
in der Heiden, Peter Thomas

Working Paper

Chinese sectoral industrial policy shaping international
trade and investment patterns - Evidence from the iron
and steel industry

Duisburg Working Papers on East Asian Studies, No. 88/2011

Provided in Cooperation with:
University of Duisburg-Essen, Institute of East Asian Studies IN-EAST

Suggested Citation: in der Heiden, Peter Thomas (2011) : Chinese sectoral industrial policy shaping
international trade and investment patterns - Evidence from the iron and steel industry, Duisburg
Working Papers on East Asian Studies, No. 88/2011, University of Duisburg-Essen, Institute of East
Asian Studies (IN-EAST), Duisburg

This Version is available at:
https://hdl.handle.net/10419/45004

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor dürfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dürfen die Dokumente nicht für öffentliche oder kommerzielle
Zwecke vervielfältigen, öffentlich ausstellen, öffentlich zugänglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfügung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewährten Nutzungsrechte.

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/45004
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/


DUISBURGER ARBEITSPAPIERE OSTASIENWISSENSCHAFTEN
DUISBURG WORKING PAPERS ON EAST ASIAN STUDIES

88 2011No.

Peter Thomas in der HEIDEN

Chinese Sectoral Industrial Policy
Shaping International Trade
and Investment Patterns –

Evidence from the
Iron and Steel Industry



 

2               

 

P.Th. in der HEIDEN: Chinese Sectoral Industrial Policy



 

               3

Title:

 

Chinese Sectoral Industrial Policy Shaping International Trade and Investment Patterns – 
Evidence from the Iron and Steel Industry

 

Author:

 

Peter Thomas in der Heiden

 

Peter Thomas in der Heiden is a research associate and doctoral candidate at the Chair of East Asian
Economic Studies/China, University of Duisburg-Essen. He specializes in industrial policy research
with a focus on resource based industries in China. He has co-authored several studies on the Chinese
steel industry and published a number of articles in this field.
E-mail: peter.inderheiden@uni-due.de

 

Series:

 

Duisburg Working Papers on East Asian Studies / Duisburger Arbeitspapiere Ostasienwissenschaften
No. 88/2011
Printed version: ISSN 1865-8571
Internet version: ISSN 1865-858X

 

Abstract:

 

In the three decades since China’s economic opening to the world, the country’s integration into the glo-
bal economy has progressed by leaps and bounds. Especially after joining the WTO in 2001, internatio-
nal trade and investment flows have been on a steep upward trajectory. This process was not only driven
by market forces but heavily influenced by government intervention in commodity and financial mar-
kets. While government authorities are strongly determined to promote closer economic integration with
the rest of the world, they seek to supervise and control the process in order to carve out maximum
benefits for domestic enterprises and the economy as a whole. Balancing market forces and industrial
policy strategy, political decision makers have worked out an elaborate framework of measures to create
an environment conducive to the development of several sectors deemed backbone or pillar industries.
As one of them, the steel industry is subjected to numerous measures steering its development both in
the home market and at the global market interface. By examining these mechanisms, this article aims
to illustrate that sectoral industrial policy in China does not push for expanding exports and investments
across the board but carefully and discretionarily promotes global integration in some areas while delay-
ing it in others.

 

Keywords:

 

Economic integration, industrial policy, trade policy, trade restrictions, foreign direct investment, steel
industry



 

4               

 

P.Th. in der HEIDEN: Chinese Sectoral Industrial Policy

 

Procurement / Bezug:

 

You may download this paper as a PDF document under /
Als Download ist das Papier zu beziehen als PDF-Dokument unter:

http://www.in-east.de/ 

 

→

 

 Publications 

 

→

 

 Green Series

Libraries, and in exceptional cases individuals, may order hard copies of the paper free of charge at /
Bibliotheken, und in Ausnahmefällen auch Privatpersonen, können das gedruckte Papier kostenfrei
bestellen bei der

Universität Duisburg-Essen
Institut für Ostasienwissenschaften, Koordinationsstelle
Forsthausweg

47057 Duisburg

 

Institut für Ostasienwissenschaften / Institute of East Asian Studies

 

Universität Duisburg-Essen
Campus Duisburg
Forsthausweg

47057 Duisburg, Germany

Tel.: +49 203 379-4191
Fax: +49 203 379-4157

E-mail: in-east@uni-due.de

ISSN 1865-8571 (Printed version)
ISSN 1865-858X (Internet version)

© by the author

February 2011



 

Content

 

               5

 

Content

 

1 Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  7

2 Setting the Scene: China’s Iron and Steel Industry  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  7

3 Trade . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  9

a) Imports of Raw Materials  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  9

b) Imports of Finished Products  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  11

c) Exports of Raw Materials and Semi-finished Products . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  11

d) Exports of Finished Products  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  17

4 Investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  19

a) Inward Foreign Direct Investment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  19

b) Outward Foreign Direct Investment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  20

5 Conclusion  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  24

References  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  25



 

6               

 

P.Th. in der HEIDEN: Chinese Sectoral Industrial Policy



 

1   Introduction

 

               7

 

1

 

   Introduction

 

At the outset of the Chinese reform and transformation process three decades ago, the Chinese economy
was one of the least integrated into the global division of labour. China hardly participated in the inter-
national exchange of goods and services and was hardly engaged in any cross-border capital flows at all.
Since then, times have changed dramatically. China today is the largest exporting and second largest
importing nation in the global economy (WTO 2010), a major host for international foreign direct invest-
ment (FDI) (2nd largest recipient) and the 6th largest source for outbound FDI (UNCTAD 2010). At the
same time it is holding (excessively) high foreign exchange reserves with a high current account surplus
feeding into the US-American Treasury bond market and therefore facilitating the circulation of US-
dollar as the predominant form of international liquidity (IMF 2010).
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 As such China has become a high-
ly important actor for the global economic system.

But does this outstanding role which China is playing in the global economic system correspond with an
equally outstanding role of the global economy for the Chinese economy and do the patterns of China’s
integration into the global economy follow the rules and requirements of the markets? No doubt, FDI
inflows have had a catalytic function for the kick-start of the Chinese economic ‘miracle’ and have
subsequently provided important impulses for the perpetual upgrading of its industrial structures. At the
same time export oriented development strategies have been the driving force of economic development
in China’s coastal belt providing jobs for hundreds of millions of people. As such integrating itself into
the global economic system has been an important part of the recent Chinese growth story.

However, a closer look at the history and structures of China’s global market integration shows specific
patterns of varying intensities over different sectors and also different periods in time, i.e. development
stages. The inflow of FDI has been directed (inter alia) by means of periodically adjusted investment
guidance catalogues outlining specific sectors, industries and even products in which the attraction of
foreign investment was and is encouraged, restricted or prohibited.
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 Trade flows have been (and still are)
directed by an intricate set of tariff and non-tariff barriers as well as various forms of incentives by which
Chinese government has been able to discretionarily steer the direction and intensity of goods flows. As
such it is certainly not the (global) market alone that is determining the structures and intensity of
China’s integration into the global markets and their division of labour. Rather, Chinese economic and
industrial policy, in particular, is playing a decisive role in the way Chinese economic subjects are
interacting and competing on a global scale. And interestingly, seen from this perspective, China’s in-
tegration into the global system does not present itself as a one-way street, leading towards greater and
ever greater integration into the global system. Rather, a vacillating pattern emerges, where phases of
higher intensities of global market integration alternate with such of an increased decoupling from global
developments.

This paper takes a closer look at the way Chinese government is directing and regulating the global mar-
ket integration of its economy by focusing on one specific sector: the iron and steel industry. It is struc-
tured as follows. Following the Introduction, section 2 will provide a brief outline of the dynamics of
China’s steel industry. Sections 3 and 4 will then showcase how government regulations have shaped the
global integration of China’s steel enterprises, with section 3 focusing on trade and section 4 targeting
investment issues. The paper concludes with a summary of findings in section 5.

