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The impact of WTO accession on FDI

Chen Chunlai

FDl in China has been one of the most significant features of China’s economic
reform and opening up to the outside world. The gradual liberalisation of restric-
tions on FDI since 1979, and the government’s commitment to further opening,
have greatly improved the investment environment. Foreign firms have been
attracted by the huge domestic market and pool of relatively well-educated, low-
cost labour, making China one of the most attractive destinations for FDI in the
world. By the end of 2001, China had attracted a total of over US$380 billion in
FDI inflows, making it the largest FDI recipient among developing economies and
the second largest FDI recipient in the world.

In the WTO negotiation agreements, China agreed to reduce tariff and non-tariff
barriers to trade in agriculture, manufactured goods, and services, remove a number
of restrictions on FDI particularly in services, and improve protection of intellectual
property rights.

Very few studies have incorporated investment or financial liberalisation in their
estimation of FDI inflows after China’s WTO accession. The most common results
of these studies are that China’s WTO accession would have a positive impact on
its GDP growth, mainly through efficiency gains resulting from trade and invest-
ment liberalisation, and China’s WTO accession would accelerate FDI inflows into
China and increase the foreign ownership share in China’s assets.
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WTO AGREEMENTS RELATING TO FDI AND CHINA’S FDI
POLICY

The Agreement on Trade-Related Investment Measures (TRIMs) was achieved in
the Uruguay Round multilateral negotiations of GATT. The overriding objective of the
TRIMs Agreement is to promote the expansion and progressive liberalisation of
world trade and to facilitate investment across international frontiers so as to in-
crease the economic growth of all trading partners, particularly developing economy
members, while ensuring free competition.

Because of the difficulties associated with bringing discipline to investment into
the international trading framework, the TRIMs agreement has emerged as the short-
est and most limited of the WTO agreements, with only nine Articles plus an lllus-
trative List. The TRIMs agreement applies to investment measures related to trade
in goods only. TRIMs themselves are not defined. Instead, the lllustrative List of
measures which are deemed to be WTO-inconsistent refers to measures which are
mandatory or enforceable under domestic law or administrative ruling, or compli-
ance. ATRIM may fall into at least one of the following five categories

e a firm is required to source a specified minimum proportion of its purchases

from local sources (local content requirement

= afirmis required to achieve a specified import—export ratio in relation to local

product embedded in the exports (trade balancing requirement)

e a firm’'s level of imports in relation to its export or local production (trade bal-

ancing restriction)

= afirm’s access to foreign exchange is restricted (foreign exchange balancing

restrictions)

= afirm’s level of exports is restricted (export restrictions).

The most significant provisions of the TRIMs agreement relate to national treat-
ment, elimination of quantitative restrictions, notification and transparency, and tran-
sitional arrangements. The TRIMs agreement has a number of positive elements.
First, the adoption of specific investment-related disciplines should help to bring a
greater degree of predictability into international investment flows. Second, it will
improve the level of certainty for investors abroad by limiting the scope for govern-
ments to attach onerous conditions to investment approvals or to link them to the
receipt of other advantages. Investors will also have the certainty that the notified
TRIMs will be eliminated within a specified time period. Third, the agreement pro-
vides a greater level of transparency in investment rules through notification of
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WTO-inconsistent rules and through advice of publications in which information on
TRIMs at both the national and sub-national level may be found. Fourth, the agree-
ment reinforces the interrelationship between trade and investment, by noting the
possible need for more work in the future in investment and competition policy,
thereby emphasising the interconnected nature of government policy, and enhanc-
ing consistency between policies. Finally, the TRIMs Agreement provides that the
principles of national treatment and most-favoured nation (MFN) apply to the use of
trade-related investment measures.

However, there are also limitations to the TRIMs agreement. The main limitation is
that it does not provide a comprehensive list of WTO-inconsistent TRIMs but is
instead limited to a subset of what are generally referred to as performance require-
ments. It is unclear just how complete the lliustrative List is, and whether other
measures not on the list could be held to be inconsistent within TRIMs obligations.
In addition, the agreement is limited to goods and so does not include services.

Aithough the TRIMs agreement is the most relevant part of WTO agreements for
FDI, itis not the only WTO instrument which has a bearing on investment meas-
ures. Other relevant WTO agreements include the General Agreement on Trade in
Services (GATS) and the Agreement on Trade-Related Aspects of Intellectual Prop-
erty Rights (TRIPs).

The GATS sets out the rights and obligations for non-discriminatory services
trade. While it does not explicitly refer to investment measures, it does implicitly
include provisions on investment through references to commercial presence. Com-
mercial presence is one of the four modes of supply identified in GATS (the other
three are cross-border trade, movement of suppliers, and movement of natural per-
sons}). Commercial presence is defined as any type of business or professional
establishment, including through the constitution, acquisition or maintenance of a
juridical person or the creation or maintenance of a branch or a representative of-
fice, within the territory of a member for the purpose of supplying a service. Member
countries are required to schedule their commitments to liberalisation in particular
sectors (that is, to provide market access and national treatment) in terms of the
four modes of supply. in addition, countries are required to apply the principle of
MFN in all sectors. This means that even where countries do not specify greater
liberalisation in particular sectors, the MFN obligation will still apply. Given the di-
rect link between investment and establishing commercial presence, itis clear that
further liberalisation will directly influence investment flows.
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The agreement on TRIPs does not refer directly or even indirectly to investment.
However, to the extent that foreign investment is related either to investment in
products or process with an intellectual property content (that is, the value of the
product is in part determined by the legal protection accorded to the intellectual
property) or to licensing arrangements for technology transfer, decisions to invest
may be affected by the level of intellectual property protection offered by the host
government. The TRIPs agreement, which provides for minimum standards of pro-
tection and enforcement of intellectual property, may have some influence on the
direction of investment flows.

FDI in China was prohibited prior to 1978. In order to achieve new objectives of
economic growth and development, however, China began to relax restrictions on FDi
into its domestic economy in 1979. Since then, the FDI regime has been liberalised
gradually, especially since the early 1990s. Admittedly, China has achieved substan-
tial progress in its FDI policy reform within a relatively short period. However, China’s
FDI policy regime still needs further liberalisation. On the one hand, China’s current
FDI policy is siill relatively restricted in terms of FDI entry forms, foreign ownership
shares, industry restrictions and performance requirements. On the other hand, China
still extensively uses fiscal and other incentive policies to encourage some specific
types of FDI; for example, export-oriented and technologically advanced FDi, and to
induce FDI flows into some targeted regions and industries.

