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China sWTO Accession: Conflictswith
Domestic Agricultural Policiesand I nstitutions

Hunter Colby, Xinshen Diao, and Francis Tuar

Abstract

This andyss examines the implications of WTO accession for Chinds domestic policies and
inditutions by identifying some of Chinexe agriculturd policies and  inditutiond
arangements that may generate conflicts with WTO requirements and andyzing the nature
and extent of the conflict that may be introduced by WTO accession. We differentiate three
dternaive ways that China's current domestic policy or inditutions may conflict with or be
incompatible with  WTO accesson: (1) the domedtic policy or inditution is expressy
prohibited by WTO rules and principles, (2) te changes required by WTO accesson impose
additiond costs on the government such that the exiding policy or inditutions are difficult to
sudain; and (3) the changes required for WTO accesson reduce the effectiveness of the
policies or indtitutions.

Based only on the incomplete information currently avaldble on Chinds WTO
commitments, we suggest that the grestest conflicts center on China's policies that manage
agricultura supply, digribution, and trade of mgor commodities. Firdt, China's sate trading
enterprises will no longer have a monopoly on trade.  This is likdy to reduce the
government’s ability to use STE as a policy instrument to limit imports in order to support
domegtic production. Second, the most important conflict with Chinas WTO commitment is
likedy to be China's use of a state-run monopoly procurement system for grains and cotton.
This change will diminish the government’'s current policy god of managing supply and
digribution of key agriculturd commodities The impact o farmers, however, is likey to be
mixed and will be influenced by generd agriculturd supply and demand conditions.  Third,
the change in China's import tariff duties is not expected to have a sgnificant impact on
gther domedtic policy or on governmert revenues. However, in terms of domestic support,
China will face a conflict in the operation of its grain stockholding policy, while the large
number of government programs that meet the WTO “Green Box” criteria will be
increesngly important to China's agriculture.  In this way, China's famers will hopefully be
able to reduce codts, increase yields, and improve their competitiveness,
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Chind's impending accesson to the World Trade Organization (WTO) is an important event
for China and for agriculturd exporting nations around the world. In the broadest terms
trade policy reform under the Uruguay Round Agreement on Agriculture involves three key
aess. These areas, sometimes described as the three pillars of the agreement, are market
access (tariffs, tariff rate quotas and other trade barriers), domestic support, and export
subsdies. As part of its WTO accesson commitment, China agreed to reduce its agricultura
protection and trade bariers in dl three aress, including reducing bariers to agricultura
imports, expanding and cregting new market opportunities for exporters, eiminaing export
subsidies, and capping domestic support of agriculture at current levels.

Although implementation of China' s commitments is expected to impact the world economy,
especidly internationd trade flows and commodity prices, it will dso have an enormous
impact on Chinaitsdf. Asin many developing countries with large rurd populaionsand a
large share of the nationa economy drawn from agriculture, China s agricultura protection
policies are concentrated on limiting market access. Reflecting this concentration, two
critica componerts of China s WTO accesson commitments are reduced and bound tariff
rates and the introduction of a tariff-rate quota system for certain key commodities such as
grains and cotton. But there are dso other, less well- publicized commitments from Chinato
liberaize its domestic economy; the most important of which may be liberdizing itsinternd
marketing and digtribution system.

Thisanalyss examines theimplications of WTO accesson for Chind s domestic agricultura
policies and inditutions. China s agricultura trade policies, especidly non-tariff barriers, are
part of an agriculturd policy structure geared towards protecting agriculture in order to
maintain saf-sufficiency in agricultura supply, especidly in food grain production.

However, China s domestic agricultura policy environment, as well asits current system of
agriculturd inditutions, may not be compatible with the rules and trade policy changes
required by WTO accession. This study focuses on identifying some of the agricultura
policies and indtitutiona arrangements in China that may generate conflicts with WTO
requirements, and will analyze the nature and extent of the conflict that may be introduced by
WTO accession.

Current domestic policy or ingtitutions may conflict with or be incompatible with WTO
accession in three different ways. One type of conflict iswhere China s domestic policy or
ingtitution is expressy prohibited by WTO rules and principles or is expressy addressed in
China's market access or domestic support commitments. Another type of conflict iswhere
the changes required by WTO on impose additiona costs on the government such that
the exiding agriculturd policy or inditutions are difficult to sustain. And findly, athird type

of conflict iswhere the changes required for WTO accession reduce the effectiveness, wholly
or in part, of the agricultura policies or inditutions.

This paper will address three of the most important changes that China agreed to make as
part of its commitment package. The first two changes are in the area of market access and
involve changesin China s agricultura trade policies. These changes can be categorized by
the type of barrier to trade, i.e, tariff barriers and non-tariff barriers. As most non-tariff



barriers are linked with China s domestic policies and its indtitutiona system, the paper will
examine non-tariff barriers most closdy. Within the non-tariff barrier category, the two most
sgnificant changes are that China committed to replace its current import quotaand licensing
system with atariff-rate quota system and will relax the tate trading company monopoly
over agriculturd trade.

The third key area of change China agreed to make as part of its commitment packageisto
liberdize its domegtic agricultura digtribution system for mgor grain and oil products.

China committed to dlow foreign companies to have full trading rights and distribution
rights, including rightsin retailing, wholesaling, warehouse, and trangportation. Thiswill
clearly be incompatible with Chind s current agricultura marketing and digtribution
system—a system based on a near monopoly by the government over procurement and
dlocation of priority agricultural commodities. In China, the agricultural marketing and
digtribution system is acomplex system of interlocking policies and government inditutions.
The government utilizes this system to implement many of its agriculturd policies.

