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ABSTRACT

The policy of ‘reform and opening’ has brought drastic changes in the Chinese economy and 

society. One of the most important changes has been the establishment of Special Economic 

Zones (SEZs), which were designed to experiment with different market economy reforms 

and to act as the engine of growth in the country. These zones were granted several 

privileges, which in turn gave the SEZs full control of their own economy and were able to 

build up their local industry and develop strong economic capabilities. Nevertheless, many of 

those privileges were inconsistent with WTO Agreements, and since China’s accession into 

that organization the SEZs have been dismantling those privileges. Each step in China’s 

compliance with international standards precipitated changes and ripples throughout the 

SEZs’ legal structure. Nevertheless, the aim was to enter in order to induce and facilitate 

more investment within a sound environment. The WTO accession and implementation 

added momentum to a further opening up of China’s SEZs.

Even though the biggest challenge for the SEZs was to adapt to universal principles, there is 

evidence of the use of particularistic contracting in the revised, amended or passed laws after 

WTO accession to facilitate compliance with WTO principles. Using this approach was 

prudent not only for the SEZs, but also allowed China’s legislative and administrative sectors 

to retain the flexibility to decide China’s own ways and pace for the implementation of the 

WTO Agreements. Overall trade and investment reform after China’s accession to the WTO 

has been positive for the SEZs, even though their original privileges have been eroded. In 

terms of policy, the SEZs have been a useful tool as part of an overall economic growth 

strategy to enhance industry competitiveness and attract FDI. Important aspects of the 

business environment of the SEZs have also been improved. Their rapid economic growth, 

their economic and political stability and commitment to market oriented reform have proven 

that the SEZs took concrete steps to achieve the best possible outcome.
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Introduction

China’s Special Economic Zones:
Are they still “special” after the country’s accession to the WTO?

The policy of ‘reform and opening’ has brought drastic changes in the Chinese economy 

and society. One of the most important changes has been the establishment of Special 

Economic Zones (SEZs), which were designed to experiment with different market 

economy reforms and to act as the engine of growth in the country. Prior to 1978 the 

Chinese government believed the international market to be a risky opponent that had to 

be controlled. However, the leaders gradually learned that the thirty years of inward- 

oriented development policies were ineffective in accelerating China’s economy.

In the 1980s China started to gradually adopt outward-oriented development policies, 

which would provide an invaluable source of export revenue, technological innovation 

and capital financing. For more than three decades of experiment and expansion, 

China’s SEZs have played a tremendous role in pushing forward China’s reform, 

opening to the outside world and to economic development. Nevertheless, the SEZs 

have been under constant change in order to adjust with the world market economy and 

more recently to comply with the principles of the World Trade Organization (WTO).

1.1 What Was ‘Special’ about the SEZs?

A special economic zone, as Jung-Dong Park has pointed out, is

...an area in which a comparatively freer management system and other conditions 
are set up for the achievement of economic objectives... {which}...enjoys 
economic cooperation with foreign corporation in various relationships, ranging 
from mergers to independent management, and is an overall economic development 
area in which
disparate business, such as manufacturing, agriculture, livestock, fishing, commerce, 
housing, tourism, banking, and insurance, are conducted (1997, p.l 1).

According to this concept, China’s SEZs are special areas open to foreign business, 

finance and trade The most common forms of cooperation that take place are Sino- 

foreign joint ventures and partnerships as well as wholly foreign-owned enterprises.
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In the case of China’s SEZs, what was most special about them was that they enjoyed 

greater independence in international trade activities as well as special tax concessions. 

They also received other incentives in order to attract investors to establish themselves 

on the site. The successful economic reforms implemented in the SEZs allowed other 

parts of the country to open up with more experience and practice.

The initial objectives of China’s SEZs were:

1. experiment with market forces through new economic reform;

2. earning foreign exchange through exports;

3. the promotion of economic development and regional development;

4. the creation of economic links between the domestic economy and Hong Kong, 

Macao, Taiwan and overseas Chinese communities;

5. the transfer of hi-tech industries into the SEZs;

6. the acquisition of modem technology and management expertise;

7. the creation of employment; and

8. to establish a link between the domestic and overseas economy (Obome 1986, 

Park 1997).

It must be stressed at the outset that what gave the SEZs their ‘special’ status was 

government policies, policies that served particular purposes at a particular stage of 

China’s ‘reform and opening’. To a great extent, the fate of the SEZs initiatives had 

been determined from the beginning by the choices made in the establishment of policy 

frameworks, incentive packages and various other provisions. The incentive package 

that was created for the SEZs in 1979 included relative independence for local planning 

authorities, direct access to provincial and central level planning units, tax holidays, 

duty free allowances, negotiated limited access to the domestic Chinese market for 

goods produced within the SEZs, residence and work permits for foreigners and income 

tax exemptions for foreigners working within the SEZs, preference of land use and the 

simplification of administrative procedures. This incentive package was broadened 

during the 1980s by lowering taxes and extending duty-free status to new categories or 

articles imported into the SEZs (Obome 1986, p. 139; Gao and Chi 1997, p.79; Hannan 

1995, p.341).
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Particularly, one of the special provisions in the area of taxation was the income tax rate 

for enterprises in the SEZs, which was 15 percent. Productive enterprises with foreign 

investment that had an operation term of more than ten years enjoyed exemption from 

income tax in the first two profit-making years and paid half of the income tax for the 

next three years. After the expiration of the period for exemption and reductions, the 

export oriented enterprises, after approval, paid income tax at a reduced rate of 10 

percent. Non-productive enterprises with foreign investment exceeding US $5 million 

and an operation period of more than 10 years enjoyed exemption from income tax in 

the first profit-making year and paid half of the tax in the following two years.

Customs duties and value-added tax were not levied on export products manufactured 

by the SEZs enterprises with imported materials, export duties and value added tax were 

not levied on export products manufactured with raw materials from China, except 

crude oil, finished oil and a number of products prescribed by the state. Furthermore, 

foreign-funded enterprises engaged in production and scheduled to operate for a period 

of ten years or more were exempted from income tax in the first and second profit

making years and were allowed a 50 percent reduction of income tax in the ensuing 

three years. They were also exempt from export duties and equipment used for the 

production of export goods was exempt from import duties (Jia 1994, p.56).

Today, the SEZs serve as places to which people from other parts of the country come 

to learn about the latest development in economics, technology and management and 

the links between China and the global economy. Over seven million people live in 

these zones (Webber, Wang and Ying 2002, p.147). However, the experimental and 

trial-by-error nature of China’s economic reforms has entailed constant adjustment and 

adaptation on the part of the SEZs. In particular China’s accession to the WTO in 

November 2001 has brought new challenges and opportunities to the SEZs.

1.2 Research Questions

This thesis aims to explore the impact of China’s WTO membership on the SEZs. Of 

central concern are the changes in the SEZs as a result of the Chinese government’s 

WTO-related reforms. Specifically, the thesis explores the following questions: What 

makes the SEZs special? Have they lost or are they losing their special status to other
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regions, for instance the open coastal cities or the inland provinces? How have the goals 

and tasks of the SEZs been changing to conform to the WTO’s rules? What challenges 

have they faced and to what extent have the SEZs been affected? What direction are the 

SEZs taking?

The significance of these questions emanates from the hypothesis that instead of 

removing the SEZs, the Chinese government keeps giving them special treatment as 

well as facilitations to developed reforms to create new advantages for their future 

growth coping at the same time with international norms. An in-depth analysis of the 

changes in the SEZs will not only lead to a better understanding of the operation of the 

SEZs in the post-WTO era - an under-examined area in the existing literature - but also 

shed light on the general process of China’s ‘reform and opening’. Furthermore, it will 

illustrate China’s integration into the global market and local responses to global 

imperatives. While the Chinese economy is increasingly globalised and universal 

principles are gradually adopted in China, policy tools continue to be used in the SEZs 

which are non-consistent with WTO principles. Thus the SEZs have some way to go 

before they can meet the WTO obligations, particularly regarding the rule of law, 

transparency, non-discrimination, non-WTO consistent subsidies, and trade-related 

investment measures.

