership. Required changes include codifying existing administrative
practices into written laws and regulations to increase predictability and transparency. This de-
manding task includes around 200 laws and regulations that need to be reviewed, revised, re-
pealed, and/or incorporated into new laws or regulations. The adoption of the WTO’s rules–based
system will have widespread benefits for the private sector. The objectives of ADB’s assistance in
this area are to (i) help the Government make its foreign trade laws and regulations compatible
with WTO principles, rules, and obligations; (ii) help the Government determine the institu-
tional setup for regulating foreign trade and investment; and (iii) support the Government’s ef-
forts to increase transparency by making legal information public and clarifying laws and regula-
tions on foreign trade and investment.

As the PRC’s private sector has emerged, ADB’s TA operations in support of PSD have also
evolved over time to focus on specific issues and constraints on development. Given ADB’s re-
source constraints and the size of the country, ADB needs to intensify its efforts to identify proper
TA topics and issues to respond to the critical needs of the private sector.

2. Lending Activities

Through its public sector lending program, ADB has helped create an enabling environment
for the private sector by addressing infrastructure constraints. Public sector loans have been pro-
vided to finance construction of highways and roads, power plants and transmission lines, and
water treatment facilities.

3. Private Sector Operations

To catalyze investment in the private sector, ADB employs various instruments such as loans
without government guarantees, equity investments, commercial cofinancing, and credit enhance-
ment mechanisms. Administration of existing portfolio projects is also an important aspect of
private sector operations.

Other objectives of ADB’s private sector operations in the PRC’s capital markets include sup-
port of PRC efforts to raise corporate governance standards, catalyze transfer of capital and knowl-
edge in capital market institutions, and support PRC efforts in raising the efficiency and competi-
tiveness of capital market institutions in anticipation of WTO reforms. ADB is seeking high
quality and creditworthy opportunities in the banking sector, other savings institutions such as
mutual funds and pension funds, and capital market institutions such as credit rating agencies,
and resolution of the NPL problem.

ADB made its first equity investment in the PRC in 1991, taking a 10% equity in the Xiamen
International Bank, the PRC’s first Sino-foreign JV bank based in Fujian Province. ADB’s involve-
ment catalyzed subscriptions from other foreign investors. As of October 2002, ADB had ap-
proved $151.5 million in loans and $79.3 million in equity investments in private sector projects.
ADB had a portfolio of nine private sector projects consisting of 5 equity investments of $79.3
million and 4 loans of $151.5 million, respectively  (Table 24). These projects can be organized
into  two categories: (i) $126.5 million for three infrastructure projects, and (ii) $104.3 million for
financial sector operations. All these investments confirmed the important role of ADB in miti-
gating perceived risks and encouraging capital flows. With a funding commitment of more than
$230 million, ADB was able to facilitate investments in development projects worth over $2.14
billion.  On average every dollar of ADB’s participation catalyzes $7 of total investment.
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Table 24: ADB Private Sector Loan and Equity Investments in the PRC
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Below are notable catalytic achievements of ADB’s private sector operations in the PRC:

(i) Xiamen International Bank was the PRC’s first Sino-foreign JV bank;
(ii) Guangzhou Pearl River Power Company is one of the PRC’s first JV independent power

producers that has been operating profitably;
(iii) China Everbright Bank is the first domestic bank that was allowed to have foreign equity

participation;
(iv) Fujian Pacific Electric Company is the first 100% foreign owned independent power

producer in the PRC that was approved by the State Council.  Because of ADB’s in-
volvement, this deal was closed during the height of the Asian financial crisis. This
project received two prestigious “deals of the year” awards from international trade maga-
zines; and

(v) Chengdu Generale des Eaux-Marubeni Waterworks: ADB played an essential role in struc-
turing transparent international bidding for the PRC’s first BOT water supply project.
This project received four international awards for excellence (Box 10).

A recent private sector project in the PRC was a $25 million investment made in 2000 in a
$150 million equity fund aimed at SMEs. ADB’s partners in the fund, the New World Develop-
ment Company Limited of Hong Kong, China, and the Liberty Mutual Insurance Company of
the US, are well known for their investment expertise and networks. This fund is designed to
identify high growth SMEs and help increase their competitiveness by initiating the best corpo-
rate governance and management practices. The fund is focusing on four core business sectors:
health care, consumer products, building materials, and automotive midstream and downstream
services.

The fund plays an active role throughout the investment process by identifying prospective
investments, actively managing and building products, and ensuring business efficiency and prof-
itability at all levels. Due diligence and a critical examination of operational strategies and finan-
cial soundness are conducted to identify potential investee enterprises, and appropriate interna-
tional strategic partners are selected to make contributions in technology, market expansion, man-
agement skills, and capital. To ensure that each project achieves excellent results, the fund’s investees
are provided with management support by a team of more than 40 marketing, financial, and
management professionals in Hong Kong, China and the PRC. This team also monitors the entire
process of the Fund’s investment management. In addition to investment screening and negotiating
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contracts, the team maintains board representation and ensures implementation of financial con-
trol over each project. Upon proven success, the fund replicates and extends the project platform
across the country.  ADB’s main objectives in supporting this fund include (i) strengthening pri-
vate sector enterprises by adopting best practices and corporate governance; and (ii) strengthening
foreign investors’ confidence in investing in the PRC’s private sector.

As of 31 December 2002, the fund invested in eight companies in industrial sectors such as
electronic/mechanical components, ceramic glass, pharmaceutical, food and beverage, automo-
bile dealership and services, and security products/systems/services.

The PRC is also among the countries targeted by three regional investment funds supported
by ADB investments (Table 25). ADB has invested $75 million in these regional funds that sup-
port primarily private sector investments in infrastructure projects.

Table 25: Regional Funds Investment/Loans in the PRC
($ million)
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94
Protecting the environment and promoting sustainable development is one of the main objectives of ADB in the PRC. ADB has provided substantial assistance
in addressing the PRC’s environmental conditions. By end–2001, ADB had provided more than $2.4 billion in loans and 93 TA grants totaling more than $71
million for environmental improvements in the PRC.

As of 31 December 2001, Asian Infrastructure Fund invested in four companies: (i) a toll road
operator for its investments in five provinces; (ii) a port operator; (iii) a power venture; and (iv) a
paging operator.  Asian Infrastructure Development Company invested in two companies in the
road and telecommunications sectors. Asian Infrastructure Mezzanine Capital Fund invested in
one company in the telecommunications/internet sector.

Recently, ADB approved a new $10 million investment in the China Environment Fund,
which aims to raise $40 million of equity capital. The China Environment Fund is the first private
sector fund in the PRC dedicated to addressing environmental issues. The PRC faces mounting
environmental challenges and, based on the huge costs involved, cannot afford to clean up the
environment without private sector assistance. The fund has made an investment in industrial and
hazardous waste treatment companies in Shenzhen.94  ADB also approved a $35 million loan in a
$150 million water infrastructure development facility.

Lessons Learned. ADB’s experience in these projects, specifically in infrastructure projects,
confirms the need for closer ADB involvement at early stages of project development to ensure a
bankable contract structure.  Clear provisions on setting and adjusting tariffs for offtake agree-
ments would mitigate investor and lender risk. Projects will need to be scrutinized to ensure that
returns are dependent on optimization of operations based on the Central Government’s recent
guidance that discouraged government entities from entering into fixed return deals (Box 11 and
Box 12).
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Lessons Learned from Private Sector Investment in the PRC

Fair Deal. “At times, negotiating a balanced deal with local partners was not possible. There are
often  disputes about the rights of each party. Even when a negotiated agreement has been reached
with local partners, enforcement as well as renegotiation has been difficult. The judicial process in
the PRC is cumbersome and time consuming.”