 

2

 

   Setting the Scene: China’s Iron and Steel Industry

 

Since the founding of the People’s Republic of China, consecutive leadership generations have attri-
buted great importance to the steel industry considering a large steel sector as a basic precondition for
successful national development. After an attempt to rapidly increase steel output during the ‘Great Leap
Forward’ campaign spectacularly backfired, leaving the Chinese economy in shackles, very slow pro-

 

1 All statistical data refer to mainland China, i. e. the customs territory of the PR China, excluding Hong Kong, Macau, Taiwan.
2 The first 

 

Catalog of Industrial Guidance for Foreign Investment

 

 has been published in 1995 and subsequently been revised in
1997, 2002, 2004 and 2007.
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gress has been made before the onset of economic reforms. Since the founding of the People’s Republic
of China policy documents have repeatedly designated steel as a pillar or backbone industry (i.e. NDRC
2005). The appreciation for steelmaking has been expressed through various means of support and faci-
litated massive flows of investment and a spectacular capacity build up (Taube and in der Heiden 2009).
Chinese steelmaking witnessed an unprecedented rise after the mid 1990s. Driven by nationwide urba-
nization and industrialization trends, output volumes skyrocketed without even falling back during the
world financial crises. After surpassing Japan as the world’s leading steel producer in 1996, volumes
have continued to expand in a way that almost half of global steel output in 2009 took place in China
(WSA various years).
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However, this development should not obscure the fact that even during this boom period large parts of
the industry continued to be plagued by the legacy of state planning. Large parts of the industry are still
suffering from low efficiency, high pollution and backward technological capabilities (GOSC 2010). A
major concern over the past decade has furthermore been the existence of huge overcapacities: While the
Ministry of Industry and Information Technology (MIIT) predicts crude steel output to reach 620 million
tons in 2010, it estimates that actual production capacities exceed 700 million tons (MIIT 2010). It is ob-
vious, that the rapid expansion of Chinese steelmaking has neither followed a prescripted, elaborate path
controlled by administrative planners nor been guided and disciplined by the full power of market forces
but has at times rather taken on rather chaotic forms. The industry today can be characterized as a sprawl
of roughly 800 smelting and well over 2,000 processing enterprises of different sizes, ownership types
and technological capabilities. Political decision makers involved in shaping the institutional environ-
ment should also not be regarded as a unified bureaucracy with consistent goals and incentives. Instead,
the wide geographical dispersal of steelmaking has given rise to localized development strategies and
interregional barriers for trade and investment. To overcome these deficiencies, central government au-
thorities are trying to enforce policies aimed at consolidating the industry by encouraging M&A and dri-
ving smaller plants with outdated production equipment out of the market (State Council 2010). Further-
more, they aim to improve technological capabilities and promote the formation of a small number of
large integrated, internationally competitive steel conglomerates (CISA 2010, MIIT 2009).

China is a major importer and exporter of both steel products and relevant raw materials. Before the
recent global economic downturn, the country was on a long term trajectory of export growth. In 2006

 

Figure 
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: Chinese annual crude steel output since 

 

1949

 

Source: World Steel Association.

 

3 The dramatic cutbacks in most other countries around the world certainly contributed to this situation.
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China became the world’s leading steel exporter but lost the title to Japan again in 2009.
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 In the mean-
time, Chinese enterprises held a cumulative world market share of 12–15 percent.
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 While exports are an
important aspect for some Chinese mills, their share in domestic steel production has never topped 12
percent which is a fairly low percentage compared to other major steel producing nations (WSA 2010).
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Moreover, there is a huge discrepancy in the product categories China imports and exports. While im-
ports are still made up of technology intensive wares, like electrical steel or galvanized sheet, exports
mostly consist of medium grade products, such as hot rolled sheet or section steel. Correspondingly, the
average cost per ton of imports and exports was US$ 1,181 and US$ 792 respectively for the first half
of 2010 (CISA 2010).

With regard to foreign trade, government policy heavily emphasizes the concept of ‘two markets and
two resources’

 

7

 

 as a source of advantage (e.g. NDRC 20005, MIIT 2009). Companies are asked to seize
opportunities from leveraging procurement and sales both on the home market and abroad. While this is
consistent with China’s long-term objective to promote integration into the world economy, government
policies rig the game by limiting exports of raw materials and low value added products while simul-
taneously promoting exports of high value added products. The export restraints for raw materials like
coke and zinc, which are important inputs for steelmaking and finishing respectively, lead to a bottling
up of resources on the Chinese market while at the same time reducing supplies on the world market.
Due to the artificially created abundance and shortage situations, price differentials are bound to develop
over time. The fact that China is the world’s largest producer of both commodities further exacerbates
this problem. Subsequently, the profitability of Chinese steelmakers is greatly supported by depressed
input prices and export promotion for finished products overseas.

In recognition of the potential influence of the steel industry, the Chinese government is dedicating sub-
stantial resources to the monitoring and micro-management of China’s steel industry’s interaction with
the global markets. These interventions on the one hand cover import and export transactions in the
fields of relevant raw materials as well as steel products. On the other hand they target inward as well as
outward directed foreign investment activities involving the steel and raw material sectors as will be
shown below.

 

3

 

   Trade

 

a)  Imports of Raw Materials

 

Iron ore is the most important raw material for steelmaking: In 2009, 92 percent of Chinese and 70 per-
cent of global steel production was based on smelting the mineral (WSA 2010). China possesses the
world’s fourth largest iron ore deposits and is the largest miner of the mineral producing 900 million tons
– equivalent to 39 percent
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 of world output in 2009 (USGS 2010). The unabated steep rise in crude steel
output over the past 20 years has driven China’s mining industry to continuously expand operations,
thereby vastly increasing the supply of domestic iron ore. However, while this process is still well un-
derway, new mining projects have gradually become more demanding both technically and financially
as remaining deposits get increasingly difficult to exploit. With domestic miners burdened by rising pro-
duction costs and limited growth potential, Chinese steelmakers faced with escalating shortage and
rising prices have long turned to the world market for their iron ore needs. Adding to the list of super-
latives, China became the world’s largest iron ore importer in 2003 and has kept the title ever since (Yu

 

4 Crude steel exports have topped off in 2007 at 63 million tons before falling back to 25 million tons in 2009 under the influence
of the global economic crisis. In 2010, on the background of robust economic growth in China and spurred by the massive stimu-
lus package as well as recovering export demand, crude steel output has recovered to 45 million tons. At the time of writing, it was
not yet possible to calculate a global market share because reliable global output figures were not available.

5 In value terms.
6 In 2009, the US and Japan exported 21 percent and 42 percent respectively (World Steel Association 2010).
7 ‘Two markets and two resources’ is a reference to domestic as well as international markets and resources.
8 Both figures are based on volumes. Adjusting for the generally low average FE-content of Chinese ores of 30 percent as compared

to the 64+ percent averages for Australia and Brazil, the Chinese iron ore output share shrinks correspondingly. Still, China
remains the world’s largest if only by a small margin (USGS 2010).
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and Yang 2010). By 2009, Chinese imports accounted for about two thirds of the total internationally
traded iron ore both in terms of volume and value (Comtrade 2010, WSA 2010). At the same time the
country depended on international deliveries for 69 percent or 630 million tons of the iron ore processed
in its furnaces (People’s Daily Online 2010). Due to the unrivalled dimensions of Chinese iron ore
imports, world markets bore witness to dramatic increases in trade volumes

 

9

 

 and price levels
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. In order
to ease the pressure on its steel mills, the Chinese government and the China Iron and Steel Association
(CISA) in particular have launched a whole range of initiatives designed to create a Chinese buyers car-
tel and increase the negotiation power of Chinese enterprises vis-à-vis international iron ore miners and
shipping lines (CISA 2009b).

Government authorities have blamed the large number of iron ore importers and the subsequently low
degree of coordination for unnecessarily inflating import demand and driving up market prices (CISA
2009b). In order to tackle this structural problem, a series of measures for streamlining iron ore import
operations has been introduced. In a first move, in 2005, a coalition of government agencies and CISA
have compiled a catalogue of requirements Chinese enterprises would have to meet in order to qualify
as iron ore importers. Based on this catalogue, a list of approved importers has been put together while
all other enterprises were effectively barred from iron ore import transactions. Since then, the number of
originally more than 500 qualified importers has been gradually cut to 112 companies – 70 of which are
steelmakers – in 2009 (Hexun 2010). This import cartel stands to become even more exclusive since new
standards introduced in early 2010 are intended to further reduce the number of enterprises. In order to
maintain its import license, a company now needs to prove ore imports in excess of 1 million tons in
2009 (CISA and CCCMC 2010).