It is argued in the thesis that the most notable trend of change in the SEZ over the last 

three decades or so is a gradual shift from an emphasis on particularistic contracting to 

the acceptance of universal principles. The rationale for the establishment of the SEZs 

can be clearly explained with Susan Shirk’s concept of ‘particularistic contracting’ or 

‘contractic particularism’ (1993, p.16), a dual track system combining market and plan, 

decentralization of local governments, agricultural decollectivization, stimulation of the 

non-state sector and special zones for foreign investment. As Shirk notes, policies that 

took the form of particularistic contracts between the government and subordinates 

units, such as fiscal contracting to province and profit contracting to enterprises always 

won out over policies taking the form of universal rules (1993, p,336). These policies 

were adopted because they were not redistributive, but allowed local governments to 

preserve their vested interests while carrying out reforms, thus making these areas 

‘special’.
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There can be no doubt that the SEZs benefited considerably over a long period from 

particularistic contracting. The positive result was the rapid growth of the economy and 

the improvement of living standards. From year to year the average GDP of the SEZs 

and the per capita income increased dramatically, especially Shenzhen with an annual 

growth of 28% in GDP, and 14% per capita GDP, between 1980 and 2004 respectively 

(Lai 2006, p,70). The concept of particularistic contracting contravenes the universal 

principles which establish that the trading system should be: without discrimination 

(MFN and national treatment); freer with barriers coming down through negotiation; 

and predictable, so that foreign companies, investors and governments can be confident 

that trade barriers are not raised arbitrarily and are more competitive by discouraging 

unfair practices, such as export subsidies and dumping. That being the case, why has the 

Chinese government pushed the SEZs towards universal principles, if that means 

expanding the privileges to other areas and losing at least some of the specialness of the 

SEZs?

The simple answer is twofold. First, the central government’s objective in establishing 

the SEZs was not just to boost economic development in the SEZs only, but also 

throughout the whole country. In fact, the SEZs were meant to be experimental and to 

pioneer reform measures that, if successful, could be implemented in other localities. 

Second, it is in China’s interest to enhance the international competitiveness of Chinese 

enterprises and integrate the Chinese economy into the global economy. China cannot 

do this without embracing universal principles that underpin global markets, such as 

free trade, non-discrimination and national treatment, to mention the most obvious. 

This, of course, is not to say that universal principles have completely replaced special 

privileges in the SEZs. In fact, some of their special features are consistent with 

universal principles, while some are maintained in practice, despite government policies 

aimed at eliminating them.

Of all the WTO principles, two are particularly significant to China’s SEZs: MFN and 

national treatment. These principles contradict some aspects of China’s SEZs incentive 

policies and require that tariffs and regulations be applied consistently and that members 

of the WTO be treated without discrimination. China’s commitments under the WTO 

represent the consolidation of the 37 bilateral agreements with the United States, the 

European Union, and all other WTO members. This consolidation is based on the
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principle of MFN under which the most favorable concession made to any one country’ 

in a given area, is automatically extended to all other members. Even before its 

accession, China had signed bilateral trade agreements with most of its trading partners, 

most of whom included the MFN clause.

The other principle is national treatment that is: prohibiting discrimination between 

imported products and domestically produced goods after imported goods are 

introduced into a member’s economy. Imposing customs duty on an import is not a 

violation of national treatment, even if locally produced goods are not charged an 

equivalent tax. However, exports subsidies and subsidies contingent on the use of 

domestic goods are prohibited by the WTO, because they have a direct impact on terms 

of trade. They negate tariffs imposed by importing countries and creat barriers for 

exports to the subsidizer’s or third country markets. In this regard, certain measures 

imposed by China in connection with the SEZs are in conflict with WTO disciplines. Of 

greatest concern are export subsidies and the requirements to use domestic over 

imported goods, which is inconsistent with MFN and national treatment principles and 

changes the shape of the SEZs.

In sum, the name itself marks them as ‘special’ and this notion has been interpreted to 

justify new and extraordinary reform efforts. The SEZs have maintained their ‘special’ 

status in the sense that they still contributes to the economic development of the 

country, they still are a key magnet for FDI, necessary to develop new high tech 

projects, and they are still the zones were reforms take place first. Although after the 

accession to the WTO, the SEZs uniqueness has been dissipated in the sense of 

incentive packages to investors, they still remain attractive in comparison to other 

regions of the country, or even to other developing countries.

The available evidence shows that the SEZs have gone under extensive changes in their 

attempt to comply with WTO rules and that their privileges have been eroded in their 

foreign trade and investment regime. Overall trade and investment reform after China’s 

accession to the WTO has been positive for the SEZs, even though their original 

privileges have been eroded. In terms of policy, the SEZs have been a useful tool as part 

of an overall economic growth strategy to enhance industry competitiveness and attract 

FDI. Important aspects of the business environment of the SEZs have also been
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improved. Their rapid economic growth, their economic and political stability and 

commitment to market oriented reform have proven that the SEZs took concrete steps to 

achieve the best possible outcome.

On the other hand, the SEZs remain special in the sense that they continue to be an 

experimental region to explore the patterns of new development. The central 

government continues to give them greater autonomy and lends support to their 

pioneering exploration in new ways and new measures for the transformation of 

economic development. In other words, the SEZs continue with their historic mission as 

the ‘experimental field’ for nationwide reforms and take the lead in gaining 

breakthroughs in important fields and gather fresh experience. In addition they remain 

special in their strategic orientation toward high end development and they continue to 

be an important national economic centre. Due to the flexibility and accumulated 

expertise of the SEZs, the tangible benefits from the WTO membership, have been the 

creation of policy frameworks that provide a simplified regulatory environment, thus 

attracting more investors, and the mechanisms that provide efficiency advantages to 

improve competitiveness. In other words, the SEZs continue to serve as a viable tool for 

economic development.

1.3 Literature Review

Since the end of the 1970s, China has been in a constant transitional period for nearly 

three decades. This transition is of great and far-reaching significance in China’s 

history. The essence of this transition is that China’s domestic and foreign economic 

reforms exhibited consistent features, as Shirk (1994) pointed out: gradualism, 

administrative decentralization, and particularistic contracting.

Instead of rushing with radical transformation of the system, the reformers in the 

Chinese government were cautious of challenging the central planners; the approach 

was implemented with new forms of business such as private, collective, and joint 

venture firms and Special Economic Zones. This experiment turned out to be extremely 

successful and the experiences were shared with other areas.
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After three decades of establishment and now facing the universal principles, to comply 

with WTO rules, the SEZs are worthy of detailed research. This thesis does not focus on 

the economic cost and benefits of the accession to the WTO for the SEZs, which have 

been widely discussed in English publications. Rather the attempt of this thesis is, to 

examine the process of implementing the WTO Agreements in China’s SEZs after 

accession and thereby filling a void in the literature. Although, there have been studies 

of the SEZs after WTO accession, they focus on the economic indicators. The WTO 

membership has posed enormous economic, social and political challenges to the SEZs 

and judged by most economic indicators, the performance of the SEZs after accession 

has, for the most part, been extraordinary.

However, these studies do not analyze this issue from the point of implementation. 

Hence it is important to explore the manner in which the implementation of these 

universal principles contributes to further economic reforms that have reshaped the 

SEZs and consequently facilitate implementation.

Much has been written about China’s SEZs, providing valuable insights on various 

aspects of their operation, although the overwhelming majority of the literature deals 

with SEZs in the pre-WTO era. The literature on the SEZs before China’s accession to 

the WTO can be divided into two major groups. In the first group, the authors analyze 

the historical, political, geographical, legal, planning, and management aspects of the 

special economic zones, and discuss their intended role for their establishment. The 

second group of authors, argue more about the problems the SEZs faced at the 

beginning, how they were not fulfilling their objectives and about disagreements inside 

the Chinese government, criticizing the SEZs because they contradicted the socialist 

regime.

In the first group, Falkenheim (1990), Jia (1994), Cartier (2001), Obome (1986), 

Hannan (1995), Reardon (2002), Phillip and Yeh (2005), Reardon (2002), Webber, 

Wang and Ying (2002), Zhang (2006) and Jao and Leung (1986) talk about the initial 

achievements of China’s SEZs and their role in China’s reform and opening to the 

outside world. Particularly, Gao and Chi (1997) in their book New Progress in China’s 

Special Economic Zones, describe SEZs’ industrial structure and policies of these zones, 

and how the original goals of the SEZs were changing to adapt to the new
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circumstances and confront the new challenges. They argue that remarkable 

achievements in systemic reform and optimized industrial structure in the SEZs were 

enhanced and gradually implemented in other areas.