Table 9.1 presents an indicative list of China’s current FDI policy relating to the
key provisions of the TRIMs agreement. China’s current FDI policy needs 1o be
further improved in all aspects.

China has made substantial commitments in trade and investment liberalisation,
especially in the automobile industry and services sector, and has agreed to com-
prehensively implement the TRIMs agreement after entering the WTO. Undoubt-
edly, the reduction in foreign investment barriers and liberalisation of the FDI regime
will provide great opportunities for foreign investors to invest and operate business
in China. Therefore, China’s accession to the WTO will have a positive impact on
China’s FDI policy regime, particularly in the aspects of national treatment and
transparency. Meanwhile, it will also help China to improve its competition policies,
industrial policies and intellectual property rights protection and enforcement.

IMPACT ON FD! INFLOWS TO CHINA

FDI inflows into China grew steadily during the 1980s, but increased very rapidly in
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TABLE 9.1 KEY PROVISIONS OF TRIMS AGREEMENT AND CHINA’S
CURRENT FDI POLICY

Provisions of TRIMs agreement China’s current FDI policy

National treatment Extensive restrictions in various sectors, particu-
larly in services. Moving toward national treatment
for incentives, which still favour foreign investors.

MFN status Gives no preferences relating to the establish-
ment, expansion and creation of foreign invest-
ment.

Performance requirement and restrictions Requires local content in some industries.

Requires technology transfer and a certain level of
technology content in some technologically
advanced industries. Requires research and
development activities in some industries. Re-
quires foreign exchange balancing for all foreign-
invested firms. Requires export performance for
export-oriented foreign invested firms. Prohibition
from foreign investment in some industries.
Restrictions on types of entry and ownership
shares in various sectors. Business scope
restrictions in most service sectors. Geographic
restrictions in most service sectors.
Transparency Extensive laws, regulations and guidelines relating
to FDIL
Requires significant documentation in the applica-
tion process.

Source: Author's compilation.

the 1990s (Table 9.2). From 1979 to 2001, China attracted over US$380 billion in
FDl inflows, making it the largest FDI recipient among the developing economies
and the second largest FDI recipient in the world. However, FDI inflows into China
slowed after 1997 and actually declined in 1999 and 2000. There was a moderate
recovery in 2001.

The slowdown of FDI inflows into China in recent years could be explained by
several factors. First, it is likely that high FDI inflows into China during the early
1990s were exceptional and will fall back to a more sustainable level in the long run.
Second, there has been a slowdown from the surge in transfers of labour-intensive
activities from neighbouring Asian economies. In addition, the East Asian financial
crisis substantially weakened capability for outward investment of the Northeast
and Southeast Asian economies. As a result, FDI flows into China from the
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TABLE 9.2 FDIINFLOWS INTO CHINA, 1979-2001

Year FDI inflows Year FDI inflows
(USS$ billion) (US$ billion)
1979 0.1 1991 4.4
1980 0.2 1992 11.0
1981 0.4 1993 27.5
1982 0.4 1994 33.8
1983 0.6 1995 37.5
1984 1.3 1996 41.7
1985 1.7 1997 45.3
1986 1.9 1998 45.5
1987 2.3 1999 40.3
1988 3.2 2000 40.7
1989 3.4 2001 46.9
1990 3.5 Total 393.4

Note: Data for 2001 are from the Ministry of Foreign Trade and Economic Cooperation (MOFTEC).
Source: State Statistical Bureau, various years. Zhongguo Tongji Nianjian (China Statistical Year-

book), Zhongguo Tongji Chubanshe, Beijing.

Northeast and Southeast Asian economies have declined substantially since 1997.
Third, market rates of return to investment in China have not been as high as
foreign investors expected. In many cases foreign investors’ high hopes for China’s
market have been slow to materialise. Informal relationships and corruption still
hinder many business transactions by foreigners. In addition, inefficient SOEs still
dominate many key sectors of the economy. Finally, there are still restrictions on
FDi, such as on ownership shares, modes of FDI entry, and regional and sectoral
restrictions.

Therefore, China’s accession to the WTO comes at a very critical time when
China is facing difficulties in sustaining a high level of FDI inflows. Could China’s
accession to the WTO revive the trend of a high level of FDI inflows and bring
greater inflows?

McKibbin and Wilcoxen (1998) explored the impact of trade liberalisation and fi-
nancial liberalisation on China’s economy by using a dynamic intertemporal general
equilibrium model (DIGEM). According to their study, under the trade liberalisation
scenario, China’s tariff cuts would improve economic efficiency and raise the over-
all return to capital, which would in turn increase foreign investment. Under the
financial liberalisation scenario, financial flows into China would increase very quickly.

Walmsley and Hertel (2000) estimated the economic effects of China’s WTO ac-
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cession by using a dynamic GTAP model, which incorporates international capital
mobility and ownership data. In their simulation, China’s accession raises the rate
of return to capital, thereby increasing foreign investment and capital stock, particu-
larly in the first rive years following accession. Overall foreign ownership of China’s
capital increases relative to the baseline as a result of accession.

The United Nations Conference on Trade and Development (UNCTAD 2000) esti-
mated that in the short term, China’s WTO accession would have only a small
effect on FDI flows into China, as investors adopt a wait-and-see attitude while
reforms are being implemented. However, in the medium term, UNCTAD predicts
FDI flows into China could increase from current levels of about US$40 billion to
US$60 billion and possibly US$100 billion annually if cross-border mergers and
acquisitions are allowed.

Goldman Sachs (1999) examined China’s reported April 1999 offer to the United
States and projected that China’s WTO accession would significantly boost China’s
economic growth, foreign investment and trade. According to the study, trade liberali-
sation and greater openness would boost productivity, expanding GDP growth. Chi-
na’s total trade (exports plus imports) and FDI flows would nearly double by 2005.