Therefore, thisfina section will examine China s WTO commitmentsin the area of
marketing and distribution from the perspective of the government’ s key current policy
initiatives, including production policy, marketing policy, price and procurement policy, and
finaly, stock or food security policy. This section will conclude with a brief discusson of
the separate, but closdy related, issue of China s domestic support commitments required as
part of its WTO accession package.

China’'sWTO Commitments

A greet dedl is gill not known about the terms of China s accession.  China has concluded
bilateral agreements with every nation except for Mexico (for which abilateral agreement is
expected to be concluded shortly). The U.S.-China agreement is the only agreement
currently available to the public. However, Chind s commitments differ from one bilaterd
agreement to another. Therefore, once al the bilaterd agreements are concluded, the WTO
Secretariat will combine the “best” commitments from each and aggregate them into asingle
text. The combined text will be the basis for China s accession to the WTO and al member
countrieswill have recourseto it. This meansthe U.S.-Chinaagreement isaminimum sgt of
commitments, and additiond commitmentswill likely improve the find package.

The second phase of the accession process, multilatera negotiations, is il underway. This
phase of the negotiation will produce two documents, the Protocol of Accession and the
Working Party Report, specifying the commitments Chinamakes in terms of market access,
giving the details of how they will implement those commitments, and explaining how the
rules of the WTO would gpply to China. Thismultilatera phase of the negotiations will
include China s commitments on domestic support.

Thisanalyssis based on the bilaterd U.S.- China agreement signed on November 15, 1999,
the only definitive information that is currently available on the terms of Chinals accesson to
the WTO. Based on the agreement, upon joining the WTO China agreed to reduce its

average tariff rate on agricultura imports from 22 percent to 17.5 percent. A second major



commitment by Chinaisto reduce many of its current non-tariff barriersto trade. The most
important such barriers are quotas, import licenses and the use of Sate trading companies.
Thethird type of change that China committed to makeisto liberdize the right to own and
operate domestic distribution services over athree-year period, including opening up sectors
related to digtribution services, such as repair and maintenance, warehousing, and trucking
services. Inthefollowing sections, the assessment of domestic policy implications of
China's on to the WTO will focus on these three types of policy changes and the
possible conflicts between these changes and Chind s current agriculturd policies and
inditution sysem. Asthe andyssis soldy based on the information contained in the
bilaterd U.S.-China agreement, thisis a preliminary examination, and amore rigorous and
extensve andysis will be needed after the complete package of access on commitments and
the accession protocol are findized and made public.

Tariff Barriersto Trade

Thefirgt type of trade change that China committed to make is to reduce tariff barriersto
trade. Currently, China s average agriculturd import tariff rates by commodity class are 21
percent for live animas and animd products, 7 percent for grains, 17 percent for fats and
oils, 29 percent for processed foods, beverages and tobacco products, and 27 percent for
textiles and other processed agricultural products. Table 1 shows asdection of Chind s tariff
reduction commitments.

Table 1—Sdected tariff cuts:

I[tem Base 2004
(%) (%)

Beef 45 12
Pork 20 12
Poultry 20 10
Citrus 40 12
Grapes 40 13
Apples 30 10
Almonds 30 10
Wine 65 20
Cheese 50 12
|ce cream 45 19

Source: U.S.-China bilaterd agreement.

Chind stariff cuts may not generate any direct conflict with its current agriculturd policies
and inditutions. However, by raising the cost of imports, Chind s tariffs are a means of
protecting or supporting less competitive domestic agricultural producers, processors, or



domestic digtribution enterprises. Therefore, Chind s tariff cuts may be incompatible with
some of its domestic policy godsor programs. It is possible thet, after acceding to the WTO,
Chinawill choose to assist domestic producers and distribution organizations formerly
protected or supported by high import tariff duties by introducing new policies or
programs—though these would have to conform to WTO rules against implementing new
trade-distorting measures.

The reduction in tariff dutiesis expected to reduce government revenues. However, the
experience of other developing countries reducing ratively high import tariff rates shows
that in some cases an import duty reduction may actudly increase tariff revenues. This
occurs because the relatively high tariff rates create an incentives to bypass the collection of
tariffs, either by illegdly diciting the support of customs officias to reduce the declared
vaue of the imports, or ese evading the collection of the duties atogether (smuggling or
other gray market behaviors). Reducing the incentive to cheet by lowering the average tariff
rate, therefore, could result in more goods moving through officid import channelsand an
increase in tariff revenues.

However, even if thereisareduction in totd duty revenue to the government, it is unlikely to
have an important impact on domestic policy snce tariff revenue, especidly the revenue
collected from agriculturd imports, is quite smadl. Secondly, the government can rdaively
easlly offset adedline in agriculturd tariff revenue with an increase in other sources of
revenue. Thirdly, and different from many developing countries in which tariff duties are
one of the few effective means of collecting operating revenue for the centra government, in
Ching, tariff revenueis avery smal component of the government’stota tax revenue (table
2), and agricultural imports are asmall component of total imports (table 3). Therefore, it
seams likely that, if areduction in tariff revenues occurs, it will not have a noticegble impact
on government agricultura policy or expenditure decisions.

Table 2—China s government tax revenue

Total Taiffs Share
(bil RMB)  (bil RMB) (%)

1990 282.2 159 5.63
1991 299.0 18.7 6.26
1992 329.7 21.3 6.45
1993 425.5 25.6 6.03
1994 512.7 27.3 5.32
1995 603.8 29.2 4.83
1996 691.0 30.2 4.37
1997 823.4 31.9 3.88
1998 926.3 31.3 3.38
1999 1068.3 56.2 5.26

Source: China 2000 Statistical Y earbook, p. 258.