Similarly for Ge (1999), the role of SEZs was not only relevant, but also highly 

beneficial with respect to the system reform and economic transition in China. Ge 

recognizes that economic development is a never-ending process, and structural changes 

are frequent and inevitable, and how the concept of SEZ is likely to continue to be 

useful and effective in the future.

However, the strongest arguments are found in the work of Jung-Dong Park (1997). He 

argues that by establishing the SEZs the central government allowed the use of foreign 

capital and the adjustment of economic activities according to the market mechanism. It 

gave priority to business related administrative processing, such as obtaining permits to 

those corporations entering the zones. Most importantly, it gave autonomy to the 

management council of each SEZ concerning economic affairs. The SEZs helped foster 

closer relations with Hong Kong, Macao and Taiwan, and brought improvement in 

domestic economy, such as employment, foreign currency earnings, and technology 

transfer.

In the second group, Wu (1985), Litwack and Qian (1998), and Crane (1990) argue that 

the SEZs were the target of heated debates because of their ‘obscure’ beginning and 

chronic economic problems, and that uncertainties arose after some leaders from the 

Chinese government acknowledged that there were some difficulties with the SEZs. 

However, in their respective work they seek to clarify the stated goals of the SEZs to 

facilitate assessment and consider the role of the SEZs in the future, contemplating how 

they can continue to serve economic and political purposes.

Particularly, Roger C.K. Chan (1998), in his work The Prospect of the Special 

Economic Zones Policy, examines the establishment of the SEZs and their economic 

and spatial development against the objectives underlying the SEZs policy. While 

acknowledging that the SEZs serve the ‘window’ function expected of them, Chan 

argues that the ‘special’ characteristic of SEZs had diminished over time with the

9



establishment of other open coastal cities, doubting the special status and preferential 

treatment afforded to the SEZs.

The literature that deals with the SEZs after China’s accession to the WTO, can be 

divided in three groups. In the first group, the authors focus their work on highlighting 

the economic success of the SEZs. In the second group the argument is that the SEZs 

are losing their ‘special’ status since the central government has stopped giving them all 

the preferential policies that they enjoyed prior to WTO accession. And in the third 

group, the authors argue that some of the SEZs policies incentives, such as tax subsidies 

and export subsidies, are inconsistent with the WTO rules.

In the first group, Song (2006), Goswami (2007), Guo and Feng (2007), Lai (2006), Ota 

(2003), and Zheng (2007, 2006a, 2006b) describe the various factors that have changed 

in the SEZs and continue to help them to remain special, such as their institutional 

flexibility, political status, credibility and organizational structure. Particularly, Song 

(2006) highlights how the SEZs are now developing new technologies, manufacture 

high-grade export oriented products, provide new-type materials and key components to 

the inland area, and spread new techniques and technologies and scientific managerial 

experience. Moreover, some set up science and technology venture funds to support hi- 

tech projects.

Goswani (2007) and Guo and Feng (2007) focus their work mainly in Shenzhen SEZ, 

the most successful of all the SEZs, and a testing ground for comprehensive reforms. 

The authors describe how, after 2001, new policy frameworks have helped to create a 

‘soft enabling environment’ to enhance the city’s industrial competitiveness in 

Shenzhen (Guo and Feng 2007, p.9). They also explain how the economic development 

has lead to new challenges in terms of labor market and environment destruction.

Without reference to the WTO, particularly relevant to this thesis are the work of Lai 

(2006), Ota (2003), and Zheng (2007, 2006a, 2006b). Specially Harry Lai argues in his 

various publications that China’s SEZs remain special, in particular the largest and 

earliest Shenzhen SEZ, because of their favorable location, competent local leadership, 

preferential treatment in experimenting with reform and attracting investment, 

premarket initiatives, and effective reform strategy (2006, p.83)
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For Ota the role of the SEZs was quite significant in regional as well as in national 

economic development, despite all the inherent and surrounding problems. The author 

argues that the ‘specialness’ of the SEZs depends in considerable degree on the 

improvement of their physical and social infrastructure and that the SEZs have no 

choice but to upgrade productivity by shifting to hi-tech, high-value technology

intensive industries (2003, p.5).

Similarly for Zheng (2006a) institutional flexibility, privileged political status, 

autonomous fiscal authority and organizational structure are the key factors that make 

the SEZs remain special. In the author’s statistical analysis it is illustrated that special 

zones with high degree of political authority, unified governance structure and strong 

regulatory environment tend to attract more FDI, particularly more domestic market

seeking FDI (2006a, 10). In addition, China’s SEZs continuing success in attracting 

higher quality FDI owes much to both, central and local governments’ credibility 

(Zheng, 2007, p.5).

In the second group, Lau (2001) and Brahm (2002) predict changes in the SEZs. They 

argue that China’s SEZs, which heralded the decades of reform and opening drive, start 

losing their ‘special’ status since they have to stop applying all the preferential policies 

they enjoyed prior to WTO accession to the foreign investors. The works of these 

authors focus mainly on the tax subsidies to FIEs.

However this argument of lost ‘specialness’ is refuted in the work of Bao, Lin and Zhao 

(2006), who argue that even with the revision and passing of new laws and regulations 

in the areas of taxation, China’s SEZs attractiveness lies not only in its low tax rate. 

Instead their rapid economic growth, economic and political stability, upgraded business 

infrastructure and continuous market oriented reforms all contribute to the SEZs unique 

attractiveness to foreign investors (2006, p.68).

In addition, Kong (2002a) discusses how China’s accession to the WTO is positive to 

the SEZs, since this fact is more attractive to the international business community 

who welcome the prospect of China being bound by a formal dispute settlement 

mechanism and effective multilateral trade system, rather than being subject to the
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whims of local politicians and import substituting industrialists. Furthermore with 

respect to investment rules, he explains how there used to be a huge gap between 

the Chinese practice and the WTO investment rules, China's industrial policies, 

including performance requirements and forced technology transfer, and how this 

situation started and has been changing in the SEZs.

In the literature of the SEZs few examine in detail the SEZs under the WTO. The 

literature on SEZs post WTO focus on how the policy incentives that gave the SEZs 

their ‘special’ status, are inconsistent with WTO rules, mainly the export and tax 

subsidies, which are in violation of the MFN and national treatment principles and they 

outline the efforts made by the government to comply with WTO rules.

The work of Creskoff and Walkenhorst (2009) provide an overview of the application 

of the WTO disciplines to incentive programs, typically employed by developing 

countries in connection with such special economic zones programs.

Whilst Creskoff and Walkenhorst (2009) do not approach China’s SEZs under the light 

of the WTO, Nadeem and Murray (2003) and Phillips and Yeh (2005) analyze the 

growth in China after thirty years of opening up and establishing the SEZs, and how the 

competitiveness of these zones have been increasing in their attempt to compliance with 

WTO’s rules.

For Engman, Onodera and Pinali (2007) their central argument is that from a WTO 

rules perspective, particularly with respect to the Agreement on Subsidies and 

Countervailing Measures (SCM Agreement), tax subsidies and subsidies contingent on 

the use of domestic goods over imported goods are inconsistent with WTO rules. The 

authors discuss the need of the SEZs policies to be reviewed in light of the SCM 

Agreement, and how the Chinese government is responding to this challenge with 

various revised, amended and new laws and regulations.

Finally, the literature useful to give this thesis the proper framework came from the vast 

literature available on China’s accession to the WTO. It illustrates China’s commitment 

made during China’s accession to the WTO, which is a helpful guide in deciding, what 

laws, rules and regulations to analyze, in regards to the study of SEZs foreign trade.
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Most of the literature explains how, China would have lower cost of accessing foreign 

markets, a more equitable trading mechanism based on WTO rules and multilateral 

dispute resolution processes, more foreign investment and advance technology, and a 

legitimated role in setting and enforcing international trading rules after accession. 