How much FDI will flow into China after China’s accession to the WTO? Obvi-
ously, no one knows the exact figure. However, a rough estimate would still be
useful in a policy evaluation of the impact of WTO accession on FDI inflows into
China. Chen Chunlai (2001), using an empirical model," estimated future FDI in-
flows into China. According to the estimation (Table 9.3), after China's accession to
the WTO, FDI inflows into China would increase moderately in the first two years,
with annual FD! inflows around US$45 billion. Then inflows would increase rapidly
and considerably. In the medium term (2005), annual FD! inflows into China would
reach over US$60 billion, and in the long term (2010) roughly US$100 billion.

In summary, China’s WTO accession would have a positive impact on FDI in
China. It would accelerate FDI inflows into China and increase the foreign owner-
ship share in China’s assets. However, the answer to whether China will benefit
from WTO entry and realise its potential in attracting FDI inflows after accession
to the WTO, largely depends on how China implements the WTO agreements,
fulfils its WTO commitments, further reduces and eliminates trade and invest-
ment barriers and opens up more domestic markets, manages internal economic
reforms (particularly the reform of SOEs), and enforces the protection of
intellectual property rights.

129



TABLE 9.3 ESTIMATION OF FUTURE FDI INFLOWS INTO CHINA

Baseline scenario WTO scenario WTO over baseline

(US$ billion) (USS$ billion) (%)
2000 40.1 40.1 -
2001 421 43.9 4.2
2002 44.2 48.1 8.7
2003 46.5 *52.7 134
2004 48.8 57.8 18.4
2005 51.2 63.3 23.8
2006 53.7 69.6 29.7
2007 56.3 76.6 359
2008 591 84.3 42.7
2009 62.0 93.0 50.1
2010 65.0 102.7 58.1

Source: Chen Chunlai, 2001. ‘The implications of China’s WTO accession for foreign direct invest-
ment in China’, in The Implications of TIL for China’s Domestic Economic Development and Policies,
OECD, Paris.

IMPACT ON THE COMPOSITION OF FDI SOURCES

FDIin China comes from more than 100 economies across the world, but FDI into
China has been overwhelmingly dominated by the developing economies, particu-
larly the Asian newly industrialised economies (NIEs). In terms of individual inves-
tors, FD! in China has been dominated by four investors—Hong Kong, Taiwan, the
United States and Japan.

As Table 9.4 shows, during the period 1983-2000, investment from developing
economies dominated FDI in China, accounting for 74.2 per cent of the total accu-
mulated FDI inflows. Among the developing source economies, as a group, the
NIEs have been the largest investors, accounting for 64.7 per cent of the total.
Within the NIEs, Hong Kong has held the dominant position, accounting for 49.6 per
cent, followed by Taiwan (7.5 per cent). In contrast, in the same period, the accumu-
lated FDI inflows from industrial source economies accounted for only 25.8 per cent
of total FDI inflows into China. Among the industrial economies, the United States
and Japan are the most important investors, each accounting for 8.6 per cent and
8.1 per cent respectively, while the combined share of the other industrial econo-
mies is 9.1 per cent. Apart from the United Kingdom, Germany and France, no other
individual industrial economy has contributed more than 1 per cent of the total
accumulated FDI inflows to China.
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TABLE 9.4 ACCUMULATED FDI INFLOWS INTO CHINA BY SOURCE

ECONOMIES
Source Total FDI inflows Share
19832000 1983-2000
(US$biilion) (%)
NIEs 222.3 64.7
Hong Kong 170.3 49.6
Taiwan 25.6 7.5
Singapore 16.3 4.8
South Korea 10.0 2.9
ASEAN 5.9 1.7
Japan 27.7 8.1
United States 29.7 8.6
West Europe 26.6 7.7
UK 8.5 2.5
Germany 57 1.7
France 4.1 1.2
Other industrial economies 4.6 1.3
Other Asia 4.7 1.3
East Europe 0.5 0.1
Latin America 14.7 4.3
Africa 0.8 0.2
Others 6.1 1.8
Developing economies 254.9 74.2
Industrial economies 88.5 25.8
Total 343.4 100

Note: Calculations are based on 1995 constant US dollar prices.
Sources: State Statistical Bureau, various years. Zhongguo Tongji Nianjian [China Statistical
Yearbook], Zhongguo Tongji Chubanshe, Beijing.

Obviously the current composition of FDI sources in China needs to be diversi-
fied if China is to benefit more from FDI. The diversification of FDI sources is not
only necessary for China to attract a greater quantity of FDI inflows, but is also
important in order for China to attract high quality FDI inflows. China’s accession to
the WTO provides a great opportunity for China to improve and diversify its FDI
sources and therefore will have a significant impact on the composition of FDI
sources in China.

In general, with the implementation of trade and investment liberalisation after
China’s accession to the WTO, both developing and industrial economies would
increase their investments in China as a result of the improvement of the overall
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investment environment and the reduction of trade and investment barriers in China.

For developing economies (mainly the NIEs), because they have moderate tech-
nological and innovative capabilities and are at a middle stage of economic devel-
opment, the ownership advantages possessed by their enterprises are more con-
centrated in the forms of labour-intensive production technology, standardised manu-
factured products and well-established export market networks. Obviously, China,
being relatively abundant in labour resources and having a comparative advantage
in labour-intensive activities, is a very attractive location for developing economy
investors, particularly for export-oriented FDI. After China’s accession to the WTO,
on the one hand, China will reduce trade and investment barriers and improve the
investment environment; on the other hand, China’s export markets will also be
greatly enlarged as the member economies—patrticularly the industrial economies—
will open more domestic markets for China’s exports. Therefore, there are great
incentives for developing country investors to increase total FDI in China in general
and to increase export-oriented FDI in China in particular. It is expected that China
will remain an important host economy for investment from developing economies,
particularly the NIEs, after China’s accession to the WTO.