Operational and Financial Risks. “Small and medium enterprises (SMEs) lack operational and
financial management skills. Due to the existence of a myriad of receivables among businesses, the
ability to collect receivables has been limited. In the absence of collateral that banks can foreclose on,
accessing banks for needed credit has been extremely difficult for SMEs. The capital market is not
sufficiently developed to provide alternative financing for SMEs. Therefore, joint venture SMEs
tend to rely solely on foreign investors to provide cash.”

Divestment Risks. “Exit avenues may exist in the form of exercising a put option to local partners,
trade sales to existing and other investors, and public listing at a stock exchange. Stock exchange
listing is not easy for small size corporations, and even if allowed, listing in the “A” share markets has
constraints for divestment by foreign shareholders. In addition, existence of adequate liquidity of
the shares being traded is critical for divestment of a relatively large number of shares.”

Information Disclosure. “Obtaining “full” disclosure of information is difficult and the accuracy of
information obtained is suspect. In addition to fraudulent practices in some business and financial
sectors, full disclosure and transparency sometimes take a backseat to a notion of effectiveness.”

Budget and Control. “Business and budget plans are often set too aggressively to be achievable.
There are lapses in the control function.”

Inactive Board.  “Board documents are usually distributed late, and board discussions are not active.
Often the board minutes are not complete and timely for effective reviews by board members.”
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Box 12:

Fujian Pacific Electronic Company Ltd. (Meizouwan) Project

As part of the restructuring of the power sector, the State Power Corporation (SPC) was formed in
1996 to, among others, place power assets previously owned by the Government into provincial
subsidiaries, including the Fujian Power Company (the off-taker). The State Economic Trade Com-
mission (SETC) gradually took over the regulatory and oversight functions of the Ministry of Elec-
tric Power.

The State Development Planning Commission (SDPC) cleared the Meizhouwan Power Project as a
wholly owned project and in February 1998 ADB approved a loan for the 724 megawatt (MW),
coal–fired project. Construction began immediately thereafter. The borrower and the equity and
loan participants signed the financing agreements in May and loans were drawn beginning in Octo-
ber 1998. That a project of this size managed these milestones during the Asian financial crisis is due
to what all agreed in 1997–1998 were solid economic fundamentals. The Project received two awards
from international finance magazines and became a case study at Stanford University and Columbia
University business schools.

Sponsors approached ADB in 1995. ADB led the due diligence and negotiations and participated in
detailed project and loan document reviews. The power purchase agreement (PPA) was negotiated
primarily during 1996–1997. Under the PPA, the Fujian Province assumed the risk should the
power demand of Fujian not materialize. The PPA provides for a minimum off-take of the borrower
of 5,000 hours.  The Province wanted a short depreciation period (7 years) for the plant, which is
partly responsible for the high tariff. SDPC approved the project twice during the 1990s.  The
second SDPC approval, required by ADB, states that the Project budget is $655.3 million and that
the average tariff during the debt service period is CNY0.517, and thereafter CNY0.464.

ADB was uncertain about the effect of the 1996 PRC Electric Power Law, which requires the tariff
to be finally approved upon commercial operation by the department in charge of price control
under the State Council.  Just before going to the Board, ADB checked on the tariff clearance
mechanism one last time with SDPC, but although some oral assurances were provided, SDPC
declined to formally review the matter.

In 2001, the power situation in the Province changed from a power shortage to oversupply. During
1997–2000, while the economic growth in the Province slowed, the installed generation capacity in
the Province increased following the Province’s aggressive power expansive plan that included the
3,600 MW Hou Shi Power Project.  The power oversupply is currently projected to last until 2005.
Due to the oversupply, the Province became concerned about the economic impact of purchasing
power from Meizhouwan, which would be the most expensive in the Province. The Province in-
sisted that the borrower lower the tariff by reducing operational and capital costs and returns on
investors’ investments and challenged operations on technical grounds.  Although initial discussions
to resolve the technical disagreements failed and the Province made a decision to shut down the
second unit in September 2001, ADB facilitated further discussions that led to the Province’s deci-
sion to bring the second unit back into operation in January 2002. Technical disagreements have not
yet been resolved.
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General findings. The rapid development of the private sector has become one of the most
significant features of the PRC’s transition to a market-oriented economy. Private sector enter-
prises are legally positioned as an integral part of the economy and will continue to play an increas-
ingly important role in job creation. Based on ADB’s surveys with both foreign and domestic
private enterprises, the business community is generally sanguine about the prospects for doing
business in the PRC.

Nevertheless, investors have emphasized that much remains to be done for the private sector to
develop to its full potential, thereby fully contributing to the growth of the PRC economy. As
reflected in the enterprise surveys discussed in Section III, impediments to further development of
the private sector, which include a policy bias in favor of SOEs, weak implementation of the rule
of law, constraints on financing options particularly for domestic private enterprises, weak corpo-
rate governance, infrastructure constraints, human resource constraints, and difficulty in accessing
reliable information, need to be addressed. The private sector could grow even faster if these im-
pediments were removed and an environment that is more supportive of business is developed.

Overall Approach and Recommendations. The objectives of ADB’s PSD interventions are to
(i) help establish the right conditions for business and a policy environment conducive to pro-poor
growth; (ii) generate business opportunities in which the private sector can participate; and (iii)
catalyze private investments by mobilizing additional resources through cofinancing and guaran-
tee operations.

ADB’s private sector strategy in the PRC should reflect the two lessons learned from the direct
and indirect financing of private enterprises. First, the right policy environment is key to  the long-
term vitality of these businesses. Second, ADB assistance, if combined with the public and private
sector windows to address development challenges, can provide synergistic solutions resulting in
greater benefits for the host developing member country. In other words, ADB’s interventions
should focus on sectors requiring further impetus to reforms as well as catalytic private investments.
Thus, the manufacturing and industrial sectors with over 60% of the PRC’s FDI inflow would fall
outside ADB’s operational scope. Major findings of the PSA and recommendations are presented in the
framework of the strategic thrust and public-private linkages (Table 26).

The private sector is the main engine for job creation in the PRC and an essential ingredient of
any successful poverty reduction strategy.  ADB private sector interventions in the PRC need to
meet the following challenges: (i) how effectively ADB can play a risk-mitigating role in creating
an enabling environment for private business and catalyze further investments; (ii) how effectively
ADB can increase the probability that the poor will benefit from ADB’s PSD interventions; and
(iii) how institutionally ADB can realize the PSD strategic goals.
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Table 26: ADB Strategic Thrust for PSD in the PRC
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ADB has attempted to respond to these strategic challenges in the framework of the PSD
strategic thrusts, taking into consideration poverty, job creation, and the geographical focus on
western regions. ADB needs to make further efforts to strengthen an integrated public-private
approach. Each intervention should be put into a cohesive and strategic context. ADB should
intensify its efforts to further refine and determine strategic criteria for PSD interventions. For
instance, ADB can sharpen its strategic criteria by responding to varying needs among the prov-
inces in the western region. It is also necessary to reevaluate whether the ADB’s current institu-
tional setup at the PRC Resident Mission is sufficient to implement the PSD strategy and respond
to increasing demands from the private sector.
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Major Findings. A sound financial sector is critical to sustainable private sector–led economic
growth. Market-based growth requires the adoption of market-based practices by the financial
system. However, the development of this sector has lagged behind the overall pace of growth and
reform of the real economy. The financial sector is dominated by SOEs and is beset with old
practices and a legacy of NPLs, as well as new NPLs. The PRC’s accession to the WTO should
help spur the development and reform of this sector.

The Government has intensified its efforts to create a policy environment conducive to PSD,
particularly for SMEs.  However, SMEs continue to face constraints on access to financing due to
(i) the absence of a diversified financial sector capable of serving SMEs; (ii) lack of capacity of the
state banking sector that is now going through restructuring; (iii) strong state-sector bias and
prevailing perceptions among domestic financiers that SMEs are not credit-worthy borrowers; (iv)
lack of SME capacity in marketing and corporate strategy; and (v) lack of SME access to capital
markets.