Furthermore, the literature shows how the Chinese government is serious about meeting 

its WTO obligations and has reviewed and revised thousands of laws and regulations to 

ensure their consistency with WTO rules. The WTO review of China’s trade policies 

has acknowledged China’s progress in this area, though it also notes that the 

enforcement of laws and regulations has been uneven. Though there is still a gap 

between China’s current policies and its WTO commitments, its record of WTO 

implementation has generally been good, as recognized by the WTO itself and most 

countries (Bao, Lin and Zhao 2006; Brahm (2002), Pearson (2007), Gao (2007), 

Ianchovina and Martin (2004), Yong (2006).

Particularly relevant to this thesis is the published work of Ching and Ching (2003), 

Paltiel (2007) and Pearson (2007), who address the normative parameters of China’s 

accession to the WTO and China’s trade policy and regulatory politics. Their work also 

focus on how China still must undertake a series of important commitments to open its 

markets and to offer a more predictable environment for trade and foreign investment. 

This includes: the responsibility of providing non discriminatory treatment, eliminating 

dual pricing practices as well as the difference in treatment accorded to goods produced 

for sale in China compared to those produced for export; preventing price controls to be 

used for the purpose of protecting domestic industries or services; revising its existing 

domestic laws and enacting new legislation fully in compliance with the WTO 

Agreement; eliminating all export subsidies; implementing trade related aspects; 

eliminating trade barriers and expanding access to goods from foreign countries.

In addition, the work of Guo (2008) was essential in the analysis of the WTO’s impact 

at the domestic level. Most importantly he demonstrates how WTO membership has 

given a new legal framework, encouraging the uniform application of laws, improving 

legal regulation, and increasing transparency of trade related rules and rule making, non 

discrimination and openness.
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In sum, most of the literature available on the SEZs analyzes a wide range of topics, 

such as the investment context of the zones, their economic performance, and the 

economic relations of the zones with internal corporations or with Hong Kong. 

Naturally, Hong Kong has a great influence in the zones (especially in Shenzhen). 

However, the Hong Kong studies emphasise the China-Hong Kong economic 

relationship. While this is important, these studies concentrate on the advantages and 

disadvantages to foreign corporations entering the SEZs; they also concentrate in their 

argument on the return of Hong Kong to China and many of its corporations established 

in the SEZs.

However there are few studies of China’s SEZs under the light of the WTO and their 

trade policies inconsistence with WTO principles. In order to appropriately discuss the 

new role of the SEZs after WTO’s accession, their economic development and the 

changes in economic structure should be analyzed more deeply, based on current 

conditions.

Hence, my research is different because I analyze the application of specific WTO 

disciplines (MFN, national treatment, Subsidies and Countervailing Measures 

Agreement, among others) to the SEZs programs, which have not been considered by 

other papers, in particular, foreign direct investment, TRIMs, taxation, subsidies, labor 

market and environmental degradation, and I demonstrate, how the government, instead 

of removing the SEZs, still gives them special attention and implements further 

developed reforms, to create new advantages for their future growth, trying at the same 

time to cope with the international norms.

1.4 Approach and Methodology

Despite the enormous body of literature on China’s SEZs, numerous aspects of their 

operation, particularly under the WTO, remain to be analyzed in detail. The aim of this 

research is to do this by focusing on the development of trade related laws and practices 

in China’s SEZs, because it is one of the most robust areas of development in China 

since it adopted the open door policy in the beginning of the 1980’s. Particularly under

examined in the literature is the influence of the international regulatory regime on
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China’s trade practices in the SEZs, including FDI, TRIMs, taxation, subsidies, labor 

market and environmental degradation.

This thesis relies on data collected through a variety of sources, quantitative data has 

also received attention where appropriate. The reliable data used involves the analysis 

of the Protocol on the Accession of the People’s Republic of China (The Protocol) as 

major source on China’s accession, for commitments relating to government policies. 

Its annexes contain primarily schedules of specific commitments made by China for 

submission to WTO and detailed timeframes for phasing in WTO obligations and for 

phasing out trade restrictive policies are given. The Report of the Working Party on 

China’s Accession (The Working Party Report) is another primary document. It 

contains conclusions of the final negotiations between China and members of the WTO 

in respect of China’s foreign trade regime.

In examining trade policies and practices, China’s Trade Policy reviews, carried out by 

the WTO Secretariat, were analyzed; such reviews also help to enhance the 

transparency of members’ trade policies. Materials on various trade topics obtainable 

from the WTO website are also used to compile explanatory texts. Other main 

information sources were the laws and regulations revised, amended or passed by the 

Chinese government affecting directly the SEZs and a range of publications from 

journals, newspapers, electronic databases, as well as books related to the SEZs. 

Sufficient and foremost relevant data was collected through this approach, thus not 

affecting the overall outcome of the study.

The approach this thesis takes is qualitative in the way of data collection; the data is 

analyzed in depth and categorized by selected themes in order to understand the 

categories that emerge from the data and to give new insight into the phenomenon 

studied. They way to achieve this has been through the relevant data on the topic, for 

instance the United State Representative issues an annual Report to Congress on 

China’s compliance, which assesses China’s progress; the thorough analysis of the laws 

covering the foreign trade in China, as well as its rules and implementations, before and 

after WTO accession. The reports from the WTO itself on China’s compliance have 

been closely monitored. From the side of Chinese sources, the National Development 

and Reform Commission (NDRC) was an important tool to know about the
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management procedures, and the rules and regulations of laws. The analysis of the Five 

Years Plan for National Economic and Social Development of China throughout the 

years shows how the Chinese government was giving the SEZs the same importance 

and objectives, but with a different perspective, among several OECD report on China. 

All of these sources helped the construction of this research.

This method of data collection was led by the nature of the topic. As this type of 

research is often classified as less rigorous than quantitative analysis, the 

trustworthiness and validity of the sources used in this thesis needed be established. 

This can be addressed by using more than one source to establish the validity of the 

findings. In addition, information from different sources and angles also helped to 

eliminate personal biases.

In addition, the WTO Agreements, such as the Agreement on Subsidies and 

Countervailing Measures (SCM Agreement), the Trade Related Investment Measures 

Agreements, among others, were used as a framework of this study. By making a 

comparison between the old provisions, the relevant WTO rules and the revised 

provisions post-accession, better conclusions can be drawn, as to whether the old laws 

were WTO-inconsistent and the revised statutes now comply with the WTO rules and 

an attempt to assess, whether or not the WTO rules have been fully implemented in 

China’s SEZ can be made.

1.5 Structure of the Thesis

To answer the questions mentioned above to support my hypotheses, the structure of my 

work starts with the two first chapters, laying out the core characteristics of the SEZs 

and the WTO. Chapter 1 explains the evolution of the SEZs, and the gradual shift from 

particularistic contracting to universal principles. It examines the economic performance 

over the stages of their development process (1979-mid 80s; mid 80s to early 90s; early 

90s to end 90s; 2000- 2009, WTO era), giving an overview of their trends and 

dynamics.

Chapters 2, focus on the SEZs and the WTO, it explores the WTO rules and principles 

in relation with the SEZs rationale. It describes the SEZs incentives as consistent,
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inconsistent and doubtful in relation with the WTO rules. Furthermore, it examines if 

the WTO and the SEZs are compatible in their goals, and the changes that WTO 

membership has induced in the SEZs.

Chapter 3 compares the WTO rules of investment and the SEZs policies in this area. It 

describes the WTO Agreements that covers foreign trade and investment, and the 

inconsistencies of the SEZs, particularly with respect to the Trade Related Investment 

Measures Agreement. It points out the evidence of particularistic contracting in enacted 

laws after WTO accession, such as the Foreign Trade Law of 2004. Furthermore, it 

addresses the continuous special status of the SEZs, despite the gradual erosion of their 

incentives toward foreign investors.

Chapter 4 discusses how the central government under the particularistic contracting 

approach gave the SEZs grater power to apply fiscal and tax policies to generate more 

revenues, as a result, the SEZs created strong economic capabilities, nevertheless, some 

of the policies were inconsistent with WTO rules. Similar to chapter 3, it describes the 

inconsistencies of the SEZs incentives, particularly with respect to the Subsidies and 

Countervailing Measures Agreement, and describes the action taken by the SEZs to 

comply with WTO rules, such as the unification of the enterprise income tax system.