Table 3—Share of Chind s agricultural importsin total imports
Agriculture Effective tariff rate
Totd Agriculturd  shareof totd (totd tariff revenue

imports imports imports over tota imports)

(bil USH) (bil USH) (%) (%)
1990 53.3 45 8.39 6.23
1991 63.8 3.7 5.83 5.51
1992 80.6 39 4.85 4.79
1993 104.0 3.0 2.83 4.27
1994 115.6 5.0 4.34 2.74
1995 132.1 9.1 6.91 2.65
1996 138.8 7.9 5.67 2.62
1997 142.2 6.3 4.43 2.70
1998 140.2 55 3.89 2.70
1999 165.7 52 3.13 4.10

Source: China 2000 Statistical Y earbook, p. 590.

Non-Tariff Barriersto Trade

The second mgor commitment by Chinalis to reduce non-tariff barriersto trade. Two of the
most important such barriers are import quotas or licenses, and the use of gate trading
companies. Compared to tariff barriers, non-tariff barriers are much more complex forms of
intervention and are closdy linked to China s agriculturd policies and inditutional system in
generd. This section will address the potentia for conflict between China s current domestic
policies and ingtitutions and the proposed changesin the two mgor types of non-tariff barrier
to agricultural trade addressed in the bilaterd U.S.-China Agreement—import quotas or
licenses and date trading. And finaly, the anaysis will close with a brief discusson of one

of China s more recent trade policy instrument innovations—the value-added tax (VAT).
The discussion will examine how this instrument is used to manage import and export flows
and what, if any, conflict this policy may have with China s accesson commitments.

Import quotasor licenses

For more than four decades China s trade in cotton and grains, especidly whest, rice, and
corn, has been drictly controlled by the government and trested as a strategic activity rather
than smply buying or sdling commodities. After more than two decades of economic
reform, China has decentralized many economic activities, and many agriculturd
commodities are now rdativey fredy traded. However, there has been very little
liberdization of grain and cotton trade.



Chind simport quota and licensing measures are an integra part of the system the
government employs to control domestic prices, marketing and distribution of grains and
edible ails. For this reason, China s quota and license system is different from systems
operating in other countries. Fird, in the case of import quotas, China has never published a
description of the system or the regulations or policies controlling the trade. Second, the
determination and allocation of quotas are not transparent operations, either to markets or to
end users of imported commoditiesin China. In generd, the only way to determine the
amount of an import quotais through ex post facto examination of trade flows.

Nominaly, Chind s State Development and Planning Commission (SDPC) recommends a
guota amount, reviewed and approved by the State Council, which the SPDC then dlocates
to individua provinces. In practice, however, provincid governments dso play acrucid role
in determining the total amount of the quota and its distribution. The amount of quota that
each province obtains is determined through an unofficia negotiation process between the
central and provincid governments. The processis further complicated by the fact that the
tota nationa quota amounts aswell as the dlocation among provinces are likely to be
revisted severa times during the year. Oncetheinitia quota negotiation process between
the central and provincia governmentsis complete, there isasmilar process that occurs
between provincid and loca governments, whereupon the quotaisfinaly dlocated to firms
holding import licenses or government-owned domestic wholesders. In other words, quota
determination and dlocations are not only unannounced, they may change severd times
during the year depending on the outcome of negotiations between each leve of government.

After the amount and alocation are determined, the implementation of the quotais monitored
and administered by the Ministry of Foreign Trade and Economic Cooperation (MOFTEC),
with the state trading companies (COFCO for grains and Chinatex for cotton) conducting the
trade on behalf of the quota-holder. In most cases, quota:holders have no right to import
directly from abroad, to choose their trading partners, or to specify atype or characteristic
(such asthe protein content of wheet) of acommodity.

A related means of managing importsis the government’ simport license sygem. China's
Minigtry of Foreign Trade and Economic Cooperation (MOFTEC) administers a nationd
system of import licenang. Under current practice, in addition to aquota dlocation, afirm
wishing to import aso hasto obtain an import license.  In the case of the key Sate trading
companies for grain and cotton (COFCO and Chinatex), obtaining alicense from MOFTEC
isautométic. In generd, for most other firmstrading in mgor agricultura products, the
procedure can be fraught with obstacles and hidden cogts, and obtaining alicense may
sometimes be due more to good relations with the issuing agency rather than through meeting
clear or objective criteria. More importantly, China currently does not alow any private
companies to import or export grains, vegetable oils or cotton.

After WTO accession, China agreed to replace the current quota system with a transparent
tariff-rate quota (TRQ) regime for whest, rice, corn, cotton, and soybean oil imports (Table
4). Imports within the TRQ quota amount will be at alow tariff, while imports above that

quota amount will be a another much higher duty. The TRQ quantity is scheduled to risein



equa increments until full implementation in the year 2004 (2005 for soybean all, after

which the quotais diminated and it convertsto asmple low, bound duty). The over-quota
tariffs gradualy decline in fixed, equa increments over the 2000- 2004 implementation

period (2000-2005 for soybean ail). It isimportant to note that the TRQ quota amount is an
opportunity to import given to fulfill unmet domestic demand. It is not a minimum access
commitmen.