Recommendations. ADB should engage in policy dialogue concerning the restructuring of
the financial sector, including resolution of the NPL problem.

ADB’s interventions should improve the financial environment for SMEs and increase private
sector activity both from the supply and demand sides. ADB should support the formulation of
policies and design of mechanisms that will facilitate SME access to financing (i.e., bank finance,
capital markets, private equity, VC). Specific recommendations include the following.

(i) ADB is already committed to influence the enabling environment for development of
SMEs from the supply side through the two recent TA projects. TA 3493-PRC: Develop-
ment of Small and Medium-sized Enterprise Credit Support System introduces best interna-
tional practices on credit guarantee mechanisms and identifies constraints faced by SMEs
in the PRC. TA 3534-PRC: Development of Financing Policies and Mechanisms for Small
and Medium-Sized Enterprises identifies policy and regulatory constraints faced by SMEs
and alternative financing schemes for SMEs. Efforts should be further intensified to
disseminate best international practices on credit guarantees systems, including replica-
tion of the Shanghai pilot project to other cities in the western region.

(ii) Strengthening the commercial banking sector should facilitate further development of
private sector SMEs. ADB should address related policy and regulatory issues as well as
capacity building of the commercial banking sector through their newly created SME
departments.
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(iii) In addition to bank financing and guarantee schemes, ADB should further explore alter-
native financing options for SMEs (i.e., capital markets, leasing, VC) and identify what
policy and regulatory changes are needed to make alternative financing options available
to SMEs.

(iii) As for capital markets, ADB’s policy dialogue with CSRC on how to improve the func-
tioning of the capital markets as a source of funding for private enterprises, including
SMEs, will be important.

(iv) Regarding leasing, there is a need for a legal and regulatory framework for the leasing
industry to revive. Strengthening the Contract Law would help create a pro-leasing busi-
ness environment.

(v) VC funds have the potential to play a bigger role as a source of funds for SMEs, particu-
larly startups and technology SMEs. The prevailing legal framework is inadequate for
VCs to function fully and effectively reach SMEs in need of seed money and a subse-
quent injection of capital. Revisions to the Company Law could facilitate the further
development of VCs.

(vi) ADB should work with the Government in building the capacity of central and local
government agencies and local chambers of commerce to enable them to play a better
role as service and information providers to SMEs.
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Major Findings. As SOE reforms deepened in the second half of the 1990s, urban unemploy-
ment and urban poverty increased. Among domestic private firms, the provision of social security for
employees is uneven. Given future trends in urbanization and the Government’s plans to allow more
labor mobility by liberalizing the hukou (resident permit) system, policies and programs need to be
put in place to ensure that urban poverty does not increase substantially.

Recommendations. ADB should help the Government establish a comprehensive social secu-
rity system and social safety net. In addition to being a pro-poor initiative, developing a sound
social security system will also facilitate SOE reform and capital market development. The private
sector is the engine for creating jobs necessary to ensure that the urban poor do not become
permanently poor. Social security reform should broaden its coverage so that pensioners do not
fall into poverty. ADB should support the legal/regulatory framework and encourage the develop-
ment of supplementary pension schemes to provide alternative means of retirement provision for
low-income workers or workers with intermittent earnings, for whom participation in contribu-
tory social insurance schemes may not be feasible. This would encourage labor mobility and eco-
nomic efficiency.
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Major Findings. ADB surveys found that both domestic and foreign firms experience market
entry constraints due to policy bias against the private sector.  Lack of transparency and weak
implementation of the rule of law were among the biggest impediments to doing business. The
PRC’s accession to WTO should help address these issues. However, unlike market opening obli-
gations in the industrial sector, there is no specific timetable in terms of WTO transparency obli-
gations. ADB survey and other surveys found that shortcomings in the private sector, such as weak
corporate governance, are serious constraints for further development.

Recommendations. ADB should support capacity building for financial market supervisors to
function as transparent regulators. ADB should encourage government agencies concerned to
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adopt sound corporate governance standards in harmony with international best practice. Initia-
tives should include amending the Company Law, strengthening financial market supervisors—
such as CIRC, CSRC, PBOC, and industry associations—and setting and implementing mini-
mum corporate governance standards for market participants. ADB should continue to serve as
the secretariat for the APEC Financial Regulators Training Initiative, thereby strengthening the
capacity of training programs for financial regulators.
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Major Findings. There are three fundamental issues influencing the sustainability of
microfinance projects operating in the PRC. First, they have no proper legal status, but have been
“tolerated” by the Government during the last 15 years to serve as an experiment in poverty
reduction. There is a prevailing view among NGOs and the funding community that microfinance
schemes should be granted legal status so they can operate in an enabling environment.  Second,
the interest rate regime has not been liberalized so microcredit providers cannot set interest rates at
levels that reflect commercial risks and cover operating costs. Because of these factors, microfinance
projects cannot operate on a sustainable basis. In addition, microfinance institutions are not allowed
to accept deposits. This power is needed to generate sustainable sources of funds for lending.

Recommendations. Policy dialogue should center on (i) creating a policy, legal, regulatory, and
supervisory framework for microfinance, with an initial focus on granting legal status to existing
microfinance projects; and (ii) deregulating interest rates, providing deposit acceptance for microfinance
programs, and refocusing microfinance on providing financial services to the bankable poor rather than
using it as a method for disbursing funds for poverty reduction. Most microcredit in the PRC has been
provided in rural areas. Efforts should be made to develop assistance that generates income and pro-
vides microcredits for laid- off workers and the urban poor.
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Major Findings. ADB surveys found that the private sector needs better physical infrastruc-
ture (such as land and buildings, road connections, power supply, and environment and hygiene)
to expand markets and operate more efficiently. Infrastructure constraints vary depending on
location. Transportation is the most serious constraint for firms operating in the western region,
while land and office space are cited by companies in other regions.  Foreign investors cite infra-
structure constraints, together with underdeveloped consumer markets, as major reasons for not
entering the western and central regions. Thus, infrastructure constraints will need to be addressed
to support PSD, particularly in the poor western and central regions.

Investments for the next 5 years in road/highway, power generation, and water sectors are
estimated to be about $115 billion, $80 billion, and $9 billion, respectively. Without private
participation in infrastructure, these plans will not be realized. A public-private partnership in
infrastructure is needed. An enabling policy, legal, and regulatory environment for private par-
ticipation in infrastructure is also needed.

Recommendation (1). Continued efforts are needed to select issues and topics that are criti-
cal to private participation in infrastructure in each subsector. In the roads and highway sector,
ADB should continue policy dialogue on the transfer of highway asset rights and assistance in
financial management and corporate governance. Building on the findings of TA PRC-2952:
Corporatization, Leasing and Securitization in the Road Sector Project, efforts should be intensi-
fied to create an enabling environment and apply the recommendations to ongoing and future
projects. In the railway sector, ADB should continue to support the ongoing reform process,
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particularly commercialization of railway operations with full cost recovery, to ensure financial
sustainability. In the water sector, tariff policies have a key role in managing risk when private
sector participation is introduced. ADB should continue to assist in creating an improved en-
abling environment for the private sector to participate in water projects by facilitating (i)
corporatization of public water companies, holding them accountable for profitable operations;
and (ii) associated tariff reforms to achieve full cost recovery of operations. In the power sector,
ADB should continue to assist in ongoing restructuring plans to help create an enabling environ-
ment for the private sector. ADB should continue negotiations with central and local governments
regarding the Meizhouwan project (Box 12).

Recommendation (2). ADB has the potential to act as a risk-mitigating agent to induce for-
eign investments into the poor interior west, which can have a developmental impact in terms of
poverty reduction.