Tasked with supervising iron ore imports by central government authorities, CISA is in charge of several
initiatives to consolidate and regulate iron ore import activities. In February 2009, the association
launched a ‘Convention for Enhancing Self-discipline in the Iron and Steel Industry to Ensure an Order-
ly Iron Ore Import Trade’ stipulating that the whole of the industry be represented by a designated group
of negotiators at the international iron ore price talks and mandating that the resulting price agreement
be binding for all Chinese importers (CISA 2009a). This effectively forbids other interested parties to
engage in their own price negotiations and strike a separate deal. Furthermore, the small number of steel-
makers approved for ore imports may not purchase amounts in excess of their own consumption needs.
Medium-sized enterprises and those importing less than 1 million tons per year are put at a disadvantage
because they have to procure imported materials through an agency system forcing them to accept ser-
vice surcharges of 3–5 percent. The large number of smaller players which are due to lose their produc-
tion license based on a host of industrial policy guidelines of recent years are cut off from the supply of
imported materials completely (CISA 2009a). This system is complemented by a barrage of monitoring,
control and supervision mechanisms that are intended to stall any kind of circumvention attempt. While
the system is tilted in favour of the relatively small group of large integrated state-owned enterprises and
clearly discriminates against smaller players, it mostly aims to limit overall import volumes and
strengthen China’s bargaining power in price negotiations (CISA 2009a). It can be argued that in both
regards it has a potentially significant effect on market outcomes for global iron ore trade. For the lack
of a counterfactual, however, it is difficult to assess the extent to which this initiative has actually cut
import volumes or impacted on prices.

While the idea of pooling demand in order to increase negotiation power vis-à-vis suppliers is certainly
a strategy that is not in conflict with regular market behaviour, what is striking in the Chinese case is the
state-led organization of such an import cartel on the one hand and the obvious neglect of the competi-
tive juxtaposition of steel mills in the specific regions on the other hand. Given a normal market frame-
work and intensive competition as should be expected in a sector featuring massive overcapacities, the
question arises if individual companies would not rather try to ‘go alone’ and derive competitive advan-
tages from better import prices than their local contenders? Especially the larger corporations designated

 

9 52 percent of worldwide iron ore outputs were exported in 2009 (World Steel Association 2010).
10 The price per ton increased roughly six fold: from about US $ 28 in 2000 to US$ 174 in late 2010 (World Bank 2010 and Bloom-

berg 2010b).
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to conduct the negotiations for the whole group could be expected to profit from separated negotiations.
Given their size and corresponding import demand these companies could be expected to negotiate
better prices than their local contenders and therefore come into a position to improve their competitive
positioning vis-à-vis the latter – up to a stage where they could drive these underperforming companies
out of the market and thereby contribute to a much needed consolidation of the industry as a whole.
Obviously, in their efforts to improve the ‘well-being’ of the national steel industry as a whole, China’s
administrators are still trusting more in their skills to steer developments by discretionary interventions
than in the self-regulating power of competitive markets.

 

b)  Imports of Finished Products

 

Chinese steel imports have traditionally been dominated by high valued added goods. This trend has not
yet been broken with electrical steel or coated sheets playing a major role (CISA 2010). After its acces-
sion to the WTO in 2001, China markedly lowered import tariffs on steel products and largely complied
with WTO obligations. Except for repeated calls from government agencies or the government directed
CISA to downstream industries encouraging them to favour domestically produced steel over imports,
no significant market intervention can be found. Since steel is regarded as a key ingredient for economic
development, governments on various levels have dedicated resources to help domestic steelmakers
ramp up production volumes, improve quality levels and bring down costs for inputs and utilities. How-
ever, it can be argued that assistance in the form of direct subsidies, policy loans, tax benefits or pre-
ferential access to vital inputs, energy, water, transportation infrastructure etc. has contributed to the
massive output increases of recent years and thereby greatly diminished import demand (Taube and in
der Heiden 2009). Following this line of reasoning brings up two questions: Firstly, would the Chinese
economy have generated the same level of steel demand absent substantial domestic production capaci-
ties? And secondly, would the world market be able to supply enough steel products to accommodate a
hypothetical Chinese import dependence similar to that of other major steel producing countries like the
United States? Considering the fact that China’s share of global steel consumption has soared for two
decades and has almost hit the 50 percent mark in 2010, the second questions would have to be negated.
In 2009, China has consumed a total of 564 million tons of steel, 96 percent of which were domestically
produced (WSA 2010). Based on the 2009 numbers, even a modest rise in import share of a single per-
centage point would have entailed additional shipments of 5.6 million tons. Bringing the share all the
way up to 25 percent – the level of the United States – would have put China in a position to capture 44
percent of globally traded steel products (WSA 2010). The latter case would also have put major strain
on the global steel market implying momentous distortions of international production and consumption
patterns and steep price increases for finished products. While a slightly slower pace of capacity expan-
sion would have avoided the problem of overcapacities, a severely lagging development would have
dampened the prospects of China’s overall economic development, in turn depressing (import) demand.

 

c)  Exports of Raw Materials and Semi-finished Products

 

Even after China’s WTO accession, government authorities have actively discouraged the export of cer-
tain raw materials (like coke), semi-finished products (e.g. billet, slab) and products in the first stages of
processing (e.g. hot rolled sheet / coils). Government officials argue that measures to curb outflows of
low value added materials should serve the conservation of precious natural resources and keep domestic
energy consumption, environmental pollution and greenhouse gas emissions in check (GOSC 2010,
MIIT 2009). As for the case of coke, these objectives may be well in line with public interest in a country
that already suffers from serious environmental damage, energy shortages and heavily relies on burning
coal (a major input for the coking process) for electricity generation and heating such as China.

 

11

 

But the whole extent of trade constraints suggests that there are other goals involved as well, notably the
creation of a significant price differential for domestic and international consumers of coke and other

 

11 Note: It has to be differentiated between coking coal, a bituminous kind of coal with a certain content of moisture, ash, sulfur and
other components, and coke, the product of heating coking coal in batteries at temperatures over 1,000 degrees Celsius for up to
36 hours in order to drive off volatile contents.
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materials. Bottling up vital inputs for steelmaking inside the Chinese market works to increase domestic
supply and depress input prices for Chinese steel producers. At the same time, cutting down the export
volume reduces the supply of these resources on international markets and thus functions to keep world
market prices (and costs of international steel producers) artificially high – in comparison to a free trade,
open markets scenario.

Currently, Chinese government authorities are employing five separate mechanisms to either discourage
the exportation of certain goods or ensure their outflows come about at very favourable terms for the
exporting company and the government budget. These are (1) export licensing, (2) export quotas,
(3) export taxes, (4) cancellation of VAT rebates on exports and (5) export price coordination. In the
following we will give an outline of these restraining mechanisms using the case of coke.
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Endowed with large coal deposits, China has evolved to become the world’s leading coke producer
(USGS 2010). With an output of 353 million tons in 2009, it accounted for 60 percent of global output
in 2009 (China Coal Resource Net 2010). Not surprisingly, the country also used to be the material’s lar-
gest exporter: Before the recent crisis wreaked havoc on global trade China shipped out 12 million tons
in 2007, giving it a market share of 47 percent in volume terms and 41 percent in value terms (Comtrade
2010, Sun and Xu 2009). This situation changed dramatically in 2009 when export volumes dropped by
96 percent compared to the previous year (GAC 2010).
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 Although some part of the collapse can be ex-
plained by easing demand, this paper argues that primarily export restrictions are to blame.

China – like many other countries – maintains an 

 

export licensing system

 

 which mostly serves to mo-
nitor cross-border trade of commodities and finished products. In theory, the effect of export licensing
on trade depends on the degree of intervention and selectivity. In the ideal (free markets) case, licenses
will be issued automatically and without any kind of meaningful administrative procedure directly upon
shipment since this will cause the least disruption to international trade flows. The worst case from this
perspective is a situation where companies are held up by lengthy, costly or arbitrary administrative
procedures.

Since China reserves itself the right to restrict or prohibit the export of certain goods it also employs the
export licensing scheme as basic supervision and control mechanisms to enforce these trade restrictions.
As the agency responsible for the program, the Ministry of Commerce (MOFCOM) is tasked with
drawing up relevant regulations and supervising their implementation. MOFCOM entrusts the Quota
Licensing Bureau (QLB) with the detailed oversight and inspection of all license issuing agencies na-
tionwide (MOFCOM 2008). According to China’s International Trade Law, the General Administration
of Customs (GAC) and MOFCOM together compile, adjust and publish lists of goods that can only be
exported after its previous and explicit approval. The International Trade Law also authorizes MOF-
COM to investigate and punish companies, individuals and even government organizations which are
violating its regulations, e.g. by exporting without a license or outside the scope of the license or by
issuing licenses to unqualified companies. Possible administrative sanctions include the suspension or
revocation of a company’s right to engage in foreign trade activities for up to three years while indivi-
duals may face criminal charges.