Table 4—China s TRQ system quotas, tariff rates, and private trade share
In-quota Over-quota
Quota amount tariff Taiff Private share
2000 2004 taiff 2000 2004** 2000  2004**
(mil tonsg) (mil tons) (%) (%) (%) (%) (%)

Wheat 7.30 9.64 1 77 65 10 10
Indicarice 1.33 2.66 1 77 65 10 10
Japonicarice 1.33 2.66 1 77 65 50 50
Corn 4.50 7.20 1 77 65 25 40
Cotton 0.74 0.89 4 69 40 67 67
Soy ail /1 1.72 3.26 9 74 9 50 100

** 2004 isthefina year of implementation for every commodity except soy oil (seefootnote 1 below).
/1 Thefind year of implementation for soy ail is 2005 (the TRQ quota reaches 3.26 million tons); for
2006 the TRQ isiminated, converting to 100 percent private trade with atariff rate of 9 percent.

Source: U.S.-China bilaterd agreement.

In addition to changing China simport quota system, the bilaterd U.S.- China agreement
prohibits Chinafrom using itsimport licensing system to inhibit agricultura trade. China

will have to introduce a system whereby any company with trading rights can, according to
trangparent and objective rules and regulations, readily obtain an import licenseto bring in
mgor agriculturd commodities. China has committed to liberdize trading rights within

three years of accesson. Chinamust aso alow foreign companies to gpply for and obtain an
import license and directly import agricultura commodities.

Thefind rulesfor this trade policy change will not be available until after the Protocol of
Accesson and Working Party Report are findized and rleased. Nevertheless, thistrade
policy change will likdly stimulate increased imports of mgor agriculturd products. In
particular, ready accessto import licenses combined with the dlocation of a share of the
TRQ quota to non-tate trade companies will increase imports of whegt, corn, cotton, and
soybean ail. Imports of other important agricultura commodities, such as meets, fruits, and
sugar, will aso rise, as more firms are readily able to obtain import licenses. However, the
trangtion from the current system to a transparent tariff-rate quota regime that alows norr
dtate trading companies to conduct trade in wheet, rice, corn and cotton, will present a
chdlenge to China s domegtic policies and the ingtitutions through which these policies are
implemented.



Current domegtic agriculturd policy relies, in large part, on state control over agricultura
commodity imports, especialy imports of grains, cotton and edible oilseeds and their
products. The central government usesitsimport quota system to manage import flows,
thereby isolating the influence of international market on domestic prices and protecting
domestic producers or processors. Under the new TRQ system, the government will partialy
loseits ability to control imports, as quotawill no longer be fully carried out by the date
trading companies. Non-state trading companies and foreign companies can conduct part of
the within quota trade as well as the above quota trade (under the high tariff rates). With the
loss of government’s monopoly control over imports, the government’ s agriculturad policies,
including pricing, marketing and digtribution policies, will become much less effective,

The most immediate effect of the TRQ system would appear to be to chalenge China's
emphasis on food sdlf-sufficiency. From the government’s point of view, food sdlf-

aufficiency is defined as grain sf-aufficency. In the late 1990s, senior leaders indicated

that in order to assure China s grain self-sufficiency, grain imports have to be limited to no
more than 5 percent of nationa consumption leves (athough some unofficid reports have
clamed the target was actually between 5 and 10 percent). At current levels, the TRQ quotas
for gransare dl less than 10 percent of consumption (Table 5). Furthermore, with
consumption growth & its current pace, and even assuming condraints on future increasesin
Chind s grain production, by 2004 the ratios of imports under the full TRQ quota over tota
consumption may only be dightly above the 5 percent target.

Table 5—Chind s projected grain sdf-sufficiency ratio
1999/00 2004 TRQ TRQ shareof

consumption guota consumption
(mil tons) (mil tons) (%)
Wheat 117 9.64 8.2
Rice 137 5.32 39
Corn 117 7.20 6.2

Source: U.S.-China bilaterd agreement and USDA PS& D Database.

The TRQ quota system and open access to import licenses will dso likely alow domestic
prices to more closdly reflect world market prices. For commodities such as grains, cotton,
oilseeds and oilseed products, prices may face downward pressure as increased imports raises
totd supply. This could negatively impact the profit margins of Sate trading enterprises both

a the nationa and provincid leved. In generd, China s farm prices have tended to be lower
than world market prices, while the inefficient grain and other commodity distribution

systems often resulted in alarge marketing margin and losses to those firms (traditiondly
subsdized but of the centrd government’ s budget). With increased competition from

imported goods and from non-state-owned or foreign companies, the pressure on the current



date trading enterprises will in turn affect the implementation of government agricultura
policies.

It isimportant to remember that introducing competition into China s agricultura economy
will not necessarily hurt Chinese farmers or the food processing industry. Insteed, asthere
are ggnificant differences in the economic development across regionsin China, alowing
different regions to concentrate in different agricultura commodities in which they have a
comparaive advantage in production and trade, grain imports and foreign competition could
benefit some Chinese farmers. Of coursg, to redlize this, Chind s government has to re-think
and further reform its current agricultura policy and ingtitutiona regime towards better use
and dlocation of inputs such as land, labor and capitd.

Sgnificat questions remain about how Chinawill implement the new TRQ quota system.

For ingtance, how will the quota be dlocated to private traders? Will it be distributed
through an auction, or on afirst-come firg-serve basis, or through some other means? These
questions and others are till being addressed in the multilateral negatiationsin Geneva, and
answers must wait until their conclusion. Recent press reports indicate that China has
aready committed to use aone-tier method of dlocation. A one-tier method of open auction,
or even afird-come firg- serve system, would be less distorting to the economy than a multi-
tier system of dlocation and would likely be more welcomed by foreign exporters. A multi-
tier quota distribution system would be less trangparent and more difficult to monitor.
Although the detalls of the new TRQ system will not be completely available until China
createsit, it is clear that to implement its commitments, Chinawill ether have to sharply
reform its current domestic agricultura policy and ingtitutions or to find other new policies
that are WTO-compliant to replace them.