Recommendation (3). ADB operations in the oil and gas sector should focus on improving
the regulatory and policy framework to create an environment that is conducive to private sector
participation. Where required, selective catalytic ADB investment may be justified to attract pri-
vate sector investments. Particular areas include natural gas distribution and the use of natural gas
in vehicles such as compressed natural gas, which usually generate relatively modest rates of return.
With regard to the coal sector, ADB assistance should likewise focus on promoting private sector
investments in coal related activities that will have a direct impact on improving the efficiency of coal
mining operations and reducing related environmental costs and occupational hazards. This may be
done by providing support for suitable demonstration projects and policy advice.
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Major Findings for the Health Sector. The health system in the PRC is going through struc-
tural changes as the economy shifts from a centrally planned to a market-oriented system.  Health
care utilization by lower-income households and the uninsured has decreased recently due to
increasing costs in public medical services.  Private medical practice is increasingly becoming
important for the poor because of accessibility and affordability, as well as the provision of more
responsive services. Health system performance assessment is also becoming important as WTO
policy may have unintended effects on the health sector.

AIDS is a high priority for disease control in the PRC. It is estimated that there are at least
850,000 HIV-positive cases in the PRC. The Government has taken a major step to address this
increasingly important issue by approving the Chinese National Medium- and Long-Term Strate-
gic Plan for HIV/AIDS Prevention and Control (1998–2010).

Recommendations. ADB should initiate policy dialogue for creating a better regulatory frame-
work for private medical practice in the PRC by addressing, among other issues, HIV/AIDS pre-
vention and control.  Given that other funding agencies (i.e., UNAIDS and the UN Theme
Group and the World Bank) are already active in the health sector in general, and in HIV/AIDS
prevention and control in particular, close aid coordination is highly recommended if ADB de-
cides to intervene in this sector.

Major Findings for the Education Sector.  ADB surveys and other sources highlight the need
for intensified efforts to improve managerial capacity and retain skilled professionals and workers.
The SME survey also reveals that a majority of firms sampled believe that they need training in
corporate strategies and marketing.  Foreign firms consider that better managerial and profes-
sional skills are essential for further development of their firms and that the PRC needs more
managers with expertise in information technology, strategic management, and reengineering
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business processes.  The education sector has not been able to serve and respond to such increasing
needs. The training subsector is an unregulated and fragmented market, which lacks sophisticated
topics such as corporate strategy and governance. Foreign investors are not allowed to operate in
the distance learning (e-learning) subsector.

Recommendations. ADB can initiate policy dialogue on private participation in the educa-
tion sector, in general, and how best the PRC can create an enabling environment for delivery of
needed educational services for businesses, such as corporate strategy, governance, and marketing
for business managers.
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Major Findings. The year 2001 marked the beginning of a new phase of reforms as the first
year of the Tenth-Five Year Plan and the PRC’s accession to WTO. WTO entry should encourage
PSD by (i) creating additional business opportunities because of more trade and investment; (ii)
increasing transparency in the legal and regulatory framework and improving governance; and
(iii) increasing the supply of goods and lowering costs because of reduced tariffs. However, WTO
accession also poses challenges particularly on human resources of government agencies concerned
due to the volume of laws and regulations that need to be reviewed, amended, and codified.
Because there will be private participation in a wider range of business sectors in accordance with
the new Catalogue for Sectoral Guidance of Foreign Investment, more inconsistencies among existing
laws, regulations, and administrative orders will surface. Although some progress is being made,
public consultation and accessibility to laws and regulations remain problems.

Recommendations. ADB should intensify its efforts to assist the Government in creating a
rule-based business environment by helping to draft forward-looking legal frameworks, assisting
in drafting and modifying laws that affect the private sector, and creating a pilot mechanism for
public consultation and accessibility of laws and regulations.  ADB should closely coordinate with
OECD and World Bank who are active in this field. If designed properly, an integrated approach
with other funding agencies will be an efficient and effective way of creating a pro-business
environment.

Major Findings on IPR Protection. Weak and inconsistent law enforcement is prevalent due
to (i) decentralized and multiple layers of administration; (ii) local protectionism; (iii) inadequate
checks and balances on enforcement actions; (iv) ineffective sanctions and penalties to deter viola-
tions; and (v) intrusive and excessive regulation. IPR infringements are cited by both foreign and
domestic enterprises as serious impediments to their operations. Clear evidence of the Government’s
commitment to fight against IPR infringements is exemplified in the establishment of a National
Anti-Counterfeiting Coordinating Committee at the State Council and related enforcement
campaigns.

Recommendations. ADB can help the Government strengthen its anticounterfeiting cam-
paign.  The assistance can be at the national level through a TA to advise on (i) necessary admin-
istrative reforms to strengthen enforcement mechanisms; and (ii) international best practices on
enforcement. Also, ADB may consider providing assistance in public education at the local gov-
ernment and the firm level utilizing local chambers of commerce and foreign and local chamber
partnerships. Close coordination with the State Intellectual Property Office and the Quality Brands
Protection Committee is needed. Lessons learned from the UNDP pilot project and EU’s ongoing
efforts should be considered.
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Findings. One of the major comparative advantages of ADB is the availability of TA funds for
policy studies and institution building. Recent advisory technical assistance (ADTA) helped create
a market-oriented enabling environment in (i) social security reforms; (ii) capital market sector
reforms; (iii) insurance sector reforms; (iv) SME policy; (v) water tariffs setting;  (vi) power sector
reforms; and (vii) corporatization, leasing, and securitization in the road sector project.

Recommendations. ADB should create a better mechanism to disseminate knowledge, best
practices, and lessons learned through ADB projects and ADTA.  Such an attempt is currently
being made for the recently completed TA 2952-PRC: Corporatization, Leasing and Securitization
in the Road Sector Project. ADB plans to distribute 1,500 copies of the publication not only to
central and local government offices, but also to top research institutions and major city and
university libraries. The aim is to reach the public and potential future decision makers and lead-
ers. The publication discusses relatively new financing concepts. A progressive local government
official suggested that dissemination of “innovative” ideas to younger personnel would accelerate
the reform process.
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Major Findings. Access to reliable information is sometimes difficult in the PRC. Chambers
of commerce and business associations can play an important role in this area. More and more
enterprises are using the Internet to obtain information.  Information concerning fiscal policies
and incentives, as well as basic information on foreign companies searching for partners in the
PRC, if available on the Internet, would address constraints faced by SMEs.

Recommendations. ADB can generate business opportunities for private sector service pro-
viders that may offer training to chambers of commerce and their member enterprises.
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Major Findings. About 57% of respondents to the ADB business climate survey were not
aware that ADB can generate business opportunities for the private sector through procurement
under publicly funded projects or that ADB makes loans and equity investments in private sector
projects. Some respondents also expressed an interest in learning more about ADB’s private sector
operations (Box 13).

Recommendations.  ADB should conduct outreach programs/meetings more regularly and
frequently with private sector companies, both domestic and foreign. One possible way is to
continue to have a dialogue with both foreign and local chambers of commerce, using their chan-
nels to reach private companies. Regular meetings could provide ADB with information on issues
and impediments that private firms face. ADB could reach out to the private sector and catalyze
investments through regular road shows, seminars, and workshops that disseminate information
about ADB’s role in generating business opportunities through procurement under publicly funded
projects.
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Given ADB’s private sector operation’s resource constraints and strategic focus on a few sec-
tors, a focused marketing approach will be necessary. Hosting a forum aligning investors, investees,
and government officials to directly reach potential clients for ADB is one possible way. ADB
should take full advantage of existing forums such as the one being planned by an NGO, the
World Resources Institute, where investors with lack of “investable” deal flow and already “trained”
potential investee companies can meet.

��������#D�!%�	��������!���� �!�

Major Findings. ADB’s private sector operations, which require a focused strategy with a
strong emphasis on development and demonstration effects, have had an indirect impact on pov-
erty reduction. The PRC has attracted more than $45 billion of FDI inflow annually in recent
years. ADB’s private sector investments without government guarantees account for much less
than 1% of this FDI. About 60% of FDI inflow was targeted at the manufacturing sector. The
western and central regions accounted for only about 5% and 9% of FDI inflow for the past 5
years, respectively.