In most cases, companies applying for export permits are required to submit an application form (stam-
ped or sealed) together with a copy of the export contract and several other relevant pieces of documen-
tation (depending on the nature of the product) for examination by an authorized licensing agency. The
agency will then determine if the proposed export deal is in compliance with national rules and regula-
tions, if all submitted documents are complete and valid and if the applicant company possesses suf-
ficient management expertise to successfully carry out the transaction (MOFCOM 2008). Especially the
final point invites a degree of arbitrariness into the process. Once granted, export licenses are valid for a
period of up to six months which may not begin prior to January 1st and will automatically expire at the
end of the calendar year regardless of the time of issuance. Besides imposing time constraints on export-

 

12 Coke serves as a reducing agent for smelting iron in a blast furnace and is an essential ingredient for steelmaking.
13 China’s share of the global coke market subsequently plummeted to 7 percent and 4 percent in volume and value terms respec-

tively.
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ing enterprises, the licensing scheme can also force companies to declare export goods at one particular
customs office or ship their total export volume in a single batch (MOFCOM 2008).

In May 2007, at a time of particularly fast export growth, MOFCOM and the GAC introduced an export
licensing system concerning low value-added steel products, like rebar, wire rod, plates, narrow strip as
well as several section products while more advanced product categories like the majority of cold rolled
sheet, galvanized products and all pipes were exempted (MOFCOM and GAC 2007). This indicates that
Chinese authorities aimed selectively at controlling – and if necessary curbing – low end materials while
leaving the more technology intensive goods unaffected. The system included only a simple company
registration process and did not involve elaborate application and examination procedures. At the time
of introduction it covered product categories that had previously accounted for almost half of total export
volume in steel products. By the end of 2008, when global market demand began to decline in the early
phase of the global economic downturn, the export licensing system was terminated (China Mining
2009). While in operation, this system has caused few distortions on market dynamics nor did it dis-
criminate against specific companies on the grounds of size, ownership-structure or other criteria. But
not all export licensing schemes are as non-discriminate and transparent. In which direction the system
could have evolved if a reduction of export volumes would have come up on the agenda of China’s ad-
ministrators can be observed with respect to other Chinese export goods subjected to non-automatic
licensing schemes. Practices employed here include specific eligibility threshold levels like export per-
formance, financial capabilities, as well as the filing of detailed application documents, bidding proces-
ses, etc. (USA 2010).

The administrative procedures introduced by non-automatic licensing are an important institutional
foundation for the imposition and administration of 

 

export quotas

 

 on a variety of goods. China’s Inter-
national Trade Law designates MOFCOM as the agency responsible for administrating export quotas.
As such, the ministry determines total quota amounts for different goods, evaluates individual quota
applications and allocates quotas to specific companies (MOFTEC 2001, MOFCOM 2008). Though
coke exports have been subjected to quotas for many years, only after they were cut by 25 percent in
2004, has the issue attracted increased attention. But MOFCOM does not announce total annual export
quotas for coke in advance. Instead, the ministry typically issues two notices a year that list approved
companies with their respective quota allocations. Consequently, the total quota amount for one year can
only be calculated ex-post by adding up the individual amounts as issued in the notices published during
that year. For individual enterprises this practice entails substantial planning insecurity and business
risk.

Companies wishing to export coke have to file an application with the commerce administration of their
province before October of the previous year. Commerce authorities will then conduct an initial review
based on a comprehensive set of requirements that companies need to meet in order to qualify as coke
exporters. The list of criteria – which is compiled at the central government level by MOFCOM – is
exhaustive and has been amended a number of times to raise the admittance threshold. Coke producers
for example have to prove they are properly registered with all relevant government authorities and have
a license to conduct international trade. Moreover, they must have exported at least 250,000 metric tons
of coke in 2008 or an annual average of more than 200,000 tons between 2006 and 2008 (MOFCOM
2010). They need to be ISO 9000 certified, need to follow their obligations as regards contributions to
the social security system, need to meet environmental protection standards and must not have violated
any national laws or regulations. Requirements for trading companies while broadly similar show one
major addition: applicants must have a registered capital of at least RMB 50 million. In all, companies
have to submit a large number of official documents issued by different government agencies to prove
they meet all relevant criteria. Once provincial commerce authorities establish that a company can
satisfy all criteria, they forward the full set of application documents together with their assessment to
MOFCOM in Beijing (MOFCOM 2010). A copy of these documents is sent to the China Chamber of
Commerce of Metals, Minerals and Chemicals Importers and Exporters (CCCMC), a privately orga-
nized representative association of over 4,200 industry members which serve to overseas that supports
and coordinates export activities of Chinese companies and improves their competitiveness in world
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 MOFCOM entrusts the CCCMC with conducting a second round of examination of appli-
cants’ eligibility for quota allocations. Based on the CCCMC’s final assessment, MOFCOM will publish
the list of qualified coke exporters on its website (MOFCOM 2010). In a second step, MOFCOM will
allocate quota amounts to individual companies based on a formula which is not publically available.
While this procedure is reserved for Chinese companies, foreign invested enterprises (FIE) have to fol-
low a separate but largely similar application process involving a separate set of qualification criteria
(USA 2010). Since quota certificates are valid for one year only, companies have to undergo this process
year after year to keep up their export business. Naturally, the incentives to circumvent this arduous ap-
plication procedure are substantial but the penalties for non-compliance with quota regulations are daunt-
ing and largely identical to the ones for violating export licensing regulations (see preceding section).

The increasingly stringent requirements for obtaining quota allocations (MOFCOM various years) and
the administrative hurdles complicating export transactions combined to bring down the number of ap-
proved coke exporters from 70 in 2006 to 34 for 2011 (with an additional 21 applications still pending
in December 2010) (MOFCOM 2010). However, the total annual quota volume for coke has remained
within a narrow range of 13–14 million metric tons since 2006 effectively boosting the individual quota
allocations. It should be highlighted that approved coke exports account for only a small fraction of total
Chinese coke output of about 350 million tons in 2009 and 2010.

Export restrictions on coke have led to irritations between China and other countries, like the USA which
have in the past procured substantial amounts of coke ‘made in China’. The 2007 National Trade Esti-
mate Report on Foreign Trade Barriers compiled by the United States Trade Representative (USTR
2007) outlines that export restrictions have a significant adverse effect on US integrated steel producers
and their customers, as China’s tight export restrictions have pushed up export prices. After a series of
meetings in which the United States urged China to eliminate the practice of using export restrictions,
not just for coke but also for other products, in May 2005 the NDRC announced the cancellation of the
coke export quota system as of January 1, 2006 (USTR 2007). But it was not meant to be. The decision
was revised and the quota system stayed in place although with a raised quota of 14 million metric tons
for 2006. Until today, the export quota keeps international coke prices high and ensures that coke prices
in China remain significantly below world market level. By the time of writing, the export quota system
was still in force and there had been no indication of when it might be eliminated.

Chinese 

 

export duties

 

 take the form of ad valorem taxes levied upon exportation of certain goods. In
some cases, like coke, duties are combined with export quotas to amplify the restricting effect. Accord-
ing to Chinese Regulations on Import and Export Duties, either shall be imposed on any good upon
entering or leaving the country unless decided otherwise by the state council (State Council 2003). There
are two government agencies trusted with administering import and export duties: The Customs Tariff
Commission is mainly in charge of determining which goods are subjected to duties and adjusting rele-
vant duty rates (State Council 2003). The GAC is tasked with the actual supervision and control of goods
entering or leaving the country. As such, it collects duties as well as other charges related to goods cross-
ing the border into or out of China. It should be noted that, apart from coke, other raw materials related
to steelmaking, like zinc, are affected as well (USA 2010).

As early as November 2006, the Chinese government has imposed export duties of 5 percent on coke.
Duties were gradually raised to 15 percent in June 2007, to 25 percent in January 2008 and finally to the
current level of 40 percent in August 2008. Addressing the various steps, government authorities have
argued that a rebound of coke exports had to be prevented. Considering that export volumes had been
already capped by export quotas as outlined earlier in this paper, the official line of argument is hard to
follow. Price and Nance (2010), comparing the development of coke prices for domestic consumption
and export, find that a large gap had formed between during 2007 and 2008. While there was no price
difference to speak in January 2007 with one ton of coke for both domestic consumption and exports
costing about US$ 150, until December 2008 coke prices for domestic consumption had risen to about

 

14 Companies owned by the central government will submit their applications to MOFCOM directly and send a file copy with the
CCCMC.
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US$ 200 while export quotations exceeded that by US$ 241. The resulting price difference conferred a
discount of more than 50 percent upon domestic coke users. Assuming an average input ratio of 0.6 tons
of coke per ton of crude steel (World Coal Institute 2007), the benefit in input costs per ton of crude steel
that could be claimed by Chinese steelmakers was US$ 400. This is a very sizable advantage considering
that in December 2008 the average sales price per ton of hot rolled sheet in the Chinese market stood at
about US$ 550 (Bloomberg 2010b). Figures 2 and 3 illustrate the effect of export restrictions on Chinese
coke exports.    