Statetrading

State trading and the quota and license system are two different sides of one problem.
Without the state trading enterprises, the government cannot control imports under the quota
system, and without the current quota and license system, it would be difficult for state-
trading enterprisesto survive. Another important characteristic of China's new TRQ system
isthat a predetermined share of the within quotaimportsis reserved for private import
companies. It isfixed for some commodities but risesin equa increments for other
commodities over the implementation period (Table 4). Any portion of the within-quota
quantity reserved for date trade companiesthat is unused after three quartersis reallocated to
private import companies. These features are geared towards creating competition among
importersin China, aswdl as providing incentives for ate trading companies to fully meet
domestic demand and be more responsive to the needs of end-users.

Although Chind s state trading companies are currently only agents acting on the behdf of
quota holders, they act as another layer of government control over grain and cotton imports.
As atrading agent, state trading companies behave more or less like profit-seeking
enterprises. However, initsrole as an ingrument of the government to control trade, these
companies have to follow the indructions of the government in to conducting trade—in some



cases importing or exporting a atime when prices cannot maximize companies profits and
may even force companies to lose money.

On the other hand, the privileged knowledge of China simport quotas and monopolist
position in conducting trade often alows Sate trading companies to extract outsize profits
from their trading operations. Their multi-function position provides them with information
that can be used to their benefit. However, once the new system eliminates the monopoly of
state trading companies over agricultura commodity imports, the introduction of private
trade companies, including foreign-owned trade companies, will force the state trading
companies to give up their multi-function roles in order to compete with each other and with
other non-gtate trading companies. In contrast to the current practice, end users will have
more control over the quaity and other characteristics of the agricultura product they import.
Transmisson of internationa commodity prices into the domestic economy will aso
increase. The new system, therefore, will definitely weaken the government’ s control over
internationd trade flows and domestic prices.

In terms of the impact on China s domestic agricultura policy, the dimination of the Sate
trading company monopoly over China s grain and cotton imports is essentidly identica to
the impact of the new TRQ system. In addition, it will put pressure on the profit margins of
dtate trading enterprises as barriers to the entry of private competitorsfdl. From the
perspective of domegtic policy, this trade policy change will likely not have a direct impact
on domegtic agriculturd policy. 1t will have an indirect impact smilar to the impact
described for the TRQ quota system—increased imports and reduced effectiveness of
domestic support as domestic pricesfall. However, it could provide benefits to processors to
the extent that more competition between domestic output and imported commodities
increases buying options and potentialy drives down the prices of their inputs, and therefore
their cost of production.

Vaue-added tax

Beginning in the mid-1990s, China introduced a val ue-added tax (VAT) system to provide
another means of increasing government tax receipts. By the late 1990s, however, the
system was a'so being used as an important policy instrument to support exports or to
discourage imports. Unlikethe VAT applied by many other countries, the VAT systemin
Chinais quite flexible and the rates of VAT are often subject to change as the government
attempts to manage trade flows.

The government can raise, reduce or exempt a vaue-added tax rate for a pecific commodity,
for goods produced by a specific province or a specific company, or even goods used for a
specific purpose. For example, acommodity produced for export can have alow rate of
VAT, arebate, or even atax exemption, while the same commaodity bound for the domestic
market facesahigh VAT rate. Animported good may be charged a VAT in one year but
charged little in another year. The commodities produced by a state-owned company may be
exempt from the VAT, while the same commaodities produced by non-state company have to
pay the VAT.
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Although the U.S.-China bilateral agreement does not contain language specificaly
addressing China s vaue-added tax (VAT) system, China s use of the tax to discriminate
againgt some products (for ingtance, those destined for the domestic market rather than for
the export market) would dmost certainly run counter to the “non-discriminaion” language
found in GATT Article 3. Therefore, if Chinausesthe VAT system to create “non-leve
playing field” for different producers, different products, or to discriminate based on the
ultimate degtination of a products (foreign or domestic), then China s VAT system would
gopear to be in direct conflict with prevailing WTO rules. However, if the VAT system is
applied to producers and products in a non-discriminatory manner, taxing al substantialy
dike products at an equivaent rate, then the system would not conflict with WTO rules.

Domestic Marketing and Distribution

China has committed to phase in, over athree-year period, liberdization of the right to own
and operate agriculturd distribution services for al commodities except tobacco and sdt.
The liberdization gpplies to the services of wholesding, retailing, commission agents,
franchising, and their subordinate services. It so opens up sectors related to distribution
sarvices such asrepair and maintenance, warehousing, and trucking services. At present,
China redtricts the right to own and operate distribution services for many agricultural
commodities (grain, cotton and edible ail, for ingtance) to afew, sdect sate inditutions.

The government generdly prohibits foreign firms from distributing products other than those
they produce in Chinaor from controlling their own distribution networks. Furthermore,
China dso prohibits domestic enterprises from operating distribution, warehousing
operations or providing marketing or other services for certain agriculturd commodities,
most notably grains and cotton. Instead, purchasing, processing, distribution, and
warehousing of whest, rice, corn, and cotton are restricted to state-run agencies—China's
Grain Bureau (and ffiliated Grain Companies) and the All-China Federation of Supply and
Marketing Cooperatives (and affiliated Cotton and Jute Companies).