Chapter 5 deals with SEZs labor market and environmental protection. This chapter 

examines how the SEZs were not able to achieve the same results in the same way they 

achieved economic growth through particularistic contracting. It examines that although 

labor standards are not dealt within WTO, this organization has meant a driven force to 

improve this areas.

Chapter 6 discusses how environmental protection has been another area that has not 

achieved the same results as the economic growth has. Nevertheless, examines how 

WTO membership and the collaboration with other international organizations, such as 

United Nations, have helped to address these issues.

Finally, the general conclusions deal with the findings of the research. It gives an 

overall evaluation of the implementation process of the WTO Agreements, the influence 

of particularistic contracting post WTO accession, and the significance of the SEZs after
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WTO accession. It concludes that although some benefits of preferential policies have 

diminished, the SEZs continue to be special in other ways, and how the still constitute 

an important part of the ongoing reform in the country and an attractive market for 

foreign investors.
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Chapter 1

The Evolution of SEZs

This chapter examines the evolution of the SEZs, the gradual shift from particularistic 

contracting to universal principles, focusing on the effects that this shift has had on the 

SEZs performance, such as the passing of WTO consistent laws, even before the 

accession to the WTO. A brief discussion of China’s SEZs characteristics and policies 

will be followed by a description of their evolution. The analysis provides the context 

within which China’s SEZs framework operated before WTO accession.

This chapter shows that major trends, such as using the SEZs to further open up the 

country and attract FDI, has been constant before and after WTO accession; however, 

WTO membership has helped improve their comparative advantages in the international 

market, as well as strengthen their stability and security investment environment, 

through the WTO frameworks in the field of foreign trade and investment regime. 

Nevertheless, some dynamics, inherited from the contracting system through 

preferential treatment, still remain, such as, granting tax breaks, the ability to repatriate 

profits and capital investments, various customs exemptions among others, 

contravening some universal principles like MFN that have not been achieved 

completely.

1.1 Rationale of the SEZs vs WTO Principles

It can be argued that the most distinctive feature of the SEZs is ‘particularistic 

contracting’, whereas the WTO principles of national treatment and the national 

application of trade related rules are universal and pose a fundamental challenge to the 

SEZs. As Susan Shirk (1999, p. 198) put it: ‘one of the most important characteristics of 

Chinese reform both at domestic and foreign level was “particularistic contracting”, 

which means that the arrangements for foreign trade and investment were negotiated for 

each unit, namely province, locality or firm’. According to this concept, a small number 

of units were chosen to be experiments that were allowed new freedoms and were given 

preferential treatment to guarantee their success.
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The ‘particularistic contracting’ model was successful because it followed the familiar 

pattern, where production, supply and trade quotas were bargained out. This ensured 

that enterprises and localities were no worse off, by implementing reforms. In Shirk’s 

words, ‘the particularistic contracting was a system that was better off for the losers 

under the open door policy than would have been the anarchy of the market’ (1999, 

p.199). Although the economic logic of contracting was not nearly as compelling as its 

political logic. The deficiencies of this method started to be evident in the Chinese 

economy from 1987 on. By allowing enterprises to get more power and profits and 

avoid risk, contracting did not pressure managers to improve industrial efficiency. By 

giving managers an incentive to increase profits by expanding capacity, rewarding 

workers, and raising prices, contracting contributed to overheating and inflation (Shirk 

1993, p.322).

The imperfections of contracting identified by Shirk (1993, p.322-324) were:

1) Particularism, where the contracting method was too arbitrary to discriminate 

between well and poorly run enterprises.

2) No genuine competitiveness, in the sense that when bureau officials hired 

managers, they relied on personal relationships and discriminated against 

applicants from outside their own unit.

3) Government planners and industrial officials enforced control over enterprise 

cost reduction targets, and specifications of the use of retained profits. 

Contracting came more and more to resemble mandatory planning.

4) Any changes in the Chinese economy, such as price rises or devaluation, 

affected contracts by raising productions costs. Increasing inflation in 1987 and 

1988 put contracts under strain, and many managers demanded the renegotiation 

of their contracts.

5) Although the original vision of management contracts was to force managers to 

confront the risk of going out of business, this version of contracting was never 

implemented. When they were facing financial difficulties, managers simply 

renegotiated their contracts.

6) One consequence of not allowing enterprises to own the assets they purchased 

was that managers spent retained profits on workers bonuses and nonproductive 

construction, instead of investing to improve productive capability.
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7) Under contracting, enterprises could increase their retained profits, if they 

increased their total profits by raising the prices of their products. These 

managerial incentives contributed to worsening inflation during 1987 and 1988.

8) The most widely used form of contracting involved signing contracts with 

individual managers. The wages of employees and managers were governed by 

egalitarianism.

With these shortcomings, it was difficult to create a market economy. The contracting 

policies of 1985-1987 were weak and the economy was growing too fast. The gap 

between plan and market policies was widening.

In contrast, the WTO principles symbolized China’s continued growth and 

establishment of better comprehensive frameworks, to enhance international 

competitiveness and labor market conditions. Although to deal with these principles was 

a challenge to the SEZs they were ready to embrace them for several reasons.

First, they opened a window to the world and created an objective environment to let 

foreigners get to know more about China, whilst allowing the Chinese people to get to 

know more about the world.

Second, the SEZs proved to be effective in terms of absorbing foreign capital, importing 

advanced technology and scientific management experiences, expanding export, 

developing international economic cooperation and exchange and gradually building up 

the economic operation mechanism that meets the demands of an outward economy. 

They were a successful experiment and contributed greatly in promoting China’s 

reform.

Third, the SEZs served as an excellent example, providing impetus to many inland cities 

and regions to enter the international market.

Fourth, and most important, the SEZs always were one step ahead of other cities and 

regions in regards to many aspects of conducting economic management system reform. 

So they provided important experiences for the whole country by promoting the 

development of the economic management system reform.
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The Chinese government realized that they need to move on and fulfill the demands of a 

more modem society, and the WTO membership was a great tool to improved important 

components of the business environment of the SEZs.

1.2. A General Overview of Special Economic Zones

SEZs are defined as a geographical delimited area that is physically secured outside the 

customs territory. The zones range in size from single factories to large cities; the 

businesses located within the SEZs are normally eligible for benefits such as duty and 

tax exemptions on goods based on the fact that they are located within the zone 

(Creskoff and Walkenhorst 2009, p.7).

SEZs have a long history in international trade. ‘Entrepots’ or warehouses where 

merchandise can be stored, manipulated and in some cases processed, without the 

payment of duties and taxes, have existed for many centuries. City-wide free zones on 

international trade routes were also common. In Asia SEZs mushroomed when the 

international environment changed after the mid 1950s. Many of the East Asian 

economies, including South Korea and Taiwan, experimented with outwardly-oriented 

strategies that treated foreign trade as an engine of growth. Partly as a result of these 

strategies, South Korea and Taiwan, along with other East Asian economies, grew 

‘more than twice as fast as the rest of East Asia, roughly three times as fast as Latin 

America and South Asia, and twenty five times faster than Sub-Saharan Africa’ 

(Reardon 2002, p.20).

Starting from the late 1970s, China used SEZs to pioneer new economic policies, to 

provide modem infrastructure and to attract investment for export oriented industries. 

After 1979 Chinese leaders took their first steps towards outward-oriented development 

by beginning the integration of China’s coastal regions with the global economy.

1.3 Main Characteristics and Policies of China’s SEZs

Legislation in the Special Economic Zones
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The Guangdong provincial committee controls Zhuhai, Shenzhen, and Shantou SEZs 

and Fujian provincial committee controls Xiamen, Hainan SEZs is a province itself. The 

people's congresses at the provincial level each elected the heads of their respective 

government organizations, including the mayors of the SEZs.

The fundamental difference between regulation making in the SEZs and regulation 

making in ordinary local areas in that the power for regulation making in the SEZs 

comes from an authorization by the highest organ of state power or its standing 

committee whereas the power for regulation making in the ordinary local areas comes 

from stipulations in the Constitution.

The legislative right and scope of the SEZs is manifested in the fact that the people’s 

congresses, their standing committees, and the governments in the SEZs conduct 

legislative tasks specified by the national legislative organs in accordance with the 

stipulations of authorization made by the national legislative organs and the actual 

situations in the SEZs (China.org 2003).