In 1994 China has introduced a 

 

value added tax (VAT)

 

 that is levied on producers upon sales of nearly
all goods and services. Rates vary depending on product category and amount to 17 percent for steel pro-
ducts and most resources. While imported goods will be subjected to the tax, exports are partially ex-
empted. This is intended to avoid disadvantages for Chinese exporters competing on foreign markets

 

Figure 

 

2

 

: Production, exports and export ratio of coke

 

Source: National Bureau of Statistics of China.

 

Figure 

 

3

 

: Chinese coke exports and related restrictions

 

Source: National Bureau of Statistics of China; MOFCOM.
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that are not subject to VAT (HKTDC 2009). However, VAT exemptions for exports do not apply uni-
formly to all goods but are administered on a product-specific basis as a way to support Chinese industry
policies. Following this logic, tax and customs authorities have gradually reduced or even cancelled
VAT rebates to discourage export of certain goods over the past years (Ernst & Young 2007). As a mat-
ter of fact, rebates for both coke have been abolished. The same is true for semi-finished steel products
like billet and slab. This shift in trade policies has led to a sharp drop in export quantities (if export
volumes were not already limited by quotas) and a domestic price level which is lower than it should be
under normal circumstances. Limiting the outflows of billet and slab has two effects which are in line
with China’s industrial policy framework for the steel industry. Firstly, downstream production pro-
cesses can benefit from cheaper access to an important input. Though large integrated steel mills usually
don’t purchase billet from the market but rely on the output of their own converters instead, many rolling
mills that do not possess their own steel smelting capacities are depended on the market availability of
this semi-finished product. Thus, reduced price levels will eventually show a positive effect on the steel
rolling and processing business. Secondly, market potential and profitability of upstream producers is
largely reduced, paving the way for industry consolidation. While basic steel smelting is a fairly low
value added and low tech activity as compared to finishing processes downstream, it consumes large
amounts of resources and energy and puts severe strain on the environment through pollution and green-
house gas emissions. To remedy an industrial layout featuring a large number of small scale enterprises
employing basic production technology, the government actively supports industry consolidation cha-
racterized as the crystallization of a small number of large integrated enterprises that possess strong tech-
nological capacities and international competitiveness. This approach specifically aims for crowding out
small, inefficient players of the market (GSOC 2010, State Council 2010).

A similar development strategy as in the case of coke can also be observed with respect to billet and hot
rolled strip. The latter is a fairly basic steel product which is commonly used as input for making more
sophisticated goods. For rolling mills which produce cold rolled sheet (CR sheet), hot-dip galvanized
sheet (HDG sheet), welded tubes and many other goods, HR strip is the single most important input –
both in technical and in financial terms. In other words, the cost of making or buying HR sheet usually
determines the mills’ profitability.

In its 2007 Hot Rolled Sheet Reinvestigation Memorandum, the Canadian Border Services Agency
(CBSA) comes to the conclusion that domestic HR sheet prices in China are largely determined by the
government and are not substantially the same as they would be if determined by a competitive market
environment. The document cites various news clips and reports that point out the strong government
intervention in the Chinese steel industry. The investigation identified instruments of government influ-
ence in the Chinese steel sector that have also been documented in the preceding sections of this article
(CBSA 2007).

In the years preceding the world financial crisis, the Chinese government has resorted to VAT rebate
adjustments in order to put an end to soaring exports of HR strip (and sheet). Step by step, rebates were
cut from 11 percent in 2006 to zero in April 2007. Government officials have explained that through
imposing these measures, they wanted to better control production and exports, prevent more trade dis-
putes, phase out inefficient capacities, cut down energy consumption and protect the environment. The
diminished profitability of international sales effectively reduced the outflow of HR strip and increased
supply in the domestic market entailing a price depressing effect (see Taube and in der Heiden 2009).

When the shockwaves caused by the global economic downturn reached China in 2009, the country’s
steel industry was under severe stress to cope with faltering demand and depressed prices. As a way to
support ailing steelmakers, the central government opted for a reinstatement of export VAT rebates on
HR products in the order of 9 percent in June 2009. Consequently exports rebounded since Chinese-
made HR sheet regained competitiveness in major export markets, like South Korea (see Figure 4). As
China and the world economy gradually turned toward economic recovery, exports soared again which
inspired the government to once again terminate VAT rebates on HR strip in July 2010.

This brief history of adjustments illustrates that the Chinese government considers VAT rebates a legi-
timate and effective tool to steer exports in ways conducive to its industrial policy framework. This
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notion is supported by the fact that export restrictions did not target the more advanced downstream pro-
ducts like cold rolled sheet or galvanized sheet in the same way. Steel mills are still entitled to receive a
VAT rebate of 9 percent on exports of high grade CR sheet and HDG sheet.

While the mechanisms described so far were mainly intended to curb exports, mandatory 

 

export price
coordination

 

 – which can be equated to setting a minimum price for exports – also serves to maximize
the gains from exports. Access to detailed information is complicated because relevant documents are
not in the public domain. As a major difference compared to the other tools described earlier, the coor-
dination of export prices is largely run by the China Chamber of Commerce of Metals, Minerals and
Chemicals Importers and Exporters (CCCMC), a privately organized representative association of over
4,200 industry members. Founded in 1988, CCCMC originally served to coordinate export activities of
Chinese companies and improve their competitiveness in world markets. Today the chamber defines it-
self as a comprehensive service provider to its member (CCCMC 2010). According to the self-introduc-
tion found on the CCCMC website, services include:

‘coordination service in metals, minerals, chemicals exports, coordination service in bidding com-
modities, organization service at the Chinese Export Commodities Fair, organizing response to anti-
dumping lawsuits, verifying export prices for customs clearance [sic], Internet information service,
overseas exhibition & training service.’ (CCCMC 2010)

But CCCMC does not conform to the western understanding of industry associations as being platforms
to organize and represent private interests vis-à-vis government authorities (USA 2010). Instead, CC-
CMC – like other chambers of commerce in China – has assumed some regulatory power and responsi-
bilities from state organs (in this case MOFCOM) to support the implementation of their industrial stra-
tegies and engage in active supervision. As such, CCCMC is under the authority of MOFCOM and acts
on behalf of the latter. Several sub-organizations are in charge of coordination activities regarding va-
rious commodities like coke and zinc (USA 2010). These units are authorized to audit member compa-
nies in order to assess their compliance with coordination programs and set penalties for violators.

 

d)  Exports of Finished Products

 

Chinese steel exports have only picked up after China’s WTO entry. Since 2006, it has remained a net-
exporter of steel in volume terms. After a strong but unsteady rise in the years preceding the world eco-
nomic crisis, export volumes topped off at 63 million tons in 2007 (WSA 2010). Exports are dominated
by medium and lower product ranges with long products accounting for the largest share (EDRCMI va-

 

Figure 
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: Exports of hot rolled strip and related export restrictions

 

Source: National Bureau of Statistics of China, MOFCOM.



 

18               

 

P.Th. in der HEIDEN: Chinese Sectoral Industrial Policy

 

rious years). The Chinese government is promoting export activities on a highly selective basis, targeting
high value-added, technology intensive products as the vanguard of China’s steel exports. Specific mea-
sures include the rebate of a large part of the VAT paid. This is meant to offset competitive disadvan-
tages in international markets

 

15

 

 and allows for a discretionary steering of export activities. These rebates
may be coupled with income tax reductions if exports surpass 50 percent of a company’s total sales
volume. Further measures comprise preferential export loans and guarantee schemes provided by the
Export Import Bank of China (EXIM Bank) as well as other state-owned financial institutions (see Tau-
be and in der Heiden 2010 for details).