Thefind language on Chind s liberdization of digtribution services will not be available
until the multilatera negotiations are complete. However, a aminimum, the language will
include the provisons of Annex 1 of the U.S.-China bilatera agreement, which Sates:

“The principa services rendered in [commission agents services, wholesdling,
retaling, and franchising] can be characterized as resdlling merchandise,
accompanied by avariety of related subordinated services, induding
inventory management; assembly, sorting and grading of bulk lots; bresking
bulk lots and redidiributing into smdler lots, ddivery services, refrigeration;
storage, ware-housing and garage services, saes promotion, marketing and
advertisng...” [italics added].

Although the language does not explicitly include (or exclude) direct purchases from farmers

or procurement, it appearsthat this could be considered a“related subordinated service.” If
this interpretation is correct, and there is no language in the find Accession Protocol that
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excludes this sarvice, then this liberdization will have a dramatic effect on China s domestic
grain and cotton procurement and marketing policies.

China s grain and cotton procurement agencies would no longer have amonopoly on
procurement, but would have to compete with private (included foreign-owned) enterprises
to procure from farmers. Over time, as private enterprises enter, this could sharply reduce
the government’ s ability to intervenein the grain and cotton markets through administretive
mandates to the state procurement agencies.

Currently, China s officid policy prohibits any entity but an authorized grain or cotton
company (and afew authorized large end users such as feed mills or yarn mills) to purchase
directly from farmers. All other grain or cotton users have to purchase from the Sate grain
companies at local or wholesale markets or from cotton companies (or from the Sate at the
recently inaugurated China National Cotton Exchange). In practice, however, there are
growing numbers of black market private deders scouring the countryside purchasing grain
and cotton at prices above the prices paid by the officid state buying agencies. So to some
extent, and assuming the government does not initiate a crackdown, the current policy is
dready weskening. Thisweakening of the gtrict government procurement monopoly may
mitigate the impact of the commitment to liberalize the government marketing and
digtribution system.

Besdes trade policies, China s government agriculturd policy can generdly be categorized
into four broad areas—production policy, marketing policy, price policy, and findly, a stock
or food security policy. The liberdization of the government grain and cotton marketing and
digtribution system will impact dl of four of these policy areas, though in different ways and
to different degrees.

Production palicy

Liberdization of the government grain and cotton marketing and distribution system poses a
number of conflicts for China s agriculturd production policy. The current policy revolves
around adminigrative guidance of farm production decisons. The centra government sets
grain or cotton sown area targets which are transmitted down through the government
hierarchy to village leaders and ultimately the farmer. Locd officids and party chiefs
continue to have agreat ded of influence over farmer planting decisions, primarily because
local officids control access to education, authorizations to have children, and many other
important facets of daily life. In addition, locd officids are the points at which agriculturd
taxes and many other types of fees are collected. Farmers know from experience that
disregarding ingtructions from locd officids on agriculturd matters may bring hardships to
other areas of their lives.

The entrance of private procurement agents will not directly impact the government’s
production policy because the government’ s principle instrument in effecting production
policy isthe loca officia. Nevertheess, the entrance of private procurement and distribution
enterprises would clearly diminish the effectiveness of the government’ s production policy.
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Locd officids could respond by increasing pressure on farmers, but given current farmer
discontent and severd recent instances of rura unrest, thiswould be a very risky policy and
could spark even more problems.

Price policy

The government’ s use of the procurement agency monopoly for purchases from farmers
provides a centraly controlled mechaniam to implement the government’s protection (or
minimum floor price) for grains. Although provincid governments are involved in setting
these protection prices, the central government continues to influence the find price levels.
The protection price was established in the late 1990s in order to provide a measure of
Security for grain farmers during periods of low prices. The policy was enacted during ahigh
inflation period and was not invoked for severd years. Today, in an environment of low
market pricesfor grain, the government hastried to use the monopoly power of itsgrain
procurement agencies to protect farmers incomes. At the sametime, it did not want to
increase spending to cover the costs due to the price gap between protection prices and
market prices. The government hoped to provide a boost to market prices by limiting grain
procurementsto its grain-purchasing stations. However, market prices were not pushed up
by this palicy initiative. Grain-purchasing stations were not enthusiastic about buying
additiond grain without sufficient government funding to cover their Sorage cods (Sncethe
nationa grain surplus crested an environment of low sales prices and limited demand). Thus,
there have been numerous reports of grain-purchasing stations circumventing the
government’s protection price policy. In some areas this occurs by downgrading the qudity
of the farmer’ s grain, while in others, the grain Sation smply refusesto purchase dl the

grain the farmer wishes to sell at the protection price.

The liberdization of the governments marketing and distribution system would further
weaken the current price policy of the centrd government. Grain bureau companies, as
monopoly purchasers, are the government’ s vehicle to control (at least partialy) the prices
farmersreceive for their grain. With the emergence of private grain (and cotton) marketing
enterprises, it is hard to image how the government will be able to utilize its current
indtitutions and effectively maintain the current price policy. While the government might
attempt to require private procurement enterprise to pay a minimum price for purchases from
farmers, it would be extremdy difficult to monitor and enforce.