In general, enterprises from economies with high technological and innovative
capabilities and high overall economic development, will possess more ownership
advantages in the forms of high technology, product differentiation, managerial and
entrepreneurial skills, and knowledge-based intangible assets. Because of these
firms’ specific ownership advantages, FDI from industrial economies is more mar-
ket-oriented. The general implication is that host economies with larger market size,
faster economic growth and a higher degree of economic development will attract
more market-oriented FDI. China’s huge domestic market, fast economic growth
and increasing per capita income are very attractive for industrial economy inves-
tors, particularly for market-oriented FDI. Therefore, China’s accession to the WTO
will provide great opportunities for industrial economy investors to explore China’s
huge domestic markets. It is expected that with the implementation of WTO agree-
ments and fulfilment of its commitments to the WTO in trade and investment liber-
alisation (particularly in the areas of strengthening intellectual property rights pro-
tection, opening more economic sectors, especially the services sector, to FDI,
and allowing and encouraging cross-border mergers and acquisitions [M&As]), China
will become an increasingly important host economy for FDI from industrial econo-
mies. This will not only increase total FDI inflows from industrial economies, but will
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FIGURE 9.1 REGIONAL DISTRIBUTION OF ACCUMULATED FDI
INFLOWS INTO CHINA, 1983-2000

Central Region
(8.95%) West Region
(3.25%)

East Region
(87.80%)

Note: Calculations are based on 1995 constant US$ prices.
Source: State Statistical Bureau, various years. Zhongguo Tongji Nianjian (China Statistical
Yearbook}, Zhongguo Tongji Chubanshe, Beijing.

also increase the quality of FDI inflows into China.

IMPACT ON THE REGIONAL DISTRIBUTION OF FDI IN CHINA

Since China began to attract FDI into its economy, the regional distribution of FDI
within China has been very uneven. FDI inflows into China in the 1980s were over-
whelmingly concentrated in the four special economic zones and the two munici-
palities of Beijing and Shanghai. With the development of overall economic reform
and the nationwide implementation of open policies for FDI in the 1820s, FDI in-
flows into China gradually spread from the initial concentrated areas to other prov-
inces. Increasingly the most important areas for hosting FD! are the Yangzi River
Delta including Jiangsu, Shanghai and Zhejiang, and the Bohai Gulf including
Shandong, Hebei, Tianjin and Liaoning. Several provinces, such as Jilin, Heilongjiang,
Anhui, Jiangxi, Henan, Hubei and Hunan in the central region, and Sichuan and
Shaanxi in the west region, also experienced relatively large increases in FDI in-
flows in the 1990s.
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Comparing the three province groups of the east, central and west regions,? the
east region provinces have overwhelmingly dominated the other two province groups
in attracting FDI. For the period 1983-2000 the percentage shares in the national
total of accumulated FDI inflows were 87.8 per cent for the eastern region prov-
inces, 8.9 per cent for the central region provinces, and only 3.3 per cent for the
western region provinces (Figure 9.1). This uneven regional distribution of FDI has
to a certain extent helped to enlarge the gap in income levels between the east and
the central and west regions.

With China’s accession to the WTQ, it is expected that trade and investment
liberalisation will bring more benefits o the east region than to the rest of the coun-
try, especially than to the west region. As a result, after accession, economic growth
in the east region will be higher and faster than in the west region. Consequently, it
is expected that more FDI will flow into the east region.

The attractiveness of the east region for FDI is its relatively more liberalised and
industrial economy, closer connections with the outside world, better infrastructure,
a higher level of scientific research and technical innovation, and a higher quality
labour force. Therefore, with further liberalisation in trade and investment after Chi-
na’s accession to the WTO, the east region will attract more FDI inflows. Labour-
intensive export-oriented FDI in the manufacturing sector is likely to maintain a
positive and important role in export promotion, economic growth and employment
creation. Market-oriented FDI is expected to continue to show an upward trend in
the years following China’s accession to the WTQ, especially in the east region.

To boost economic growth and therefore reduce the gap of economic develop-
ment between the east region and the central and west regions, the Chinese gov-
ernment launched the West Development Strategy in 1998.2 The Strategy empha-
sises infrastructure development, environmental protection, industriat structural re-
adjustment, the development of sciences and education, and economic reform and
openness.To realise these goals, four concrete measures are o be implemented.
First, the central government will dramatically increase investment in the central
and west regions, and increase transfer payments from the central government
budget. Second, the central and west regions will increase the degree of openness
and implement more open policies, in particular by opening more areas and sectors
to FDI. Third, enterprises—especially foreign-invested enterprises (FIEs)—in the
east region are encouraged to invest and to do business in the central and west
regions. Fourth, the central and west regions will enhance the development of
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sciences and education in order to attract and improve human resources.

To improve the investment environment and accelerate economic growth in the
west region, China will need to invest heavily in infrastructure development in the
west region. According to the West Development Strategy, the major infrastructure
projects include investing 120 billion yuan in highway and road construction from
2000-2020; investing 100 billion yuan in large and medium-size railway projects
from 2000-2005; creating a hydro-electricity generation base in the west region and
constructing a national electricity supply network in order to transport electricity
from the west region to the east region from 2000—-2015; investing 300 billion yuan
in gas pipeline construction to transport natural gas from the west region to the east
region from 2000-2007; and constructing more airports in the west region (Office of
the Leading Group for West Development of the State Council 2000).

Undoubtedly, the West Development Strategy and the further opening of the cen-
tral and west regions have provided great opportunities for foreign investors. The
comparative advantages of the central and west regions are rich natural resources,
low labour costs and growing markets. In addition, there are many SOEs in the
central and west regions, with a huge amount of idle capital stock. Currently China
is stipulating relevant laws and regulations on cross-border M&As and foreign in-
vestors are encouraged to participate in SOE reform and transformation through
M&As. With the deepening of SOE reform and the participation of foreign invest-
ment through M&As, it is expected that in the medium and long run more foreign
capital will flow into the central and west regions.

it is most likely that in the short run following China’s accession to the WTO, re-
gional economic development will be uneven, and as a result, the uneven regional
distribution of FDI between the east region and the central and west regions will be
reinforced. However, in the medium and long run, with the implementation of the West
Development Strategy, and economic development in the central and west regions, it
is reasonable to expect a greater flow of FDI to the central and west regions.