Recommendations. ADB should continue to use equity investments and loans to finance in-
vestments. Where applicable, ADB should use its guarantee products as credit enhancement tools to
mobilize commercial cofinancing, including local currency debt financing. By so doing, ADB needs
to play a risk-mitigating role to catalyze investments, particularly to the poor interior regions.

Box 13:

Level of Awareness of ADB’s Private Sector Operations

Q. Are you aware that ADB supports PSD through loans and equity investments?  Please make
comments on your knowledge about ADB.

Answer (1): Yes. (43% of the respondents)

“We are aware of ADB and its mandates. We have also participated in some of its projects in the
PRC and elsewhere.”

“Yes, we are aware.  However, we wonder why private sector activities have been so limited in the
PRC.”

Answer (2): Yes, but we do not know the details. (17% of respondents)

“Yes, I only have general information.”

“I am broadly aware of ADB’s activities but not in any detail.  In general, I would comment that
their involvement tends to have a positive impact on economies, projects, and markets.”

“Yes, but we don’t know the way to take advantage of it.”

“We have little knowledge about your services and scope.  Our main business limitation is not
related to funding or capital availability, but to market size and customer development.”

“Heard of ADB, but do not know what they do specifically, especially in the PRC.  We will be
willing to talk to ADB if they are interested in oil and gas exploration and production.”

Answer (3): No, I am not aware of it at all. (40% of respondents)

Source: ADB Business Climate Survey 2002.
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ADB should work with private sector partners to establish and maintain good corporate gov-
ernance and management practices. These will enable ADB-supported projects to serve as good
practice models.

ADB should not provide direct support for stand-alone industrial or manufacturing projects.
Such projects should have access to commercial sources or financing. Most of the PRC’s large
inflows of FDI have been used for that purpose.

ADB’s private sector operations should focus on effective interventions to enable ADB to (i)
signal opportunities, (ii) demonstrate success, (iii) identify impediments, (iv) refine ADB’s PSD
techniques, and (v) test the market. ADB’s PRC private sector operations strategy should be posi-
tioned to support poverty reduction.

ADB’s private sector operations in the PRC should focus on: (i) effective and innovative public-
private partnerships to allow sharing of risks and costs in the development process, especially in the
provision of infrastructure; and (ii) development of the domestic private sector, including SMEs that
are a major source of employment and income, to anchor development more firmly in domestic
capacity and promote wider participation. In addition, ADB should consider exploring possible
interventions through private participation in social sectors such as health and higher education.

�� ��0����� ��=���

Major Findings. There is a need for continued restructuring of financial intermediaries to enable
them to function effectively in transforming savings into productive investments, particularly in the
private sector. Domestic SMEs have faced both internal and external constraints, particularly financ-
ing.  Alternative financing through capital markets will facilitate further development.

Recommendations. ADB should explore opportunities to provide support for  (i) invest-
ment funds that target SMEs; (ii) infrastructure investments; and (iii) projects involving energy
conservation, pollution abatement, development of the central and western regions, and the
disposal of NPLs.

ADB should also consider taking equity positions in existing and new commercial banks,
insurance companies, fund management companies, and other domestic financial institutions to
broaden ownership, improve corporate governance, and introduce international best practice stan-
dards. ADB should consider making loan and equity investments in companies in fledgling and
nascent industries, such as leasing and VC, under a new legal framework and enabling environ-
ment. By so doing, ADB can play a catalytic role in mobilizing investors to follow suit and provide
a wide range of financing services to SMEs.

Such bottom-up investment funds can test a new policy environment. Some international case
studies indicate that investing in the first or second pioneering leasing companies in a region (or in
a country) after an adequate enabling environment is in place can make both substantial financial
and development impacts. Margins earned by the early investments were roughly twice as much as
those earned by private investors following in later years when there is more competition. ADB’s
private sector operations should focus on recouping profits while playing a catalytic role in
inviting other investors and making a substantial development impact in the nascent industry.

6� ��5������
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Major Findings. Infrastructure constraints are one of the main reasons why foreign investors
do not consider entering the central and western regions. Both foreign and domestic investors face
varying infrastructure constraints, depending on geographical locations (e.g., transportation is
cited as a major constraint by enterprises in the west). Private participation can help the PRC
finance its infrastructure needs.
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Recommendations. Enormous investments in infrastructure are envisaged during the Tenth
Five-Year Plan. Funding these projects cannot be done by the public sector alone. The involve-
ment of the private sector is another way to mobilize the necessary financing.

ADB’s private sector operations should focus on its existing strengths to mobilize capital for
large and medium-scale infrastructure projects. Multiproject financing schemes such as the World
Bank’s Public–Private Infrastructure Advisory Facility could be used to enable ADB to reach out
to smaller projects. ADB will consider financing infrastructure projects that involve private sector
participation in power generation, gas transmission, roads, ports, telecommunications, water sup-
ply, wastewater treatment, and solid waste management. Additional investments in the power
sector, however, will depend on ongoing negotiations on the Meizhouwan project (Box 12)  with
central and local governments. Priority will be given to pioneering projects and those that can
serve as models for structuring private sector investments. While private sector operations will
mostly be in the coastal region, efforts will be made to encourage projects in the central and
western parts of the country. ADB’s infrastructure financing will be for both “greenfield” projects
and “brownfield” projects.

ADB will support private participation in projects that operate within a regulatory framework
that protects the interests of the poor. Experience has shown that efficiency gains from privatizing
infrastructure services can benefit all income levels.  But with effective regulation that ensures
appropriate tariff policies, lower-income groups tend to gain relatively more than higher income
groups, improving the distribution of income. ADB’s private and public sector departments will
ensure effective regulation of infrastructure projects that are not subject to market competition.
Pro-poor growth from infrastructure projects that extend essential services to the poor at afford-
able tariffs requires a close partnership with the Government.  Such projects can include conces-
sions that require bidders to provide service to poorer areas (for example, low-tariff public standpipes
or loss-making transport systems), with the associated cost to be borne by the Government in the
form of lower concession revenues.
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Major Findings. The health sector is currently going through structural changes. Private medical
practice in rural areas is increasingly important for the poor. For-profit medical JVs have been
allowed to operate to bring in advanced medical technology and equipment, making up the short-
age of local funds, and improving techniques and facilities. WTO accession will also bring about
new opportunities in direct distribution of pharmaceutical products. The education sector is still
highly regulated. For-profit JVs for higher education are not allowed. Distance learning and train-
ing, however, may offer investment opportunities. Both subsectors are very fragmented markets
and training programs for corporate staff are an unexploited niche.

Recommendations. ADB’s private sector operations may wish to pursue investment opportu-
nities in the health sector. Selection criteria for private sector operations potential investments
based on rigorous market research are necessary. One possibility is to make investments in a JV
hospital in a high-end market segment targeting expatriates or a growing segment of the upper-
middle class in cities, with a view to filling the gap in public fund shortages that should be used for
the poor. Rural private medical practice is becoming increasingly important, and an area for con-
sideration and further research. Investment opportunities in the education sector remain limited
for private sector operations.  However, training and domestic distance learning (e-learning)
subsectors can be tapped through an investment fund. It is unlikely that there will be walk-in
“investable” proposals for private sector operations unless ADB conducts active outreach market-
ing in the social sector.  ADB should utilize TA funds for private sector operations to further
research the sectors and identify potential investment opportunities.
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ADB should reevaluate whether or not its current institutional setup is appropriate to respond
to increasing opportunities in the PRC’ s private sector. The recent reorganization is definitely a
step forward in responding to the challenges ahead. However, much remains to be done to further
improve the current institutional setup, especially to strengthen public-private partnerships and
private sector operations at the PRC Resident Mission and mainstream private sector operations
in the PRC operational strategy. For the period from July 2000 to December 2001, the PRC
Resident Mission received 124 private sector-related inquiries and speech requests. The Private
Sector Operations Strategic Directions and Review (ADB 2001) states the following.