As outlined in the preceding section, 

 

VAT rebates

 

 and 

 

export quotas

 

 are employed by Chinese govern-
ment as highly flexible instruments for discretionarily steering corporate export activities. These measu-
res are commonly used to promote exports of higher value added products and discourage exports of re-
source intensive but low tech products, such as rebar. If deemed necessary, e.g. due to changing market
conditions or escalating trade frictions, rebates and quotas can be adjusted on short notice in order to
strengthen or weaken export incentives. This way, Chinese authorities are also capable of influencing the
composition of steel exports and pushing companies to shift their export portfolio towards more high
value-added, technology intensive products. Figure 5 illustrates the effect of export restrictions on
outflows of low end products, such as rebar.

Besides fiscal measures to manipulate export activities, 

 

directed bank lending

 

 also plays an important
role (MIIT 2009). Some state-owned banks which have become shareholders of Chinese steelmakers
through debt-to-equity swaps in the years preceding China’s accession to the WTO also have a strong
interest in supporting the steel industry in its efforts to get a foothold on the international markets
(World Bank 2000, People’s Daily Online 2000).

‘The EXIM Bank has been created ‘a state policy bank under the direct leadership of the State Council’
with the mandate ‘to implement the state policies in industry, foreign trade and economy and finance to
provide policy financial support so as to promote exports [… and to] support Chinese companies with
competitive advantages to ‘go global’ for offshore construction contracts and overseas investment pro-
jects.’ (MOFCOM 2006). In 2004, for example, the bank signed a ‘Cooperation Agreement of Export

 

15 As most nations grant a 100 percent refund of VAT paid for goods that have been exported, Chinese producers are not entitled to
full VAT refunds by the Chinese government and subsequently end up with a cost disadvantage vis-à-vis their foreign compe-
titors.
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: Exports of rebar and related export restrictions

 

Source: National Bureau of Statistics of China, MOFCOM.
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Credit Loans to Support International Business’ with Baosteel, pledging RMB 10 billion in export credit
loans with low interest rates and long-term maturity to help the enterprise develop internationalized busi-
ness (International Finance News, September 10, 2004). Guangdong Shaogang Songshan Co., Ltd. in
2005 received interest discounts worth RMB 576,389 as a gratification for its successful export activities
(Guangdong Shaogang Songshan Co., Ltd. Annual Report 2005).

Rapidly rising Chinese exports both before and after the world economic crisis have led to tensions with
major trade partners, notably the European Union, the United States and Canada but also a number of
developing countries. After numerous studies and countervailing duty investigations have identified
government subsidy schemes supporting Chinese steelmakers to compete in the global arena (see Taube
and in der Heiden 2009 for details), CISA and leading decision making bodies in China’s steel commu-
nity are very much aware of the fact that the Chinese export offensive in the OECD economies of Eu-
rope, North America and South Korea is causing uneasiness in these countries and raises the ‘danger’ of
trade measures against China designed to correct the non-market based cost advantages of Chinese ex-
porters. Luo Bingsheng, CISA executive vice president, for example, has been quoted by the Chinese
news agency Xinhua as urging ‘Chinese steel producers and dealers to curb exports at certain periods to
avoid dumping charges.’ (Xinhua, August 2, 2006) This statement is but one example of how govern-
ment authorities and CISA, as a kind of supervisory organization, signal domestic steelmakers the cur-
rent political ‘guiding opinion’ towards certain aspects of global market integration and outline the range
of ‘politically correct behaviour’. Furthermore, such statements are often accompanied by actual policies
directly intervening in the incentive systems determining the behaviour of exporters.

This section has illustrated that while economic policy makers in China are determined to increase inter-
national integration of their domestic steel industry through trade, they reserve themselves the right to
steer the depth and direction of this process. Clearly, Chinese enterprises are discouraged and sometimes
forbidden to compete on the low end of the international market while for those who are able to target
the high end, obstacles are few and far between. Political measures governing international trade inte-
gration are highly discretionary. By artificially depressing the domestic price of an important input re-
source, hot rolled sheet, and, simultaneously offering export incentives for finished products, the autho-
rities are effectively stimulating outflows of high value-added, high-tech steel goods like cold rolled
sheet or hot-dipped galvanized sheet.
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 As such the Chinese government is distorting the inter-sectoral
market structure as well as China’s export composition. Seen from a macro-perspective, it is directly
intervening in the ‘natural’ domestic as well as international market development.
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   Investment

 

a)  Inward Foreign Direct Investment

 

With respect to the treatment of foreign investors, the Chinese government is following a two-pronged
strategy, trying to strike a balance between both the need to attract investors in order to get access to
superior foreign technology, management skills and business models on the one hand, and the fear of a
sell-out of national assets and foreign domination of the domestic steel industry – which is defined as a
strategic pillar industry – on the other hand.

The Catalogue for the Guidance of Foreign Investment, which is updated at irregular intervals and pro-
vides for encouragement as well as restrictions for foreign investors depending on parameters like pro-
duct category, technology content, export orientation, etc. has been of specific importance for guiding
foreign investment in China’s steel industry especially in its 1997 edition (NDRC and MOFCOM vari-
ous years).
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 Since then, the Catalogue has lost in importance for the steel industry and has been replaced

 

16 Interestingly, Chinese government authorities are implementing a combination of product-specific, regional-specific and some-
times even company-specific measures which sometimes appear to be redundant. However, given the realities of the Chinese iron
and steel industry’s set-up, this may be the only way to achieve the supreme objective of making the domestic steel sector inter-
nationally competitive.

17 The latest edition of the catalogue in place since December 1, 2007 does not contain any specific references to steel industry rele-
vant investment fields.
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by specific local regulations as well as the Iron and Steel Industry Development Policy (ISIDP) pub-
lished in July 2005 (NDRC 2005).

With respect to the intention to attract technologically advanced investment projects, the ISIDP provides
detailed information on technologies China wishes to attract as well as the ones which are discouraged.
In addition, the ISIDP (Art. 23) clarifies that only experienced enterprises with a formidable track record
of successful business operations will be allowed to invest in China. In order to become eligible to apply
for an investment project in China, foreign investors must:

‘possess iron and steel technology with independent intellectual property rights and should have pro-
duced at least 10 million tons of carbon steel or at least 1 million tons of high-alloyed special steel
in the previous year.’ (ISIDP, Art. 23)

With these entrance requirements, the Chinese government openly discriminates against foreign in-
vestors who face tougher entrance barriers than domestic investors. Domestic investors who plan invest-
ment projects in the fields of iron making, steel making or steel rolling need to fund 40 percent of the
total equity by themselves, meet all requirements laid out in various laws and regulations on environ-
mental protection, ecology and production security, possess financial strength, advanced technological
and managerial know-how and command a complete sales network. If a Chinese steel company wants to
expand across administrative regions inside China it also needs to prove that it had owned capacities for
smelting 5 million tons of carbon steel or 500,000 tons of special steel in the previous year. In any case,
domestic investors are not required to possess their own technology. Moreover, for a foreign company,
capacity thresholds are twice as high as for domestic companies.

At the same that China is courting (and sometimes prodding) foreign investors to transfer their latest
technology to China and make it available to the local steel industry, China rejects the request of foreign
investors to pursue wholly foreign owned greenfield investments or to acquire majority or controlling
stakes in Chinese steel enterprises. As such, foreign investors are forced to forge joint ventures with
Chinese partners if they wish to enter the Chinese market.

All foreign investment activities (greenfield as well as M&A transactions) must be approved by the
NDRC, which consults CISA and the leading (local) steel enterprises in the course of the approval pro-
cess. Leading representatives of CISA have made it crystal clear that they do not intend to grant foreign
investors a dominant role in individual steel joint ventures (except for very specific reasons in peripheral
business fields) and least of all in the Chinese steel industry as a whole (Reuters, December 25, 2006).
By restricting access of foreign investors to China’s steel industry the government is meddling with the
market-based allocation of capital and productive resources. Competitive processes are inhibited and
comparatively unproductive domestic players unduly promoted.

 

b)  Outward Foreign Direct Investment

 

Over the first three decades after the founding of the People’s Republic, outward investment was practi-
cally non-existent – crippled not only by political considerations but also by the absence of an adequate
institutional framework and a severe shortage of foreign exchange. One year after initiating the reform
and opening policy in December 1978, the central government introduced the “Fifteen Measures for
Economic Reform”. This concept addressed the establishment of Chinese companies overseas and out-
ward investment in general for the first time. In 1984, the year China designated 14 coastal open cities
to strengthen its pursuit of foreign investment, Beijing took the next step by introducing general appro-
val guidelines for investments in overseas non-trade joint venture companies to replace the previous
case-by-case approval process at the state council. It took another five years until rules for the manage-
ment of foreign currency in outward investment transactions were promulgated.