IMPACT ON THE SECTORAL DISTRIBUTION OF FDI IN CHINA

The sectoral distribution of FDI in China is characterised by the concentration of
FDI in the manufacturing sector. At the end of 2000, the primary sector aitracted
2.2 per cent, the manufacturing sector 61.0 per cent, and the services sector 36.8
per cent, of total contracted FDI inflows into China (Figure 9.2). However, in the
services sector most FDI was in the real estate industry, which accounted for 24.0
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FIGURE 9.2 SECTORAL DISTRIBUTION OF ACCUMULATED FDI
INFLOWS INTO CHINA, 1983-2000

QOther Services
(12.8%)

Real Estate (24.0%)

Primary (2.3%)

Secondary (61.0%)

Note: Calculations are based on the contracted value of FDI.
Source: State Statistical Bureau, various years. Zhongguo Duiwai Jingji Tongji Nianjian [China
Foreign Economic Statistical Yearbook] and Zhongguo Tongji Nianjian [China Statistical Yearbook],

Zhongguo Tongji Chubanshe, Beijing.

per cent of total FDI inflows to China. As a result, the other services industries

attracted only 12.8 per cent of total FDI inflows.

The current sectoral distribution of FDI in China is biased towards the manufactur-
ing sector. Although FDI inflows into the primary and services sectors have been
increasing since the mid 1990s, the volume of FDI inflows into these sectors is still
low when compared to FDI inflows to the manufacturing sector.

Following China’s accession to the WTO, the sectoral distribution of FDI inflows
will experience some changes. The general trend will be for the proportion of FDlin
the manufacturing sector to decline, while the proportion of FDI in the services
sector—particularly in finance, insurance, commerce, telecommunications and aux-
fliary services—will increase. However, changes to the sectoral distribution of FDI
will primarily depend on the successful implementation of China’s WTQO commit-
ments and the degree of market opening to foreign investors.
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Primary sector

Of all the sectors of the Chinese economy, the primary sector has received the
smallest amount of FDI. By the end of 2000, FDI in China’s primary sector was
around US$7.9 billion, of which US$4.7 billion was in agriculture and US$3.2 billion
was in ocean oil and natural gas exploration, mining and other primary industries. It
should be noted that most foreign investments in ocean oil and natural gas explora-
tion are recorded as other foreign investments which are not included in China’s FDI
statistics.

Agriculture was one of the earliest sectors to open up to FDI. However, the suc-
cess of agriculture in attracting FDI has not been impressive when viewed in the
context of the large volume of FDI inflows over the last two decades. There are
many reasons for the poor performance of agriculture in attracting FDI, but there are
two that are probably most important. First, China’s agricultural land tenure system,
and hence, the traditional small-scale family-based agricultural production method
has greatly limited the inflows of agricultural FDI and large-scale production and
advanced technology. Second, government controls over production, pricing, pur-
chase, storage, transportation, domestic sales, and international exports of grains
and other major agricultural products have been a significant disincentive for foreigers
to invest in China’s agricultural sector. Therefore, China will not attract large FDI
inflows into its agricultural sector without fundamentally changing its land tenure
system and dramatically reforming and liberalising its grain and major agricultural
products marketing system. China’s accession to the WTO provides a good oppor-
tunity for China to reform and restructure its agricultural sector in a new environ-
ment of international competition.

In general, China has no comparative advantage in land-intensive grain production.
However, with its abundant and cheap labour resources, China has a comparative
advantage in labour-intensive horticultural and animal husbandry production. After
accession to the WTO and the restructuring of China’s agricultural production struc-
ture, China will have the potential to expand its production and exports of horticultural
products and animal products. Therefore, the horticultural and animal husbandry in-
dustries have great potential to attract FDI inflows after China’s accession.

However, China’s potential to expand exports of horticultural products and animal
products is limited by deficiencies in its technologies, capital and marketing net-
works. Therefore, there is also a great opportunity for foreign investors to invest in
areas such as horticultural products and animal products quality upgrading,
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processing, fresh preservation, packaging, storing and transportation. In addition,
with the development of the animal husbandry industry, the feed processing indus-
try is also a very attractive sector for FDI.

The oil and natural gas exploration, and mining industries will have great potential
to attract foreign investment if China removes the restrictions on foreign ownership
shares, types of investment and operation scopes on FDI in these industries. it is
expected that after China’s accession to the WTG, the oil and natural gas explora-
tion and mining industries will attract more FDI inflows as China gradually reduces
and eventually eliminates the restrictions on FDI in these industries. In addition,
China’s west region is well-endowed with natural resources, particularly oil, natural
gas and mines. With the implementation of the West Development Strategy and the
improvement of the overall investment environment, particularly in infrastructure
and open policies in the west region, it is expected that the west region will attract
more FDI inflows into its resource-based primary industries.

Manufacturing sector

The manufacturing sector is the largest FDI recipient sector in China. By the end of
2000, the manufacturing sector had attracted US$210.9 billion in FDI, accounting
for over 60 per cent of total FDI inflows to China. In terms of the industrial distribu-
tion of FDI! in the manufacturing sector, 40.7 per cent of total manufacturing FDI
went to labour-intensive industries, while capital-intensive industries and technol-
ogy-intensive industries accounted for 24.4 per cent and 34.7 per cent, respectively
(Figure 9.3).

Studies of the impact of China’s accession to the WTO predict that after acces-
sion, labour-intensive manufacturing industries—especially textiles and clothing
industries—will grow rapidly, led by a large expansion of China’s exports. This ex-
pansion will follow from industrial economies’ reduction of import tariffs and elimina-
tion of quotas on imports of China’s labour-intensive manufactured goods. However,
to realise this potential, China needs to introduce foreign capital, technology and
advanced equipment to help upgrade its relatively backward labour-intensive indus-
tries, in order to compete in global markets. Therefore, there are great opportunities
for foreign investors to invest in China’s labour-intensive and export-oriented manu-
facturing industries. It is expected that with trade and investment liberalisation after
accession to the WTO, China will atiract more FDI inflows into its labour-intensive
and export-oriented industries. While the southeast coastal region will still be the
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FIGURE 9.3 COMPOSITION OF FIES BY INDUSTRY GROUPS OF
FACTOR INTENSITY (END 2000)

Technology intensive
(34.8%)

abour intensive

Capital intenst
P ve (40.8%)

(24.5%)

Note: Calculations are based on the total assets of FIEs at the end of 2000.
Source: State Statistical Bureau, 2001. Zhongguo Tongji Nianjian 2001 (China Statistical Year-
book 2001), Zhongguo Tongji Chubanshe, Beijing.

main receipt of labour-intensive and export-oriented FDI, following the implementa-
tion of the West Development Strategy and the improvement of the investment
environment, especially the breakdown of regulatory barriers and reduction of tranport
and transaction cost to internal trade, the central and west regions will become
increasingly attractive to foreign investors, Thus, more labour-intensive FDI is ex-
pected to flow into the central and west regions in the medium and long run, causing
a gradual shift of labour-intensive FDI from the southeast coastal region to the
central and west regions as these regions’ comparative advantages change in the
process of economic development.