The Private Sector Group’s experience, especially in the recent past, has demonstrated the
critical importance to private sector operations of an effective local presence through the
ADB’s resident missions (RMs).  There is simply no substitute for reliable, accurate, and
timely local information and response when identifying, processing, and administering pri-
vate sector projects.  On this basis, and in line with ADB’s policy on RMs, local inputs for
private sector operations must be bolstered by more appropriate arrangements to promote
private sector operations in local markets, to assist with the processing of new projects, to
undertake on-the-ground portfolio administration, and to address risk management issues.
— The need for substantial RM support is critical in at least four DMCs: PRC, India,
Indonesia, and Pakistan.

There is substantial interest in ADB operations in the PRC. The ADB business climate survey
shows that much remains to be done to promote ADB’s efforts in PSD (Box 13). A local presence
of PSD/operations personnel in the PRC Resident Mission would enable ADB to conduct an
active outreach marketing response to growing demands for financial sector and infrastructure
operations and identify potential investment opportunities.



1. Individual-employed or self-employed (geti gongshang hu, widely known as geti hu) is the
first new business category that the People’s Republic of China (PRC) State Council de-
fined as “private sector” in 1981.  These individual businesses were the pioneer members
of the private sector, following the completion of collectivization in the 1950s (ADB 2000a).
Only sole proprietorships employing up to eight people can be registered as geti hu.

2. Private enterprises (siying qiye) were officially introduced as a new business category in
1988 under the “Tentative Stipulations on Private Enterprises.”  They were defined as
“for- profit” organizations that are owned by individuals and employ more than eight
people.  Siying qiye can be privately owned by 2–50 shareholders, with a minimum regis-
tered capital requirement at only $1 in 2000. Siying qiye can be registered as sole
proprietorships, partnerships, or limited liability corporations. During the past decade or
so, however, their status as private enterprises kept them at a disadvantage compared with
state-owned enterprises (SOEs) and collectives, owing to heavy restrictions on their free-
dom to operate and limited access to finance.

3. “Private” collectives and “private” town and village enterprises (TVEs) have played a sig-
nificant role in the development of the PRC’s private sector.  Collective enterprises are
defined as firms that share ownership with local governments. TVEs are defined as firms
that share ownership with township and village governments.  In PRC data, collectives
and TVEs are classified outside the state sector, yet they cannot be considered as part of the
private sector in a legal sense.  However, experts estimate that over 50% of collectives and
TVEs are in practice purely privately owned companies, controlled or owned by individu-
als.  Often called as “red hat firms,” many privately owned companies with the collusion of
local officials adopt the form of a collectively owned enterprise to secure a protective um-
brella for themselves, obtaining the security and privileges extended by local governments
that would not have been available if they were defined as geti hu or siying qiye (Asia Law
and Practice 1999). This phenomenon is still prevalent as seen in recent surveys con-
ducted by the International Finance Corporation and Asian Development Bank (Box5).

4. Shareholding cooperative enterprises are defined as firms that are employee-owned, with
equal voting rights independent of asset ownership.  These enterprises are considered to be
an intermediate stage for former collectives being transformed into privately held firms.
Also, another variation of companies in transition is joint-ownership (lian ying), although
this class of firms was larger in the 1950s when many private firms were gradually trans-
formed into state-owned or collectively owned enterprises after the Chinese Communist
Party took power.  Currently, both categories are considered when describing enterprises
going through transition toward private ownership.

5. Wholly owned foreign enterprises are owned by foreign parties with 100% equity stakes,
and are thus considered “private sector enterprises.” Foreign–funded enterprises (PRC-
foreign joint equity ventures), on the other hand, can be considered either private enter-
prises or SOEs, depending on their ownership structure. PRC-foreign equity joint
ventures (JVs) can take two forms, equity JVs or contractual JVs. Equity JVs have three
characteristics.  First, profits are shared depending on each party’s equity shares.  Second,
JV contract periods can range from 20 years up to 70 years.  Third, exit or withdrawal
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from JVs requires consent from all board members, which makes exit far more difficult for
equity JVs than for contractual JVs.  Thus, long-term commitment is expected. Profit
allocation for contractual JVs is predetermined by contract and can thus be flexible (typi-
cally, for the first 5 years 60% of profits for foreigners and 40% for PRC parties, with a
gradually increased profit allocation to PRC parties).  Also, the PRC partners are expected
to provide land and buildings, while foreign partners provide equipment and technology.
The biggest difference between these two forms of JVs is the fact that upon the expiration
of contractual JVs, the PRC parties are entitled to receive the assets. Contractual JVs are
often undertaken by investors in service industries such as hotels.
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Foreign Direct Investment: Composition by Industry: 1997–2001
($ million)
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(Appendix 3 table continued )
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Sample Firm Profile:  Sample firms number 108 companies (the member firms of foreign chambers of
commerce and business councils from Australia; Canada; Hong Kong, China; Italy; Japan; Republic of
Korea; United Kingdom; and  United States).  By industry sector, general manufacturing (industrial
products) accounts for 16%, followed by services (legal, tax/accounting firms), financial sector and utili-
ties (Chart 1).  Over one third of the sample firms are representative offices (Chart 2).  Small companies
with employees under 500 account for 86%, while large firms 14% (Charts 3 and 4).

a. Representative Office (39%)
b. Branch Office (6%)
c. Holding Company (4%)
d. Trading/Distribution Company (2%)
e. Wholly Foreign-Owned Enterprise (14%)
f. Equity JV (24%)
g. Cooperative JV (8%)
h. Company Limited by Shares (2%)
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Chart 2

(b)

6%
(c)

4%

(a)

39%

(g)

8%

 (h)

2%

(f)

24%

(e)

14% (d)

2%

a. Agriculture and Agribusiness (2%)
b. Oil, Gas, and Chemicals (4%)
c. Metal and Mining (8%)
d. Construction and Construction Materials (2%)
e. General Manufacturing¯ Consumer Products   (10%)
f. General Manufacturing¯ Industrial Products (16%)
g. Financial (banking, insurance and financial  services) (9%)
h. Real Estate (4%)
i. Retail/Distribution (4%)
j. Transportation (5%)
k. Telecom (5%)
l. Utilities (electric, gas, and water) (9%)
m. Information Technology and E-commerce (3%)
n. Services (leisure, hotels, etc) (2%)
o. Services (legal, tax/accounting, consulting) (11%)
p. Others (6%)
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Chart 1

(a)

2%
(b)

4%
(c)

8% (d)

2%

(e)

10%

(f)

16%

(g)

9%

 (h)

4%

(i)

4%

(j)

5%

(k)

5%

(l)

9%

(m)

3%

(n)

2%

(o)

11%

(p)

6%
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Market potential was cited as a top reason for operating in the PRC (33%), followed by the PRC as a
high-priority emerging economy for company’s global strategy (27%) (Chart 5).

Expansion Plans: Close to 90% of the sample firms will expand their operations in the next 5 years, of
which 22% will expand rapidly rather than gradually (Chart 6).

Western and central regions are within the scope of expansion for 59% of the sample firms (Chart 8).
Potential market is a major reason for considering to expand into the regions (Chart 9).

Infrastructure constraints and underdeveloped consumer markets are two major reasons why 41% of the
sample firms are not considering to expand into western and central regions (Chart 10).

a. The PRC as high-priority emerging economy for
company’s global strategy (27%)

b. Market potential in the PRC (33%)
c. Preemptive investment to develop dominant market

position in sector (18%)
d. Low cost of operations (8%)
e. To serve multinational clients operating in the PRC (11%)
f. Others (3%)

/�������0���91����
�#�
�������/.