In 1997 the 15th National Party Congress for the first time clearly stated the need to ‘encourage outward
investments that can bring to bear the country’s relative competitive advantage and to improve the utili-
zation of […] two markets and two resources’ (NCCPC 1997). One year later, the second plenary ses-
sion of the 15th Central Party Committee stipulated to ‘support a group of strong and competitive state-
owned enterprises to go abroad, mainly to Africa, Central Asia, Middle East, Central Europe, South



 

4   Investment

 

               21

America and other regions, in order to set up factories there’ (NCCPC 1998). After 1999 witnessed a
plethora of regulatory documents aimed at promoting outward investments and putting in place a basic
institutional framework in the form of rules and regulations, the following year marked the birth of the
so called ‘Going Out’ Strategy. First introduced in the Tenth Five Year Plan (2001–2005) it was carried
over into the 11th Five Year Programme (2006–2010) and is set not only to be continued but streng-
thened in the foreseeable future. The Proposal for the Formulation of the 12th Five Year Programme
(2011–2015), promulgated in October 2010 by the Central Commission of the Communist Party, stipu-
lates to accelerate the implementation of the Going Out Strategy and guide companies to invest overseas.

Chinese authorities attach great importance to the Going Out Strategy and regard it as a way to expand
the development potential of the Chinese economy because it helps to achieve four objectives: (1) im-
prove the supply of required resources, (2) stimulate product exports, (3) foster Chinese multinationals
and brands, (4) diversify production locations and sales markets in order to ease trade frictions (GOSC
2006). Over the past ten years, most policy documents targeting the steel industry’s development contain
a reference to the Going Out Strategy and call upon enterprises to venture abroad. The Adjustment and
Revitalization Program for the Iron and Steel Industry (ARPISI), launched in March 2009 at the height
of the world financial crisis, for example demands that ‘companies seize opportunities and actively pur-
sue the Going Global Strategy’ (ARPISI at 2.5.5). The Chinese government’s support for steelmakers’
outward investments is threefold: (1) financial support, (2) administrative support and (3) informational
and other support.

 

Financial support

 

 comes in different forms such as preferential access to capital markets and bank
credit from state-owned commercial or policy banks (ARPISI at 4.9). In some cases, companies can also
benefit from low-cost loans. When Baosteel took over a 15 percent interest in Aquila Resources, an
Australian company investing in mineral deposits, in August 2009, the Chinese steelmaker agreed to
help Aquila secure financing from Chinese financial institutions to help the development of its projects
(Xinhua, October 30, 2009). In June 2010 it was reported that Aquila had reached an initial agreement
with the China Development Bank (CDB), one of three Chinese policy banks, to develop iron ore and
coking coal projects. This does not come as a surprise since Baosteel is one of the CDB’s strategic part-
ners (Bloomberg 2010a).

Cash grants are another way for government authorities to support overseas investments. Jiangsu
Shagang, for example, has received a subsidy of RMB 1.35 million for its iron ore project in Australia
in 2005 making the company the largest recipient of such funds in Jiangsu Province in that year. The
money was paid out to the Zhangjiagang City based parent company via the local finance and budget
offices (Financial Times, February 15, 2006).

Key steelmakers can also apply for support from various government-sponsored assistance funds. The
ARPISI urges companies to make full use of three separate special funds: the Fund for Mining Rights to
Overseas Mineral Resources, the Fund for Economic and Technical Cooperation Overseas and the Fund
for Reducing Risk in Prospecting of Overseas Mineral Deposits. Mining operations of key steel enter-
prises can be promoted in a variety of ways stretching from the prospecting and exploitation of foreign
ore deposits to technical cooperation and acquisitions (ARPISI at 4.10).

Since 1998, the CDB has launched several large financial vehicles, like the China Africa Development
Fund (CADF), to support Chinese investment of all industries in certain regions. The CADF established
in 2007 with a registered capital of US$ 1 billion and the CDB as its sole shareholder ‘aims to support
Chinese companies to develop the cooperation with Africa and enter the African market’. It can be
assumed that the fund will operate in line with current investment promotion policies since ‘CDB has
accumulated profound experience vis-à-vis investing in Africa through its ‘Going Global’ initiative’
(CADF 2010).

Beside subsidies and favourable conditions for credit financing, companies can also take advantage of
special tax incentives. As recent as 2010, the State Administration of Taxation (SAT) (2010) promised
to increase fiscal support and ease the tax burden for enterprises following the Going Out Strategy. Rele-
vant measures were going to favourably adjust and clarify guidelines for tax credits and export taxes.
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Furthermore, steps were announced to prevent double taxation for both corporate and personal income
tax.

 

Administrative support

 

 involves the simplification of administrative procedures and the elimination of
bureaucratic barriers which have delayed or crippled overseas investment projects in the past. As China
began to rapidly build up foreign exchange reserves, a host of regulations restricting the use of foreign
currency became increasingly obsolete and were finally abolished in 2006. In the same year, the General
Office of the State Council (GOSC) (2006) listed institutional deficiencies as the most important ob-
stacle to outward investments and promised the reduction or cancellation of certain registration and
approval procedures. While this point appeared to be high up on the central government’s agenda, sur-
prisingly little headway has been made since then because three years later, the ARPISI again announced
a streamlining of official project approval procedures and improvements of administrative proceedings
in areas such as credit, foreign exchange, taxation, human resources and immigration (ARPISI at 4.10).
However, even as late as 2010, the Development and Research Centre of the State Council (2010) still
criticized that approval procedures for investors were too complicated, intransparent and time con-
suming.
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Informational and other kinds of support

 

 covers a wide range of services provided by government
organizations inside and outside China. In 2003, MOFCOM established the Foreign Investment Promo-
tion Centre and launched an online database to help Chinese companies obtain and exchange relevant
information. Reports concerning investment opportunities, relevant laws and regulations, trade barriers
and other issues in different countries are published as well. In addition, economic and trade sections of
Chinese embassies and consulate offices offer counselling to Chinese companies, help facilitate invest-
ment projects, support PR activities or use their political cloud for the benefit of Chinese investors. Since
2004, they are also required to dedicate a section on their website to allow for advertising of local agen-
cies offering intermediary services (General Office of MOFCOM 2004). SAT has promised to assist
companies venturing abroad by clarifying regulations, improving related information services and
pursuing double tax conventions with other countries. To reduce the risk for investors, MOFCOM has
signed agreements on the protection of investments with many countries and the state-owned China
Export and Credit Insurance Co. provides investment insurance services particularly relevant for miners
active in politically unstable African countries.

From a functional perspective, government support for overseas investments by Chinese steelmakers
concentrates on three focal points: (1) mining operations, (2) global sales and customer service networks
and (3) production facilities.

As pointed out earlier, the rapid development of the Chinese economy – characterized by massive urba-
nization and industrialization trends – has fuelled an even more rapid expansion of domestic steel pro-
duction that has driven the once self-sufficient steel sector towards high levels of import dependence
and steep price increases for raw materials. Although this environment should be incentive enough for
Chinese steelmakers to engage in 

 

overseas mining investments
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 the government is exerting influence
as well. Mei Xinyu, a research fellow at the MOFCOM Research Centre was quoted in July 2010 as
saying that political power is now playing a major role in purchasing overseas mineral assets (Mysteel
2010). The ISIDP demands an intensification of overseas investment and international cooperation in
mining operations and calls for the establishment of supply bases for iron ore, chromium ore, manganese
ore, nickel ore, scrap steel and other raw materials. Furthermore, it promises support for large key enter-
prises investing in the exploitation of overseas mineral deposits by way of M&A, joint ventures or co-
operation agreements with foreign counterparts or through direct purchases of mining rights (ISIDP at

 

18 It states that while projects on average have to pass scrutiny by three government departments, state-owned enterprises and in-
surance firms face the toughest bureaucratic hurdles requiring consent from the most agencies. These may involve the State Ad-
ministration for Foreign Exchange, the MOFCOM, the National Development and Reform Commission, the Ministry of Finance,
the State-owned Assets Supervision and Administration Commission, the China Insurance Regulatory Commission, the China
Banking Regulatory Commission, the China Securities Regulatory Commission or other industry specific supervision and admi-
nistration bodies.