Stock or food security policy

The government also usesits monopoly over grain purchasing and distribution to ensure theat
it has sufficient quantities of strategic grain reserves. Some of the grain purchased by the
grain bureau system is earmarked for strategic socks. Although it is not readily available
information, government grain stocks have traditionally been purchased at prices below
market prices (though more recently the Stuation is different—government fixed and
protection prices are higher than free market prices) because of its monopoly over grain
purchasing. In addition, the government can ensure it meets a grain reserve target because it
can Smply order grain companies to ddiver grain to areserve warehouse (or declare the
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grain purchased by the grain company as reserve grain and then pay the company a subsidy
for storage costs).

Once the marketing and digtribution system is liberaized, the government will till be able to
use the government purchasing stations to procure grain for strategic reserves. However, the
government will be competing with private marketing enterprises for procurements, o its
ability to purchase grain at a discount to the free market price will be limited, particulaly in
more devel oped regions of the country where competition with private marketersislikely to
be fiercest. The government may be required to pay higher pricesto procure grain for
drategic reserves under this new system, raising government expenditures. Thisinturn
might lead to a reassessment of the wisdom of carrying large amounts of strategic and
commercid grain reserves. Furthermore, athough the government would still have the
ability to mandate transfers from state grain companies into sate reserves, the quantity
purchased by the grain companies will be reduced by the amount purchased by private
companies. Intime, the government could face a Stuation where there isinsufficient grain
purchased by the state grain companies to meet its reserve targets.

Marketing policy

Following liberaization of the government grain and cotton marketing and digtribution
system, the government will no longer be able to rely on the procurement system to stabilize
and manage the grain and cotton markets. Government management of the ditribution of
grains and cotton to end-users would aso be weakened by thisliberdization. Although
dlocation and distribution have aready been liberalized to some degree over the last decade,
the government is il the dominant actor in thisarena. The government periodically

initiates crackdowns on illegal merchantsin order to shore up that dominance.

Following accession to the WTO, the entrance of private marketing and distribution
enterprises will weaken the government’ s ability to guide alocation of grains and cotton to
favored processing enterprises, generaly large, sate-owned firms. The immediate result of
the weakening of government control would be more choices for end users as to their
supplier, higher acquisition costs for the state procurement agencies as they compete for the
commodity, and lower margins for the state agencies as they loose market share.
Government expenditures supporting these agencies would rise a the sametime, asthe
effectiveness of the market management policy would diminish.

China’sdomestic support commitments

Another important part of Chinals WTO accession package is its commitment to cap
domestic support for agriculture. Also, dl of China s future government expendituresin
support of agriculture must conform to WTO rules with regard to so-called Green and Amber
Box policies.

China s domestic support commitments are till under negotiation. However, based on
accesson commitments from other countries that have acceded to the WTO, some likely

14



commitments include a cessation of export subsidies, a commitment to cap domestic support
to agricultural producers, and a commitment to refrain from using clearly trade distorting
domedtic policies (for instance, linkages between government payments and production). In
addition, China s government programs, policies, laws, regulaions, payments, financia
flows, and other activities that impact agriculture will have to be much more transparent than
they are currently.

The compatibility of China s domestic support commitments with current domestic palicy is
difficult to gauge without referencing its domestic support tables and its base aggregate
measure of support (AMS) natification. China s AMS natification forms the basis for
capping and then reducing future product-specific and non-product- specific support
payments by the government, including the use (or non-use) of the de minimis provison.

In genera, the need to cap support to agriculture would obvioudy have an impact on many of
the programs China s uses to support grain and cotton producers. In particular, Chinawould
not be able to pay farmers prices higher than world pricesif it raised the aggregate totl AMS
above the cap.

The public stockholding of agricultural commodities for food security purposeswill certainly
fal into China's domestic support commitment. Assuming that Chinaclamsthisasa

“Green Box” policy—which is dlowed under the Agreement on Agyriculture—Chinawill

have to make sgnificant changes in the program as it exigstoday. Annex 2 of the
Agriculture Agreement states that:

“The volume and accumulation of such stocks shdl correspond to
predetermined targets related solely to food security. The process of stock
accumulation and disposd shdl be financialy transparent. Food purchases by
the government shall be made at current market prices and sales from food
security stocks shdl be made at no less than the current domestic market price
for the product and qudity in question.” (Agreement on Agriculture, Annex 2,

paragraph 3)

Therefore, under generd WTO rules, Chinawill no longer be able to keep stock information
secret from the world community by claiming it isa*“ State secret.” It will dso no longer be
able to use adminidrative prices to purchase grain for the stock program (during periods
where adminigrative prices are higher than world market prices). Chinaaso will not be able
to sl stocks at prices below current domestic market prices. And findly, these restrictions
on purchases and sales of government stocks will apply to provincid grain socks as well
centra government grain stocks.

Assuming that China chooses to maintain its public sockholding policy and abide by the
conditions identified in Annex 2, there will clearly be animpact on both the cost and
effectiveness of the current policy. Chinawill not be able to directly support agriculturd
producers by paying above-market pricesfor grain going into state reserves. However,
during a period of downward pressure on domestic prices, it will ill be able to announce
and implement a government grain-purchasing program at the current market price. By
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entering the market, it will increase demand for the commodity and thereby provide price
support. The downside to this option, of course, is that farmers will be lesslikely to reduce
areathe next year because of the government’ s intervention and support of the market. The
government could end up burdened with growing quantities of grain socks, and ultimately
reach a point where alarge area adjustment is necessary in order to bring production back in
line with demand. In other words, government intervention for stock building purposes,
while supporting the price in the short term, could lead to a more dramatic fal in pricesin the
long-term as well asrgpid growth in government expenditures.