Chart 5

a. Expand rapidly (22%)
b. Expand gradually (65%)
c. Stay the same (4%)
d. Wait and see (8%)
e. Pull back (0%)
f. Pull Out (1%)
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Chart 6

(a) 27%

(b) 33%

(c) 18%

(d) 8%

(e) 11%
(f) 3%

(a) 22%

(b) 65%

(c) 4%

(d) 8%

(e) 0%
(f) 1%
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Chart 3

1-50

57%

Over 200

3%501-2000

3%

51-500
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Chart 4

Big Company
14%

Small Company 86%
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Chart 9
a. Investment

incentives (13%)
b. Abundant

resources (13%)
c. Potential market

(58%)
d. Solid industrial

foundation (8%)
e. Strong science and

technology
capability (8%)
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Chart 7
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Chart 8

Coastal 

52%

Western

20%
Central 

28% NO

41%

 YES

59%

58%

13%13%

8%8%

0%

10%

0%

0%

50%

60%

70%60

50

40

30

20

10

0

Count Di tri ution

a b c d e
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Chart 10
a. Lagged economic

development
(14%)

b. Infrastructure
constraints (22%)

c. Little market
awareness (14%)

d. Underdeveloped
consumer market
(22%)

e. Human resources
(13%)
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Transparency problems and bureaucracy are biggest operating challenges faced by the sample firms
(Chart 11).

The sample firms consider the PRC market environment as being characterized by overregulation and
lack of discipline in market competition (Chart 12).

As high as 79% of the sample firms face market restrictions.  If combined, government permit and
government policy account for two thirds of market entry constraints (Charts 13 and 14).

Around 43% of the sample firms experienced infringements on intellectual property rights (IPRs), of
which one third cited their experiences as serious, including material losses (Charts 15 and 16).

a. Unfair market competition (20%)
b. Local protectionism (17%)
c. Monopoly (7%)
d. Overregulation (22%)
e. Fake products (7%)
f. Intellectual Property Rights (IPR) protection (9%)
g. Taxation (14%)
h. Others (4%)
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Chart 12

(h) 

4%

(a) 

20%

(c) 

7%

(e) 

7% (f) 

9%

(g) 

14%

(d) 

22%

(b) 

17%

a. Human resources issues (13%)
b. Transparency problem (15%)
c. Market access barriers (9%)
d. Strategic market development; understanding

the market (6%)
e. Bureaucracy, red tape, and arbitrary approvals or

business transaction interference (15%)
f. Foreign exchange management and repatriation of

foreign exchange (7%)
g. Increased competition (10%)
h. Distribution problems (2%)
i. PRC partner relationship/management of the venture (8%)
j. Cultural or language barriers/misunderstandings (4%)
k. Quality issues (5%)
l. Corruption and integrity problems (6%)

91����
�#�.������#���
�������/.

Chart 11

(a) 

13%

(h) 

2%

(i) 8%

(j) 4%

(k) 

5%

(l) 

6%

(f) 

7% (e) 

15%

(d) 

6%

(c) 

9%

(b) 

15%

(g) 

10%



���
�
�
�


�
�
��
��
��
���

�
��



�


��

�
�


�
	
��
�
�
#
���

�
��
�
	


��




	
�
�
���

��

���



�
	
$��

�
���



���


�
��
�
	


���

�
�


�
��%

&
'(
)'*+

�
)',-

��
�
�
�

Serious

26%

Very

Serious

12%

Minor

62%
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Chart 16
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Chart 15

No

57%

Yes 

43%
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Chart 13

No

21%Yes 

79%

(e)

9%
(a)

34%

(b)

16%

(c)

9%

(d)

32%

a. Government permit (34%)
b. Regional protection (16%)
c. Management limitation (9%)
d. Government policies (32%)
e. Market size (9%)
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Chart 14
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b

50%
a

45%

e

0%
d

5%
c

0%

b 

21%

c

5%

d

8%

e 

6%

a

60%

Major sources of financing for the sample firms are internal resources, followed by bank loans (Chart 17).

About 50% of large companies with more than 500 employees rely mainly on bank loans, while small
companies rely on internal resources (Charts 18 and 19).

a. Internal resources
b. Bank loans
c. Capital markets
d. Venture capital fund
e. Others

Chart 17

Distribution 58% 26% 4% 7% 5%

0%

10%

20%

30%

40%

50%

60%

a b c d e
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Chart 19
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Chart 18
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The following sample firms cited that improvements are necessary in various aspects of physical infra-
structure: transportation, environment and sanitation, telecommunication facility and Internet.

a. Telecommunication facility (15%)
b. Road communication (16%)
c. Water supply (5%)
d. Electricity (10%)
e. Mailing system (5%)
f. Internet (15%)
g. Fuel, oil, and natural gas (4%)
h. Environment and sanitation (16%)
i. Land and building space (14%)

About two thirds of the companies responded that the PRC’s entry into WTO will affect their PRC
operations positively, followed by those commenting that it is not clear at this point; no or little impact;
and negative impact.  Also, 55% responded that WTO will have positive impact on their investment
strategy (Charts 21 and 22).

The reasons cited by those who consider the PRC’s entry into WTO as positive include (i) to improve
transparency, (ii) to minimize regulations, and (iii) new market access (Chart 23).

A very small number of companies responded that the PRC’s entry into WTO will affect negatively their
operations due mainly to increased competition (Charts 24 and 25).
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Chart 20
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Chart 22
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Chart 21
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Chart 24
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Chart 25

(a)
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23%
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14%

(d)

8%
(e)

7%

(f)

10%

(g)

11%

(h)

20%

(i)

4%

(j)

1%

a. New market access  (13%)
b. Lower taxes and tariffs (12%)
c. Minimize regulations (14%)
d. Will increase demand, improve macroeconomic en-

vironment (8%)
e. Fewer import restrictions (7%)
f. Level playing field for foreign companies (10%)
g. Increase attractiveness in the global economy; at-

tract investment (11%)
h. Transparency will improve (20%)
i. More investment options (4%)
j. Provide a forum for dispute resolution (1%)

a. Increased competition
b. Higher cost of operation
c. Increased compliance and reporting requirements
d. Others
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1. Implications for Domestic Banks. World Trade Organization (WTO) accession is likely to
produce significant competitive pressure on the People’s Republic of China (PRC)’s domestic
banking sector. In the short to medium term, domestic banks’ net interest margins will nar-
row and profitability will be squeezed.  Weak banks with low capital bases and poor asset
quality may have to exit the market, possibly upsetting the stability of the domestic banking
system. WTO accession is expected to cause short to medium term costs as follows.

(i) The market share of domestic banks will fall. Some estimates suggest that 10 years after
the PRC becomes a WTO member, foreign banks’ market share will increase from the
current 2 % to about 20-30 %;

(ii) Local banks will become less profitable. Some high-quality, creditworthy clients, par-
ticularly those in coastal areas, will shift to foreign banks, leaving the less creditworthy
clients. The shift will pose a major threat to domestic banks as a large proportion of the
sector’s profits come from the top 20% of quality clients.

(iii) Increased competition from international banks will adversely affect the performance of
local banks as funds gradually shift from local to foreign banks. Given the high propor-
tion of bad assets of local banks, especially state-owned commercial banks, the loss of
liquidity will increase their risks.

(iv) Foreign banks, given their flexible management and better pay, will attract skilled per-
sonnel from domestic banks. The “brain drain” will threaten domestic bank operations
and management and force up domestic salary scales. Competition for personnel has
already started, with about one third or more of foreign bank managers in Beijing and
Shanghai now coming from local banks.

2. At the same time, however, the PRC’s entry to WTO will also subject domestic banks to
foreign competition and put pressure on them to improve efficiency, the range of products
offered, and customer service. Some domestic banks will form strategic partnerships with
international banks to meet the post-WTO challenges. The banking system as a whole will
improve its capacity and efficiency to allocate the capital and help finance the rapidly grow-
ing private sector, which so far has little access to financing from the formal financial sector.
Consequently, to face the challenges from international banks after WTO accession, finan-
cial sector reform must be accelerated.