Generally speaking, China’s capital-intensive and technology-intensive manufac-
turing industries have no international comparative advantage. Therefore, after ac-
cession, China’s capital-intensive and technology-intensive manufacturing indus-
tries will face significant competition from foreign companies. On the one hand, the
enhanced competition can pressure China’s domestic enterprises to improve their
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management and technology and, therefore, to increase efficiency. On the other
hand, more domestic enterprises might face the possibility of being forced out of
business. This is especially critical for those loss-making SOESs in the traditional
capital-intensive industries.

SOE reform is essential to ensuring smooth accession to the WTO and is also
very important for the successful implementation of China’s WTO commitments.
Currently, China’s capital-intensive and technology-intensive manufacturing indus-
tries are still overwhelmingly dominated by SOEs. The successful reform of China’s
state sector will depend greatly on the means undertaken and the tools made avail-
able to foreign investors. Although the Chinese Government has allowed private
capital participation in the restructuring and modernisation of SOEs, controls over
foreign ownership and the forms of foreign investment, such as cross-border M&As,
still exist.

Foreign companies in capital-intensive and technology-intensive industries have
superior ownership advantages over China’s domestic enterprises, and therefore
have more advantages in investing and competing in China’s capital-intensive and
technology-intensive industries. If the Chinese Government further relaxes the con-
trols over foreign ownership, allows direct transactions of cross-border M&As of
China’s enterprises (especially SOEs) by foreign companies, and effectively pro-
tects intellectual property rights, greater volumes of FDl—especially large multi-
national enterprises (MNEs) from industrial countries—will flow into China’s capital-
intensive and technology-intensive manufacturing industries. The most promising
industries will be the new and high-technology industries, such as electronics, tel-
ecommunications equipment, synthetic materials, new-type building materials, phar-
maceuticals and automobiles.

The automobile industry is the only manufacturing industry in which China has
made specific commitments in investment liberalisation in the WTO agreements.
The industry was one of the earliest industries opened to foreign investors in China.
In 1984, two joint ventures were set up: Beijing Jeep Corporation LTD (Beijing/
United States) and Shanghai Volkswagen Automobile Corporation (Shanghai/Ger-
many). By the end of 1998, more than 400 Sino—foreign joint ventures had been
approved in the automobile industry. The largest joint ventures are in Shanghai
(Shanghai Volkswagen, Shanghai General Motors), Changchun (FAW-Volkswagen),
Wuhan (DongFeng-Citroen) and Guangzhou (Peugeot, Honda).

China is a potentially large market for an automobile industry. Currently, China’s
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annual production of motor vehicles is around 1.7 million. With rapid economic de-
velopment and the increase of per capita income, demand for motor vehicles in
China will increase rapidly. With China’s accession to the WTO, import tariffs on
motor vehicles will be reduced from the current level of 80—100 per cent to 25 per
cent by 2006, and tariffs on auto parts will be cut to an average of 10 per cent by
2006. Undoubtedly, after China’s accession to the WTO more motor vehicles will be
imported to meet China’s rapidly increasing domestic demand. However, domestic
producers of motor vehicles will still be the main supplier for domestic automobile
demand. Therefore, foreign automobile companies with superior technology, advanced
production techniques, high managerial skills and rich experiences in international
competition have tremendous advantages to invest in China’s automobile industry.
Furthermore, direct participation in local auto production will also be the most effi-
cient way to secure foreign auto companies’ shares in China’s domestic automobile
markets.

Currently, FDI in China’s automobile industry faces some policy restrictions. For
example, there are restrictions on the share of foreign ownership. Wholly foreign-
owned enterprises are not allowed. There are also restrictions on production range
and local content requirement. Furthermore, foreign investors are not allowed io
invest and operate in motor vehicle distribution and maintenance.

China has made some specific commitments in investment liberalisation in the
automobile industry after its accession to the WTO. The key points include: allowing
non-bank foreign financial institutions to provide auto financing; commitments regard-
ing importation, distribution, sale, and maintenance and repair of automobiles; free-
dom to determine product range within two years of accession; reduction of red tape,
as provincial authorities will be empowered to authorise investments in the sector
worth up to US$150 million (currently US$30 million) four years after accession; and
allowing wholly foreign-owned enterprises to compete in engine manufacturing.

China’s commitments in investment liberalisation in the automobile industry pro-
vide great opportunities for foreign investors to invest in the industry in China. It is
expected that foreign investment in China’s automobile industry will increase sig-
nificantly after China’s accession to the WTO.

Services sector

Service is the most restricted economic sector and the latest to be opened to
foreign investors. To date, the Chinese Government has opened some services
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industries to FDI, mainly in the east region, in an experimental fashion, such as
finance, insurance and commerce. By the end of 2000, the services sector has
received FDI of US$127 billion, of which US$83 billion was in the real estate indus-
try and only US$44 billion in other services industries. Therefore, the other services
industries (excluding the real estate industry) accounted for only 13 per cent of the
total FD! in China due to very limited openness and the tight restrictions on FDI in
these services industries.