China’s SEZs are not zones with special social and economic systems, but with special 

economic policies and special economic management systems. Their industrial reform 

consistently followed the pattern of particularistic contracting instead of universalistic 

rules. The central government shares its power with the SEZs rather than the applied 

rules in the rest of the country for business competition. Furthermore, the SEZs are not 

like export processing zones in other countries, for they are the comprehensive special 

economic zones giving preference to industries, combining industry and commerce, and 

also promoting the development of other trade areas. As in other countries, foreign 

business people who invest in the SEZs, observe China’s constitution and laws; and 

their investment direction, size and the location of the enterprises have to obtain the 

approval of the relevant Chinese government departments. According to the SEZ Office 

of China’s State Council (Chan 1986, p.156), the main policies implemented in the 

SEZs can be summarised into six points.

1. The SEZs economic development mainly depended on foreign capital. The principal 

of SEZs economic structure was the coexistence of different economic sectors, 

predominantly joint ventures, cooperatives and whole foreign invested enterprises.
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2. The SEZs economic activities were predominantly regulated by the market demands 

under the guidance of the centrally planned economy.

3. The SEZs products were sold mainly in the international market to promote the 

outward-oriented economy.

4. The SEZs governments provided special policies, preferential treatments and 

convenience to the foreign investors, according to the direction of the central 

government. For instance, the joint ventures, cooperatives and whole foreign invested 

enterprises only paid 15% business income tax. The additional local income tax was 

deducted or exempt by the SEZs governments. Those foreign invested enterprises that 

were engaged in communication and transportation enjoyed further special preferential 

treatments of two years exemption and three years deduction. After the expiration of the 

period for exemptions and reductions, the export oriented enterprises paid income tax at 

a reduced rate of 10%, following approval. The tax on the income from the exports 

produced by SEZ enterprises or of hi-tech and knowledge-intensive advanced 

enterprises was cut down to 10%. Moreover, the profits earned by foreign investors 

were exempt from the remittance tax, when remitted to foreign countries. Usually the 

exports were exempt from the industrial and commercial tax (Chan 1986, p. 157). This 

preferential tax treatment was evident when compared with those non-SEZ areas. For 

example, the income tax rate on joint ventures was stated to be 30% according to the 

Income Tax Law of 1984.

5. The procedures for foreign investors to enter and exit China were simplified.

6. The SEZs were granted considerable autonomy by the state to make economic 

decisions. For example, the SEZs possessed greater authority in approving construction 

projects than the common provinces and autonomous regions; the quotas of capital 

construction were made separate from the gross fixed investment controlled by the 

central government (Chan 1986, p. 162).

The preferential treatment also included issues related to policies of utilising and 

developing land, to financial policy and to import and export policy. All these
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preferential policies and other conveniences offered by the SEZs were aimed at creating 

a better environment for foreign investors. Although many of these measures were 

called reform ‘experiment’ to test the results of various types of reforms, in fact it is 

evident that the particularistic contracting gave the SEZs the power to grant preferential 

treatment, including cheap material inputs, electricity, bank loans, and so on. At the 

same time, the local governments of the SEZs used particularistic contracting to 

negotiate contracts with particular enterprises. If an experimental enterprise failed to 

show good results they were eliminated from the program and never mentioned again 

(Shirk 1993, p.141).

1.3.1 The Role of the SEZs in the Open-up Policy

Defining the role played by the SEZs in the opening-up policy help us to understand the 

significance they represented in China’s modernization. Reform and opening-up to the 

outside world were two tracks China walked on in order to reach modernization, since 

the end of 1970s. The setting up and developing of SEZs was one of the important parts 

of China’s reform and opening-up strategy. They changed managerial patterns, thinking 

patterns and behavior patterns that did not accorded with the international standards, 

producing a far reaching and profound revolution.

Since one of the main targets of SEZ was serving as ‘experimental field’, ‘window’ and 

‘bridge’ of promoting the opening-up strategy, China encouraged and attracted the 

participation from developed countries, showing that they could, far from being 

exploited, manage foreign capitalism for national profit within their socialist borders 

(Kleinbrg 1990, p.12). Carrying out the opening-up policy was to open all possible 

channels to link China and the outside world, to obtain information, technology and 

capital, and to join the international competition to accelerate China’s development. 

Hence, the SEZ was one of the most important parts of the reform and opening-up 

strategy for it involved several key aspects, such as absorbing foreign capital and 

technology, expanding foreign trade and expanding the exchange and cooperation with 

foreign countries. The SEZs were also the first to carry out the reform and opening-up 

strategy, and were operating as experimental bases for many of China’s important 

reforms and opening-up schemes. Policies were implemented there first and then
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expanded and spread to other parts of the country, after some experiences were 

accumulated.

1.4. The Stage of Growth of the SEZs

In 1978 the Third Plenary Session of the 11th National Congress of the Communist 

Party of China made the strategic decision to shift the focus of work to modem 

construction of socialism. At the same time it also formulated the principle of carrying 

out socialist economic structural reform and opening China to the outside world, on the 

basis of self-reliance and hard struggle. It directed that economic cooperation with other 

countries, based on equality, mutual benefit and self-reliance, would be developed, and 

that world’s advanced technology and equipment should be adopted (Gao and Chi 1997, 

p.24). In April 1979, a working conference was held by the central government to 

discuss how to implement the spirit of the Third Plenary Session of the 11th National 

Congress of the Communist Party of China. Deng Xiaoping suggested that an area be 

assigned as a SEZ. On July 15, 1979, the document 79.50 approved the two reports of 

Guangdong and Fujian Provincial Committees concerning the ‘Carrying Out of Special 

Policies and Flexible Measures in Foreign Trade Activities’ (Reardon 2002, p.205). 

This document (79.50) granted power to Guangdong and Fujian Province to use special 

policies and flexible measures in foreign trade activities for economic development. 

This strategy included relaxation of domestic policies and decentralization of decision 

making, meaning that the provinces had the responsibility for planning their domestic 

and foreign trade sectors, a policy that they met with considerably success. Although 

admitting a ‘lack of experience’ and ‘very little understanding’ about foreign economic 

activities, the two provinces could expand non-traditional foreign capital sources. They 

also were to expend ‘great efforts’ in developing compensation trade, initiating equity 

joint ventures, and exploring other cooperative ventures. In August 1980, the 

Regulations of Guangdong Province on the Special Economic Zones was approved and 

issued by the 15 Standing Committee of the Fifth National People’s Congress, thus 

formally announcing the birth of China’s SEZs to the world (Gao and Chi 1997, p.26).

Throughout their stages of growth, the particularistic contracting approach showed signs 

of deficiencies, particularly in the late 1980s. However, this approach gave the SEZs the 

opportunity to build and develop their unique economic capabilities that helped them
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succeed. In their third stage of their growth the gradual acceptance of universal 

principles gave more advantages to the SEZs that were attractive to foreign investors, it 

was at this stage that the country accessed the WTO, and its membership has helped to 

further implement economic reforms in the SEZs.

First Stage: 1979 - mid 1980s

This first stage, from 1979 to the mid 1980s, is when the industrial foundation of the 

SEZs was laid. During this stage, all SEZs concentrated on the construction of 

infrastructure to create a better investment environment. They built groups of factory 

buildings, commercial buildings, tourist facilities and residential buildings. Nearly 900 

new factories went into operation (Webber, Wang and Ying 2002, p.151). However, the 

performance of the SEZs during this period was not as expected, as a limited amount of 

FDI flowed into the SEZs in the form of small scale intermediate processing industrial 

products of labor intensive, low value added goods. Some criticisms were that Shenzhen 

failed in its role to achieve technology transfer, to earn foreign exchange and to create 

employment. External capital invested in Shenzhen was at first channeled toward the 

tourist and real state sectors. The most popular form of investment was through 

cooperative operation or cooperative joint ventures to reduce the risk (Ota 2003, p.19). 

Nevertheless, with the implementation of special policies and flexible measures, the 

SEZs increased their exports and their income as well, some of which was invested on 

expanding their infrastructure and improving their investment environment (Hannan 

1995, p.331).