19 Even more so since steelmakers located in coastal areas are particularly encouraged to source iron ore, coke as well as other im-
portant raw and auxiliary materials from the world market (ISIDP at 30).
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30 and ARPISI at 3.8). CISA echoes government calls for greater overseas investments of China’s steel
conglomerates, urging them to increase the share of directly controlled overseas iron ore resources to one
third and eventually 60 percent of Chinese import demand. For the time being, Chinese companies con-
trol less than 20 percent of China’s total import tonnage by means of overseas direct investment stakes
(Taube and in der Heiden 2009).

A specific feature of government support constitute ‘FDI plus official development assistance (ODA)’
packages which provide for a complementary set of business investments and infrastructure develop-
ment. Such activities have in recent years been observed with increasing frequency in Latin America and
Africa. With respect to steel industry interests, Mauritania as well as Brazil have come into the focus of
this new approach.

Besides steelmakers, mining companies are also encouraged to venture abroad. In a research paper, the
Development Research Centre of the State Council (2010) reflects on Chinalco’s failed attempt to
increase its stake in Australia’s second largest iron ore miner Rio Tinto. The deal was met by unexpected
levels of resistance from existing shareholders as well as the Australian public and political circles. The
authors suggest that Chinese mining companies not steelmakers should invest in overseas mineral depo-
sits since they operate on the same step of the value chain as their investment target and do not simulta-
neously act as customers with an inherent interest to drive down sales prices which would undermine
company profits and harm the interests of other investors.

Like steelmakers, miners can also claim government support for overseas investments. Since 2000,
MOFCOM has established special funds to support mining enterprises by reducing the financial risk
involved in conducting preliminary works such as feasibility studies. According to Xinhua, state funding
has facilitated a series of risky prospecting projects abroad (Xinhua, December 14, 2004). Furthermore,
the GOSC (2006) suggested to accommodate the needs of predominantly not state-owned mining com-
panies with transparent ownership structure, successful business operations, strong competitiveness, ad-
vanced corporate governance systems and an internationalized workforce as much as possible with re-
gards to foreign currency, credit volumes and insurance coverage.

All large Chinese steel conglomerates are actively pushing the development of 

 

global sales and custo-
mer service networks

 

. Since major customers in the automotive, machinery or shipbuilding industries
require close coordination and cooperation with their steel suppliers regarding product specifications
and quality, maintaining a local presence in foreign markets is particularly important. Furthermore, as
new entrants on most overseas markets, Chinese companies usually face tough competition from other
international steelmakers with well established business connections. Subsequently, setting up their own
offices becomes an essential success factor. The ARPISI is among the policy documents that address the
need to set up international sales and service networks (at 4.10).

The promotion of 

 

overseas production facilities

 

 is a relatively new approach that policy documents
have not yet addressed in detail and only very few steelmakers, like Wuhan Steel, are undertaking
serious steps to build up production facilities abroad (China Mining 2010). Many projects announced in
the past were either postponed or abandoned, like the steel plant joint venture of Baosteel and Vale in
Brazil (The Australian, September 25, 2009). Encouraging mills to set up overseas production bases
aims at reducing domestic consumption of energy and resources, limiting environmental damage and
greenhouse gas emissions as well as easing the pressure on domestic (transportation) infrastructure. Jia
Yinsong, an official with the MIIT, told reporters that ‘Chinese enterprises should be aware of the signi-
ficance of transforming from production exports to capacity exports’ while a senior representative for
CISA urges Chinese steelmakers to ‘learn from the Japanese counterparts who followed automobile
manufacturers abroad, providing [them] with matching steel products from their overseas mills’ (Xinhua
2010).

The establishment of overseas production bases is also expected to reduce international trade frictions.
Already in 2006, the GOSC (2006) announced support for enterprises from industries with relatively
large production resources to set up overseas processing bases.
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 One effect the paper highlights is that
in this way, companies can diversify the place of origin of their manufactured products so they show up
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in trade statistics as exports from other countries – not China. Tianjin Pipe Group is a good example for
a Chinese steelmaker whose investment location decision was influenced by foreign trade barriers. The
company whose American export business was strongly affected by the US Department of Commerce’s
decision to impose import duties of up to 99 percent on its main product: seamless pipes. In the follow-
ing, the Tianjin company has decided to set up shop inside the United States and invest US$ 1 billion in
a manufacturing plant for seamless pipes in Corpus Christi, Texas (Prasso 2009).

Overall, FDI has proved an important avenue for China as it has pursued closer integration with the
world economy. With regard to the steel industry, Chinese government authorities did not launch into an
all out opening trend but rather held a utilitaristic stance. This was based on their long term objective to
upgrade production technology, improve product portfolio and optimize product quality for maximum
competitiveness. While barriers limiting outflows have been lowered, i.e. access to financing, or elimi-
nated, i.e. access to foreign currency, they stand tall with inflows. Regulation governing inward FDI
continues to restrict access to foreign companies that both possess advanced technologies and are pre-
pared to share those with local joint venture counterparts. This serves to maximize potential spillovers.
At the same time, international players wanting to go it alone in China or set up production in the low or
medium product range continue to be unwelcome. Furthermore, nine years into Chinese WTO mem-
bership, foreign companies still do not stand a chance for official approval for acquisitions of controlling
stakes in local steelmakers.

 

5

 

   Conclusion

 

As the preceding sections of this paper have illustrated in detail, the Chinese government seeks to active-
ly influence the development of its steel industry and interferes heavily at the international market inter-
face. While environmental protection and resource conservation, commonly cited as motives, are laud-
able causes, there is sufficient reason to assume that more material motives play an important role as
well. The interventions presented here are set to effectively alter the size and direction of trade and in-
vestment flows. As the example of the steel industry highlights, the nature and dimension of these inter-
ventions suffice to invoke substantial change to normal patterns as we would expect them in a competi-
tion based market economic system with a commitment to free trade.

From the above, three major conclusions can be made about the political intentions and composite ef-
fects of the various government interventions. 1. Exports restrictions for vital inputs and the promotions
for higher value added products by Chinese authorities have an immediate and an intermediate effect.
Firstly, they provide domestic steelmakers with access to a large supply of low priced materials while
inflicting scarcity and price rises on their foreign counterparts. The increased profit margin enjoyed by
Chinese companies vis-à-vis international competitors frees up resources that can be invested in the ex-
pansion and modernization of domestic production. Secondly, they reduce the supply of Chinese steel-
making inputs on world markets causing prices to rise which stimulates additional exports from other
countries that would otherwise not have occurred. Since foreign countries faced with increased exports
of raw materials may feel the pinch from lower availability and high prices, they could opt to institute
their own export barriers. In theory, this could lead to a vicious circle with every steel producing country
seeking to protect its domestic resources from overseas customers and escalating scarcity of freely
available materials.

2. By limiting foreign investments into its raw material sector and the steel industry in particular,
government authorities prevent overseas steelmakers from setting up shop in China and take advantage
of the same favourable conditions enjoyed by Chinese firms abroad. Furthermore, tight entry regulations
ensure that only technologically strong international players can engage in joint venture companies tar-
geting the high tech, high value added segment. By exclusively attracting investments in selected areas

 

20 While the steel industry is not explicitly mentioned in this context, it stands beyond doubt that the Chinese steel industry has re-
latively large production potential.
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with the potential of technology spillovers, the government is trying to maximize the value of foreign
investments to the iron and steel industry as well as the economy as a whole.

3. Since government moves to influence trade and investment patterns are mostly announced on short
notice and are therefore hard to predict, long term planning for companies is complicated and has to
involve second-guessing. Since iron ore mining, coking production and steelmaking are all capital in-
tensive industries with long gestation times, companies both in China and abroad are burdened with
substantial risks to their business decisions.

With regard to the steel industry, China’s integration into the global economy has been a major transi-
tion. The process itself, however, has been heavily influenced by the plans and ambitions successive
generations of economic policy makers have worked out for ‘their’ steel industry. As a strategically im-
portant – and militarily relevant – branch of industry, steelmaking has attracted constant attention and
was subject to tight regulation. Industrial policy measures at the global market interface have therefore
evolved to comprise a large variety of measures and means, from taxes and tariffs to government man-
dated bank loans and ODA, in order to discretionarily steer the intensity of global market integration. By
acting as a gatekeeper controlling all inward and outward-directed activities the Chinese government has
been trying to hold the market forces in check and gain maximum advantage for China, its iron and steel
industry and the economy as a whole. In doing so, China’s administrators have proven a remarkable de-
gree of un-dogmatic flexibility and goal orientation. As such, the integration of China’s steel industry
into the global division of labour remains a function determined by global market parameters as well as
normative policies determined in China’s top economic policy circles.
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