China’s services sector is underdeveloped in the national economy. For the last
half-century, the share of the services sector in China's GDP has been around 30
per cent. By international comparison, the development of China’s services sector
is also relatively low. According to the purchasing power parity (PPP) calculation,
China’s current per capita GDP is around US$3000. At the global level, the average
share of the services sector in national GDP is around 50 per cent when per capita
GDP is around US$3000 (based on PPP). However, the share of China’s services
sector in national GDP is 20 percentage points lower than the world average. There-
fore, China’s services sector not only lags behind the overall development of its
national economy, but is also underdeveloped by international standards. Although
the Chinese Government issued the ‘Decisions on Accelerating the Development of
the Services Sector in the early 1990s, the targets set for the development of the
services sector have not been achieved. The siow development of the services
sector may well become a bottleneck, affecting the future overall development of
China’s economy.

There are many reasons for the slow development of China’s services sector, but
two stand out. One is closedness and the other is monopoly. During the last two
decades of economic reform and opening up to the outside world, China’s services
sector has actually been relatively closed to foreign direct participation. Although
the Chinese Government has gradually opened some services industries to foreign
investors in a very restricted and experimental fashion, many services industries
are still closed to foreign investors. The closed nature of the services sector to
foreign competition has effectively protected the state monopoly in the services
sector. At present, China’s many services industries are monopolised by SOEs,
especially in the industries of finance, telecommunications and in international trade.

Opening the services sector has been one of the most important issues in the
bilateral negotiations of China’s accession to the WTO. China has made some im-
portant and concrete commitments to the WTO in opening its services sector to
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foreign investors. Undoubtedly, after China’s accession and with the implementa-
tion of the commitments, there will be a surge of FDI inflows to China’s services
sector. In the services sector, the following industries are likely to attract foreign
investment.

Finance. China started to allow FDI in the finance industry in an experimental
fashion in a number of selected cities in 1982. At present, China has eliminated the
geographical restrictions on setting up operational branches by foreign financial
institutions. By the end of 2000, there were 177 operational foreign-invested finan-
cial institutions and 238 representative offices set up by foreign banks in China.
Foreign-invested financial institutions are mainly engaged in foreign currency busi-
ness. However, 32 foreign-invested financial institutions in Shanghai and Shenzhen
are permitted to engage in renminbi business. At the beginning of 2000, the Peo-
ple’s Bank of China announced that foreign-invested banks in Shanghai can extend
their RMB business to Jiangsu and Zhejiang provinces, and foreign-invested banks
in Shenzhen can extend their renminbi business to Guangdong, Guangxi and Hunan
provinces.

By mid 1999, total assets of foreign-invested financial institutions were US$32

billion, accounting for less than 2 per cent of the total assets of Chinese financial
institutions. Total outstanding loans of foreign-invested financial institutions were
US$24 billion, also accounting for less than 2 per cent of the total outstanding loans
of Chinese financial institutions. Undoubtedly, there are great business opportuni-
ties for foreign investors in China’s financial industry. China has committed upon
accession to the WTO to further open its financial markets, eliminate regional and
geographical restrictions, and permit more foreign-invested financial institutions to
engage in renminbi business. Therefore, China’s financial industry will attract a large
volume of FDI inflows after China’s accession to the WTO.
Insurance. In 1992, China conditionally opened its insurance markets, allowing
foreign insurance institutions to set up two types of foreign-invested insurance insti-
tutions in an experimental fashion in Shanghai; branches of foreign insurance com-
panies, and joint venture insurance companies. In 1995, the experiment was ex-
tended to Guangzhou. By the end of 2000, there were 26 foreign-invested opera-
tional insurance companies and institutions in China. In addition, the People’s Bank
of China has also approved two foreign insurance intermediary institutions and 196
representative offices. Currently, China is stipulating ‘Management Provisions on
Foreign-Invested Insurance Institutions’.
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The main policy constraints to FDI in China’s insurance industry are market ac-
cess, regional and geographical restrictions, restrictions on business scope, and con-
trols over foreign ownership. However, China has made some concrete commitments
to opening its insurance industry to foreign investors after accession to the WTO.

China’s insurance industry has registered double-digit revenue growth for several

consecutive years. Total income from premiums is likely to top US$18 billion in
2001. As predicted by the China Insurance Regulatory Commission (CIRC), total
insurance revenues will reach US$30 billion in 2004. Therefore, China’s insurance
industry has great potential to attract FDI provided China implements the WTO
agreement and further open its insurance industry.
Telecommunications. China’s regulations currently prohibit FDI in the operation
and management of the telecommunications industry. In the ‘Industrial Guidance
on Foreign Direct Investment’, the telecommunications industry is listed as a pro-
hibited sector for foreign investment. However, China has made some commitments
to the WTO to open its telecommunications industry to foreign investors after the
accession.

China’s telecommunications industry has been monopolised by state-owned com-
panies. Foreign companies with advanced equipment and technology have shown
great interests in investing in China’s telecommunications industry, especially in
value-added services investment. Therefore, China’s WTO accession will not only
provide an opportunity for foreign investors to enter China’s huge telecommunica-
tions market, but also will increase domestic competition in the telecommunica-
tions market, thus increasing the industry’s efficiency and benefiting consumers.
Domestic commerce. In 1992 China decided to set up several Sino-foreign joint
ventures engaging in domestic commercial retail business at an experimental base
in each of the following cities and areas: Beijing, Tianjin, Shanghai, Guangzhou,
Qingdao and the five special economic zones. Later, China decided to set up two
Sino—foreign joint venture chain retail stores in Beijing and Shanghai and to set up
a number of mainland and Taiwan joint ventures engaging in domestic commercial
retail business in inland areas, also in an experimental fashion. In June 1999, the
State Economic and Trade Commission and the Ministry of Foreign Trade and Eco-
nomic Cooperation (MOFTEC) under the approval of the State Council jointly is-
sued ‘The Experimental Methods for Foreign-Invested Commercial Enterprises’.
The experiment on joint ventures engaging in domestic commercial retail business
was extended to all provincial capital cities, and at the same time, an experiment on
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setting up foreign-invested enterprises engaging in domestic commercial wholesale
business was implemented.

At the end of 2000, there were 27 foreign-invested commercial retail enterprises
and one foreign-invested commercial wholesale enterprise approved by the central
government.* There were about 277 foreign-invested commercial retail enterprises
approved by local governments at the provincial level.

The current policy restrictions on FDI in the domestic commerce industry mainly
include controls over foreign ownership, the degree of market access, business
scope and geographical restrictions.