In 1985 it was announced that the Yangtze River Delta would be opened along with the 

Pearl River Delta and the Xiamen - Zhangzhou-Quanzhou area in south Fujian 

Province. In April 1988, the government approved the establishment of the largest SEZ, 

Hainan Province. Also in the same year, the State Council decided to further opened 

more coastal cities including Liaodong Peninsula, the Shandong Peninsula and part of 

the counties and cities of the Tianjin Municipality and Hebei, Zhejiang, Jiangsu, Fujian 

and Guangxi Provinces, resulting in an economic open strip from north to south 

(Hannan 1995, p.330). These open areas played the dual roles of ‘windows’ in 

developing the foreign-oriented economy, generating foreign exchanges through 

exporting products and importing advanced technologies and of ‘engines’ in
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accelerating inland economic development. However, they did not have the same 

legislation power as the SEZs and their preferential policies on taxation, custom duty, 

land use, among other, were not as extent as the ones given to the SEZs. Nevertheless, a 

contracting system similar to the SEZs was used.

It is clear from the announced fiscal and land use incentives that the SEZs were the most 

attractive cities for investment among those later opened to FDI. This period was a 

construction phase, the resources were concentrated on land development and the 

construction of infrastructure. Most of the FDI projects were small, low technology, 

labor intensive processing projects.

The controversy during this period was while the SEZs achieved quantitative impressive 

figures regarding commercial expansion, qualitative problems were shown. Much of the 

rapid rise, in industrial output value came from the construction industry. Similarly, 

though manufacturing investment grew as a proportion of the total foreign investment, 

much of it was in low end assembly and processing, largely using technology from the 

1960s. Another concern was that over 91% of foreign investment in the Guangdong 

zones has originated in Hong Kong and Macao (Falkenheim 1990, p.20). These 

problems attracted the attention of China’s leaders because of their impact on two of the 

principal goals of the SEZs: technology transfer and export expansion. A problem in the 

Shenzhen, Xiamen and Shantou SEZs was the lack of new industries and newly 

developed technologies. Substantial concern was also raised over the lagging export 

performance of the zones, particularly Shenzhen. In 1983, not only did the total imports 

overtake exports, but even local exports (those products handled by zone trade agencies) 

lagged behind imports from 1979 to 1981; this started to change in 1982. In the same 

year, the overall volume of exports grew far more slowly than the economy (Shenzhen’s 

1983 export total of US$21 million a disappointing 1% of the total Guangdong exports 

in the same year). Moreover, exports were mainly fruit and food products, with very 

few industrial products (Wong 1985, p.65).

According to Wong (1985) a more fundamental contradiction of the establishment of 

the SEZs, was found between the capitalistic character of the SEZs and the socialist 

origin of the Chinese economy. Although it was said that the SEZs were an experiment 

in market principles and were established primarily to augment the socialist productive
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force, the successful performance of the SEZ would undoubtedly exert unwanted 

pressure on the socialist system by affirming the superiority of the market economy.

In sum, the time from 1979 to 1985 was an experimental period, and from 1985 onward 

some successful methods and policies were accumulated. With the success of building 

up the first group of SEZs, China’s opening-up strategy was further pushed forward. 

Some policies applied in the SEZs were expanded to other coastal cities and regions.

Second Stage: 1986-1992

Due to contracting, enterprises established in the SEZs increased their retained profits 

by raising the prices of their products. These managerial incentives contributed to 

worsening inflation during 1987 and 1988; nevertheless the SEZs were gaining more 

experience in management techniques, reversing this situation in the following years. 

Between 1986 and 1992 the industries in the SEZs diversified and the volume of the 

export trade increased. After 1990 there was more FDI technology intensive rather than 

labor intensive projects, which made up 90% of the total number of FDI firms (Jia 1994, 

p.57). Foreign investment enterprises (FIEs) became the major force for the 

development of the SEZs. By 1988 Guangdong and Fujian provinces set reforms to 

develop a monetary market, and the approval of foreign funded projects was expanded. 

Reardon (2002, p.216) argues that after gaining experience from the EPZs for nearly 20 

years, Chinese leaders decided to transform the concept into the SEZs with an outward 

oriented development regime. Within the zones Chinese had the opportunity to 

experiment with many of the Western style management techniques and other 

‘capitalist’ forms that were gradually integrated into the mainstream Chinese’s 

economy. Furthermore, the level of foreign invested projects and export trade volume 

increased and their export oriented economy was reinforced. Investment in the industry 

was mainly from foreign capital. In 1992 the number of approved foreign invested 

projects in the five SEZs was around 5,385, with a capital of US$ 8.71 billion. For 

example, in Shenzhen, Zhuhai and Xiamen, the industrial output of foreign owned 

enterprises made up over 50% of the cities total. The firms in the SEZs gradually began 

to produce commodities with their own designs and production techniques, instead of 

processing supplied materials, and the firms started to import materials and give them 

more added valued and exported them (Webber, Wang, Ying 2002, p. 152).
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Although employment creation was generated by the inflow of FDI, inflation, land 

price, as well as rents and commodities increased. The income per capita rose more than 

the national level. All of this started to produce disparity between the SEZs and the rest 

of the country.

Third Stage: 1993 to the late 1990s

The third stage, from 1993 to the end of the 1990s, the SEZs began to create new forms 

of international and domestic competitiveness to strengthen their development. New 

sectors that were forbidden before were opened to FDI, such as real state, tourism, 

finance, among others. The total foreign trade reached US$ 27.8 billion, 15% of the 

national total in 1993 (Webber, Wang, Ying 2002, p.148).

The open coastal cities achieved great economic development, especially Shanghai. But 

regional disparities did not improve. In the 9th Five Year Plan (1996-2000) the 

government therefore set the target to reduce regional income disparity through granting 

the open status to inland cities under the contracting system. According to the 9th FYP, 

the inflow of FDI was to be used to modernize industrial structure, by shifting the labor 

intensive industry to a technology and knowledge intensive industry (Ota 2003, p.22). 

However, as Chan (1998, p.427) highlighted, EPZs ran into troubles when the 

developing country reached a certain stage of industrial development that pushed up 

wage levels, resulting in a shift in production to high value added products and high 

tech industry. At this stage the government no longer limited competition in the goods 

market of the SEZs. The SEZs were gradually embracing the universal principles of 

more competition and freer trade. However, the financial sector remained largely under 

government control.

During this stage, the negative aspect was that some Chinese officials began to argue 

openly that the special zones should no longer be ‘special’. First, because similar 

preferential policies enjoyed by the SEZs were also introduced to the open coastal cities. 

Second, because of the success of the SEZs, special policies should be abolished and the 

SEZs should be standing on their own feet (Chan 1998, p.437). Shanghai and other 

regions that felt left behind responded in three ways, at the beginning they tried to
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sabotage the SEZs and the open policy with ideological attacks for ‘selling out the 

country to the foreigners’ (Shirk 1999, p.202). Later on, some inland regions tried to get 

some benefit from the SEZs, mainly in Shenzhen, by setting up businesses there. 

Another benefit for the inland regions was the increased demand for labor and raw 

material from coastal regions. In other words, the inland provinces gradually weakened 

their resistance and began to demand rewards from the market.

For the Fifth Plenary session of the Fourteenth meeting of the Central Committee of the 

Communist Party each province was asked to submit a report on its development 

strategy. Many provinces and autonomous regions in the middle and western parts of 

the country took the opportunity to demand the setting up of the SEZs and bonded zones 

in their provinces and cities, to promote fair competition and encourage further 

economic development (Chan 1998, p.447). In December 1995, to end the heated debate 

about the SEZs, Jiang Zemin announced that the determination to develop the zones was 

going to remain unchallenged. The basic policy, the historical roles and functions of the 

zones in the reform, the opening up and modernization construction was going to 

remain unchanged (Chan 1998, p.139).

Fourth Stage: since 2001

The fourth stage, the post-WTO era, 2001 to present, marks China’s acceptance of the 

universal principles and the embracing of more and freer competition. At this stage the 

universal principles of non discrimination and MFN were been revised in the passing of 

new laws. This stage also indicated a greater and deeper involvement of Chinese 

companies in global markets, in terms of cooperation and competition. Along with 

China’s accession came new dynamics in the SEZs as well, such as the opening up of 

new sectors to FDI, which were previously not allowed, such as real state, tourism and 

finance, among others. These dynamics were gradually implemented to other parties 

like manufacturers, third-party logistics providers and other companies that were 

engaged in importing and exporting goods to and from China.