3. International experience shows that in the long run, increased foreign participation in the
banking sector has a positive effect on countries as a whole.

(i) Global integration and competition will catalyze bank reform and improve efficiency,
and thus accelerate economic development.

(ii) Internationalization can help build robust and efficient financial systems by
(a) introducing international best practices, standards and governance, (b) improving
the quality and efficiency of financial services, and (c) attracting more stable sources of
funds.
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(iii) Domestic banks that survive the competition will learn to provide more sophisticated
services and establish systems that meet international standards and increase productiv-
ity.

(iv) Global financial integration will facilitate the PRC’s access to international markets and
the opening up of PRC banks to international operations.

(v) A liberalized and efficient financial sector will significantly contribute to overall eco-
nomic development. Better and more efficient banking services will stimulate the devel-
opment of the industrial, agricultural, and service sectors.

4. Implications for Foreign Banks. According to the ADB business climate survey, as well as
various surveys conducted independently by foreign chambers of commerce, however, for-
eign banks’ views on the post-WTO operating environment is not necessarily positive.  They
are also under tremendous pressure due to expected increased competition that they may have
to face during a transition period.  The gradual opening, as outlined in the WTO agreement,
may prove too slow to counter very limited opportunities for profitable business in the PRC
for foreign banks, which are also burdened by an unusual amount of bureaucratic require-
ments (European Union 2002). Commercial banking business in the PRC is characterized by
“plain vanilla”1  operations and is not likely to offer more sophisticated foreign banks with the
opportunity to exploit their superior product know-how and trading skills.

5. Foreign banks have limited appetite to lend to PRC companies whose transparency is still far
from international standards.  Some also fear that a reduction of market share in their core
customer segment will occur as the larger foreign companies are actively targeted by local
PRC banks, which will take advantage of places like Beijing where foreign banks are unable to
serve these foreign customers directly for renminbi (RMB) business. PRC banks are also able
to benefit from lower funding cost in RMB, whereas foreign banks have to negotiate very
expensive bilateral limits with PRC banks to secure funding.

1
  Commercial banking activities in the PRC are limited to basic operations: taking deposits, making loans, settling trades, transacting foreign exchange, and

brokering.
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1. In the mid-1980s, the fact that most funds came almost exclusively from government sources
rather than the private sector hindered the healthy development of venture capital (VC).
Funds had to be invested in the respective local region due to sponsorship of such investment
by the local government. Uncertainty also prevailed with respect to additional and continu-
ous capital injection.  Many VC firms in the PRC are in a state of chronic undercapitalization
due to a lack of stable capital resources in support of their development. Savings are not
available to VC funds because the PRC has not established a legal mechanism to channel
savings into these funds. PRC’s pension and mutual funds are still in their infancy (Asia Law
and Practice 1999).  Most PRC companies are short of capital and have little money to spend
on high-risk, long-term investment.

2. Little or no market principles were applied in making investment decisions in the early years.
VC funds were often managed by local government officials rather than by nonprofessional
fund managers.  These funds became another channel for delivering state funds to projects to
promote local economic development.  Most funds demonstrated mediocre or lackluster re-
turns; VC returns in the PRC are generally in the single digits (Lau 1999). The first PRC VC
fund, China Venturetech, which was established under government auspices, collapsed only 3
years after its establishment. The reasons cited by experts include poor management and
investments, which were not related to its core business and based on little or no market
principles.  VC in the early days was basically nothing more than loans and guarantees, rather
than equity investments.  Their scale was too small, (the average capitalization was below 1
million yuan [CNY]) and they could not meet the financial requirements of the vast majority
of start-up companies.

3. Most observers agree that the lack of a reliable exit channel is the biggest restraint on the
development of VC in the PRC.  There are no channels for a venture capitalist to cash out of
its investment through an initial public offering (IPO) or other exit method after a certain
period (usually 3-7 years after its initial investment), when the company has reached a suffi-
cient stage of maturity.  In the PRC, the capital market is not only underdeveloped but heavily
controlled and regulated by government through administrative methods lacking in transpar-
ency. The Government recently dropped the much-expected establishment of the equivalent
to the National Association of Securities Dealers Automated Quotation in the PRC for Small
and Medium Enterprises (SMEs) with a small capitalization and short operating history. This
was a major blow to the VC industry.

4. Several legal obstacles to further development of VC include the following.

(i) Weak intellectual property protection.  The enforcement of intellectual property rights (IPR)
laws is needed for any high-tech start-up company relying on technological advantage for a
competitive edge over bigger and more established firms.  However, infringement of IPRs,
especially in software and other sophisticated technology, is rampant.
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(ii) The upper limit ratio set for intangible assets to total assets has hindered the develop-
ment of technology-oriented ventures, which results in lack of attractive deal flow.

(iii) The PRC adopted its first partnership law in 1997, which does not allow limited liability
status for VC funds.  Article 2 of the PRC Partnership Enterprises Law provides that the
name of a partnership cannot contain the words “limited” or “unlimited.”  Furthermore,
Article 8 states that all partners shall bear unlimited liability.  As a result, VC cannot be
structured as a limited partnership which, through its pass-through tax attribute, usually
eliminates double tax issues and reduces the liability exposure of limited partners.  For-
eign VCs thus set up an overseas VC fund to invest the PRC, while for a domestic VC
fund, no such option is available due to the PRC’s strict restrictions on overseas invest-
ment and foreign exchange control.

(iv) Restriction on share transfer and issuance of bonds and multiple classes of stocks such as
preferred stocks has been an obstacle to the development of VC.  Share transfers need to
be confirmed by the other parties and approved by the original examination and ap-
proval authority as stipulated in Sino-foreign joint investment. In accordance with the
Administration of Convertible Company Bonds Tentative Procedures, only listed com-
panies and important state-owned enterprises are eligible for issuing convertible bonds.
“Important state-owned enterprise” is defined as a well-established, large-scale state-
owned enterprise.  Therefore, convertible bonds, as a means of raising money, are not
available to small or medium-sized high-tech companies.  Also, to compensate for the
high risk of early investment in start-up companies, VC investors require preferred shares
that give them certain priorities over common shareholders and bank lenders. There is
no legal precedence for establishing such priorities.2

(v) Lack of certainty on the legality of employee incentive schemes such as stock options and
rights issues is another obstacle.  PRC law is silent on employee stock options and other
employee benefit plans, especially in relation to private companies.  Contrary to the
belief held by most westerners that if the law is silent, you can do it, in the PRC silence
of the law on a point does not necessarily have an enabling effect.

(vi) A new bankruptcy law is being designed. This law may give companies that become
bankrupt an opportunity for a fresh start and enable the quicker channeling of re-
sources away from companies that are not competitive, similar to procedures provided
under the US bankruptcy law. Alternatively, the law may be modeled after similar laws
in many European and Asian countries, where a declaration of bankruptcy carries a
stigma that frequently destroys an entrepreneurs’ future (Nuechterlein 2000).

2 The PRC Company Law is silent on the issuance of different classes of common stock or preferred stock.  Under Article 130, the phrase “each (common) stock of
a company limited by shares shall have the same rights,” is widely interpreted to prohibit a company limited by shares from issuing more than one class of shares.
Article 135, however, states that the State Council can formulate rules on issuance of other kinds of stocks, other than stocks governed by the Company Law. To date,
the State Council has yet to formulate any rules governing the issuance of other kinds of stocks.  In an earlier regulation, the Standardizing Companies Limited by
Shares Opinion issued by the State Reform Commission in 1992, it is clearly stated that a company limited by shares can issue preferred stock.  Nevertheless, the
opinion was supposed to have been substantially replaced by the Company Law.  It is thus unclear whether the provisions of the opinion relating to preferred stock
are still valid.  Thus the issue of whether a company can issue more than one class of common stock or preferred stock is currently unsettled under the PRC law.
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