China has committed to increase the number of foreign-invested commercial en-
terprises, to expand the geographical areas for FDI in domestic commerce, to re-
lease restrictions on FDI in wholesale business, and to eliminate the limit of 50 per
cent equity participation for large retailers.

China’s huge domestic commercial markets, with annual retail sales of 3 trillion
yuan, are very attractive to foreign investors. However, due largely to the policy
constraints, foreign-invested commercial enterprises account for only 1 per cent of
the total value of retail sales in China. With China’s accession to the WTO and the
further opening up of China’s domestic commercial markets, foreign investors will
have a great opportunity to invest in China’s domestic commercial industry.
International trade. Foreign investors are allowed to set up trading enterprises in
the 13 tax-bounded zones to conduct entrepot trade and serve as import and export
agents for the enterprises in the tax-bounded zones. In September 1996, MOFTEC
issued ‘The Provisional Methods on the Experiment of Setting up China and For-
eign Joint Venture International Trading Company’. China allowed foreign investors
to set up Sino—foreign joint international trading companies in Shanghai Pudong
area and Shenzhen special economic zone in an experimental fashion. The joint
international trading companies can engage in commodity and technology import
and export business except for 16 export commodities and 14 import commaodities
that are subject to state trading and control. At present, the experiment has ap-
proved five foreign-invested international trading companies outside the tax-bounded
zones, of which three are in Shanghai and two in Shenzhen.

Currently, there are many restrictions on foreign investors setting up international
trading business in China. However, with China’s accession to the WTO and further
trade liberalisation, restrictions on foreign investors conducting international trading
business will slowly be lifted. Foreign trading companies with their rich experiences
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and well-developed international market network will certainly play a very important
role in promoting China’s international trade. Currently, MOFTEC is reviewing the
regulations and policies governing FDI in the international trade sector, preparing to
further open the sector to foreign investors, and extend the experiment of FDl in the
international trade sector to the central and western areas of China.

CONCLUSION

In terms of investment liberalisation, China’s commitments are mainly in the auto-
mobile industry and some key industries of the services sector. WTO negotiations
will have an impact on China’s FDI policy regime, but the WTO accession agree-
ments have not significantly affected China’s FDI policy regime. The limitations are

' mainly due to the limited effect the WTO has on investment policies. Therefore,
unilateral reduction and elimination of investment barriers would still be the main
task of further investment liberalisation in China.

WTO eniry will have a positive impact on FDI! inflows to China. However, whether
China benefits from WTO eniry and realises its potential to attract FDI inflows after
entering the WTO, largely depends on how China implements the WTO agreements,
fulfils its WTO commitments, further reduces and eliminates trade and investment
barriers and further opens domestic markets, manages internal economic reforms
(particularly the reform of SOEs), and enforces the protection of intellectual
property rights.

China’s accession to the WTO provides a great opportunity for China to improve
and diversify its FDI sources and, therefore will have a significant impact on the
composition of FDI sources in China. In general, with the implementation of trade
and investment liberalisation after China’s accession, both developing and indus-
trial economies are likely to increase their investments in China as a result of the
improved investment environment and the reduction of trade and investment barri-
ers in China. However, while China will remain a very important host for investment
from developing economies—particularly the NIEs—China will become an increas-
ingly important destination for industrial economy investments as China progres-
sively strengthens intellectual property rights protection, opens more economic
sectors (especially the services sector) to FDI, and encourages cross-border merg-
ers and acquisitions (M&As). This will not only increase total FDI inflows, but also
the quality of FDI inflows into China.

In terms of regional distribution of FDI inflows after China’s accession, the study
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reveals that in the short run, uneven regional economic development, and hence,
the uneven regional distribution of FDI between the east region and the central and
west regions in China will probably be exacerbated. However, in the medium and
long term, with the implementation of the West Development Strategy, and eco-
nomic development in the central and west regions, it is reasonable to expect that
more FDI will gradually flow into the central and west regions.

The study also reveals that the sectoral distribution of FD! in China will experi-
ence some major changes after China’s accession. The general trend will be for the
share of FDI inflows into the manufacturing sector is gradually to decline while the
share of FDI inflows into the services sector increases significantly. Opening the
services sector has been one of the most important issues in the bilateral negotia-
tions of China’s accession to the WTO. China has made some important and con-
crete commitments to the WTO in opening its services sector to foreign investors.
Therefore, it is expected that after accession, there will be a surge of FDl inflows to
China’s services sector, especially into finance, insurance, telecommunications,
domestic commerce and auxiliary services industries.

Notes

' The empirical model is a multi-regression model with pooled data. The data set con-
tains 32 developing countries (including China) for a period of 12 years from 1987-98.
The dependent variable is FDI inflows into developing countries, and the independent
variables include market size (GDP), GDP growth rate, efficiency wage (defined as the
real wage rate adjusted by labour productivity), labour quality (approximated by illit-
eracy rate of the population), and economic distance (defined as the weighted average
distance of a developing economy to the rest of the world, where the weights are the
shares of the economies’ GDP in total world GDP). In the regression the independent
variables are lagged by one year. All the independent variables are statistically signifi-
cant at the 1 per cent significance level, and the Buse—R? is 0.55, which indicates the
relatively high explanatory power of the estimated equation. For more details of the
model, see Chen Chunlai (2000).

The east region includes Beijing, Tianjin, Hebei, Liaoning, Shanghai, Jiangsu, Zhejiang,
Fujian, Shandong, Guangdong, Guangxi and Hainan. The central region includes
Shanxi, Inner Mongolia, Jilin, Heilongjiang, Anhui, Jiangxi, Henan, Hubei and Hunan.
The west region includes Sichuan, Guizhou, Yunnan, Tibet, Shaanxi, Gansu, Qinghai,

i)

Ningxia and Xinjiang.
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8 According to the Strategy, the areas include 12 provinces, municipalities and autono-
mous regions: Sichuan, Chongging, Guizhou, Yunnan, Gansu, Shaanxi, Qinghai,
Ningxia, Xinjiang, Tibet, Guangxi and Inner Mongolia; and two prefectures: Enshi of
Hubei Province and Xiangxi of Hunan Province.

* Each enterprise may have several operating stores.
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