In many other areas, Chind s agricultura policies do not gppear to conflict with the domestic
support rules and commitments required by the Agreement on Agriculture. The Agriculture
Agreement gates that “Green Box” policies are exempt from reduction commitments, so
long as they are minimdly trade digtorting, provide support through a publicly funded
government program, do not have the effect of providing price support to producers, and do
not involve direct linkages between program payments and output. In China s case, there are
many different government programs that meet these criteria, including:

Agricultura research programs at the various nationd, provincid, and loca agricuturd
indtitutes, particularly in the area of plant breeding, insect control, and technology.

The government’s plant and animal disease and pest control programs operated by
China s Minigtry of Agriculture and other agencies within the nationa and sub-nationd
government

Agriculturd extension services provided to dl farmers through the Ministry of
Agriculture s extengon office network.

Domestic food aid provided to selected poor counties designated by the central
governmernt.

A related but separate program of regiona rurd development to reduce poverty by
building up infrastructure (electricity, roads, bridges, markets, schools, etc.) and funding
amdl-scae economic development projects such as establishing pasture land, reforesting,
or building smdl-scale reservoirs.

Rurd disaster relief program for farmers and rurd residents suffering loss of crops or
livestock due to floods, drought, or other natura disasters.

These and other smilar palicies, while supporting agriculture, are generaly considered to be
minimally trede distorting, and as such will likely be consdered exempt from any reduction
commitment. In fact, so long as these policies drictly conform to the “Green Box” standards
of WTO rules, thereis no explicit limit to the vaue of the government’ s support of these
policies.

Conclusion
On baance, and based only on the incomplete information currently available on China's

WTO commitments, there will be anumber of important domestic agriculturd policy
programs or gods that will conflict with either WTO rules or with Chind s bilatera
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commitments. The greatest conflicts center on China s policies that manage agriculturd
supply, distribution, and trade of mgor commodities.

Firg and foremogt, China' s date trading enterprises will no longer have a monopoly on trade
in whest, rice, corn, cotton, and soybean oil. Private traders will be able to compete with
date trading companies. Thisislikely to reduce the government’s ability to use STE asa
policy ingrument to limit importsin order to support domestic production. However, if
domestic demand surpasses available domestic supply, including the full TRQ import
quantity, China can unilateraly increase the quota amount to moderate the impact of risng
domestic prices on consumers. Despite the apparent loss of control over imports predicated
by the introduction of the TRQ system, the quotas established in the U.S.-China bilaterd
agreement are roughly in line with the government’ s policy god of limiting imports of key
agricultural commodities to 5 percent of consumption.

The second most important conflict with Chinas WTO commitment is likely to be China's
use of a state-run monopoly procurement system for grains and cotton. Although the text in
the U.S-China bilaterdl agreement is not definitive, it appears that this monopoly may be
gradudly reduced and eventudly diminated. The government may be required to alow
private domestic and foreign firms or even farmers' own cooperatives to purchase directly
from producers, and then operate wholesae distribution, warehouse, and retail operations.
This change will sharply diminish the government’s current policy god of managing supply
and digtribution of key agriculturd commodities. Theimpact on farmers, however, islikey
to be mixed and will be influenced by generd agriculturd supply and demand conditions as
to whether they tend to benefit or to suffer losses rdlaive to the old syssem. Theissuefor the
government, however, will be to find dternative WTO-compliant policies to meet its stated
godls of gabilizing and managing agricultural markets and prices, raising farm incomes,
insuring supply and reasonable prices for consumers or end users, and findly, maintaining
socid and politica gability.

On the other hand, the change in China simport tariff duties is not expected to have a
sgnificant impact on ether domegtic policy or on government revenues. Revenue may not
even bereduced. But if revenue does fdl, tariff revenue as ashare of tota government
revenue is dready on a declining trend and, on average, only accounts for around 5 percent
of total revenue.

In terms of domestic support, Chinawill face a conflict in the operation of itsgrain
stockholding policy. This policy will not be as effective, and could become increasingly
costly aswdl, if it ismaintained but modified to comply with WTO rules. A WTO-
compliant grain stockholding policy would be less effective a managing and sahilizing the
grain market, but would probably sill have some efficacy in terms of implementing stock
policy. Thefind design of the WTO-compliant syssem and the amount of financia resources
that the government is willing to commit will be the determining factor in whether the new
system can fulfill the government’ s current policy godls.
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And findly, the large number of government programs that meet the WTO “Green Box”
criteriawill be increasingly important to China s agriculture. If direct support of agriculture

is capped and in some cases reduced, Chinawill need to increase dternative types of support
for farmers, including providing increased levels of resources for technica improvementsin
crop varieties and livestock breeds, rura infrastructure projects, timely market information,
and rura development programs aimed &t aleviating poverty. Inthisway, Chind sfarmers
will hopefully be able to reduce codts, increase yidds, and improve their competitiveness.

In sum, China s accession to the WTO islikdly to provide some serious chalenges to policy
makers as they struggle with the conflicts between their WTO commitments and their
domestic agriculturd policies and inditutions. China s leaders will need to move beyond
ther traditiona set of policy options and look for new, crestive ways of insuring sufficient
farm income, providing consumers with ample high-quality food products, and providing the
vast Chinese countryside with better economic opportunities and hence more efficient
alocating resources aong the line of thelr own comparative advantage. The changes that
Chinawill need to make in terms of dtering domestic indtitutions or adjusting domestic
policy will be very difficult. Nevertheess, in the late 1970s, Chinawas successful in
transforming its struggling collectivized agricultura system to its current socidist-market
system. This dramatic transformation was a success by dmost any measure—and one that
provides some optimism for this next trangtion.
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