Although this stage was important due to the remarkable achievements of SEZs made in 

the course of their reform and opening up, for some authors like Peng (2003), the main 

concern was to abolish regulations that were not in conformity with the WTO rules, e.g.
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speeding up reforms to reduce government red tape; standardizing the approval process; 

conducting administration in strict accordance with laws; and creating an unified, open, 

and fair market environment. Nevertheless throughout these stages, the functions of the 

SEZs remained the same, to gain the greatest advantage from their labor resources and 

low production costs, to attract and use foreign investment, to import advanced 

technology and learn from overseas enterprise management (Hannan 1995, p.332).

It is a fact that new challenges rose with China’s accession to the WTO and the 

universal principles of the trading system. The success of the foreign investment driven 

opening and development of the Chinese economy has led to the impression that the 

zones have lost their ‘special’ status to other regions that have been opened as well. 

Although thousand of factories have sprung up outside the SEZs, however, most of 

these are Hong Kong and Taiwanese assembly and manufacturing operations, based on 

looking for the cheapest option. Long term investments by multinationals are still 

concentrated in the Delta’s leading zones: Shenzhen SEZ and Guangzhou Development 

District (Business China 30 July 2006). Even after WTO accession the SEZs have 

remained special. The gradual shift from contracting to embracing universal principles 

and dealing and learning with new management techniques, have made the SEZs adjust 

to the circumstances, for they have improved their infrastructure, they have shown 

security and stability (with operating records going back over two decades) and their 

experience with foreign companies have given investors new incentives. While China is 

a huge country, the choice remains small for most companies, especially for 

manufactures, when it comes to finding investment locations. Although, nowadays it is 

possible to explore other locations, the SEZs offer by far the biggest advantages to the 

majority of companies looking to enter or expand in China. For many foreign firms, 

remaining ‘in the zone’, could be considered an appropriate description of one of the 

factors still required for success in China.

Even though, the economic performance of the SEZs and types of problems inherent to 

the SEZs varied at each stage of development. As an experiment field, the SEZs have 

been used as a platform on which to implement a series of new policies and systems. 

Many reforms, including reforms to planning, circulation, foreign trade and foreign 

exchange management, land management, labor distribution, personnel management, 

and government administration, pricing, and banking, were first implemented in the

32



SEZs before they were introduced in any other part of the country. The SEZs became 

important catalysts for regional development that provide services both locally and 

nationally (Webber, Wang and Ying 2002, p.148).

1.4.1 The Significance of the SEZs in the Coastal Development Strategy

Once the value of the reform was demonstrated by the success of the experimental 

reforms, other regions wanted to participate. Nevertheless, the central government once 

again negotiated with each one of the regions under particularistic contracting system.

This part clarifies the value and significance of the SEZs for this research. The Coastal 

Economic Development Strategy (CED Strategy), was put forward in 1986 after the 13th 

National Congress of CPC, and was affirmed by the Fourth Plenary Session of the CPC 

Politburo on 6th February 1988. The core idea of the CED strategy was to develop the 

outward-oriented economy. It stressed that China needs it to seize the opportunity of 

readjustment to the international economic structures, in order to actively participate in 

international economic competition; to push the coastal regions into the international 

market; to provide full use of the advantages in technology, trained personnel and 

economic foundations to the coastal regions; to develop the outward economy with the 

development of the coastal economy; to accumulate funds and technology so as to give 

impetus to the economic development of China’s central and west parts and finally to 

accelerate the rapid development of the entire national economy of China (Quan 1992, 

P-57).

The structure of CED strategy consists of four levels:

1) Special Economic Zones (SEZs);

2) Economic and Technological Development Zones (ETDZs);

3) Coastal Open Cities (COCs);

4) Coastal Economic Development Areas (CEDAs).

The SEZs were the starting point, the explorers and experimental ground of the CED 

strategy, which was initiated in 1979 and has kept growing in both the sizes and strength 

since then on.
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There were some obvious differences between ETDZs and the SEZs. First, SEZs were 

independent administrative areas, while ETDZs were areas that implemented some 

preferential policies, under the leadership of the respective municipal government. 

Second, all the SEZs were comprehensive special zones, while ETDZs laid their stress 

on the development of new technology and industrial production. Third, SEZs imposed 

an enterprise income tax of 15% on the enterprises that used foreign investment which 

included both the productive and non-productive enterprises; whereas, ETDZs offered 

the preferential treatment only to productive enterprises. Fourth, upon the completion 

and operation of that extent of control in SEZs, most consumer goods enjoyed tax 

deductions or exemptions; while, imported consumer goods and materials on the market 

were all taxed as regulated in ETDZs (Xie 1991, p.537-8).

The decision to open 14 coastal port cities was made by the meeting jointly convened 

by the Secretariat of CPC and the State Council in Beijing in April 1984. The putting 

forward of this scheme resulted from the summary of the practice of China’s opening 

policies, especially the development of SEZs and the deficiencies presented under 

contracting, which aimed at further accelerating the progress of China’s reform and 

economic development. These 14 coastal open cities embody all the important port 

cities along China’s coastal line from north to south. They were: Dalian, Qinghuangdao, 

Tianjin, Yantai, Qingdao, Lianyungang, Nantong, Shanghai, Ningbo, Wenzhou, 

Fuzhou, Guangzhou, Zhaijiang and Beihai. Although the population of these 14 coastal 

cities only account for less than 8% of China’s total population, they occupy an 

important place in the national economy. Their industrial output value record 23% of 

the total, the export value account for 40% of the total, and the productive efficiency 

was 60% higher than the average level of the country (Xie 1991, p.543).

Among the structure of the CED strategy, the SEZs were the highest level outward 

economy, ETDZs were the second level outward economy, COCs were the third level 

outward economy, and the CEDAs were the fourth level outward economy. One 

conclusion could be drawn from the course of shaping up the CED strategy; the SEZs 

were the trigger, pioneer and motive force of the CED strategy. It was the development 

and success of SEZs which enlightened and accelerated the formulation of the CED 

strategy.
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1.5 SEZs’ GDP Growth Pattern

In the early reform period, annual growth rates of the SEZs’ GDP increased 

dramatically from 4.9% in 1970-78 to 8.8% in 1979-84 and it reached a peak growth in 

1984 of 15%. In comparison with the non-SEZs, the average annual growth rates ranged 

from 5.8% to 9% in the period 1986-2000.

In the late 1980s, China experienced two years of high inflation, the economic growth 

slowed sharply in 1989-1990. The national annual growth rate of GDP in 1989-1990 

was about 4% only, the lowest rate in the entire reform period. However, for the same 

period the growth rate of the SEZs’ GDP was 7%. After the brief slowdown period, the 

SEZs governments responded promptly to rebound the economy and by 1992 the annual 

growth rate of the SEZs’ GDP accelerated to 14% and it maintained the rates of 10 to 

13% during the years of the mid 1990s. Particularly, in 1991-1995, the highest growth 

was recorded in Shenzhen SEZs with 19% GDP growth. It is worth noting that despite 

the Asian financial crisis, week growth in the domestic demand and slowing growth in 

the global economy affected the SEZs economic performance; however the average 

annual growth rate were still high, ranging from 10% to 11% during the years 1996

2000.

Following such growth the GDP rate stood at 18.4% for 2005, 16.1% for 2006, 14.6% 

for 2007, and by 2008 it decreased to 12%, and 11% in 2009, taking into account the 

economic crisis is still a remarkable growth, making it the most rapid growth area 

explained by the fact that Shenzhen SEZs have always been leading the economic 

reforms in China since the 1980s (Hong 2008, China Daily). The tertiary sector of the 

SEZs has contributed to 54.6% of GDP in the last years, including banking, insurance, 

tourism, retail, real estate, education and media.

In comparison with non-SEZs, the growth pattern is significant for example for the 

period of 1996-2000 zones such as Sichuan and Guizhou have had a GDP growth of 7 

to 9% respectively. Furthermore, in the central region in zones like Jiangxi the GDP 

growth rate in the same period of time has been of 8% (Huang, Zhang, Li & Qiu 2003, 

8).
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The sharp structural changes occurred during the reform period, where agriculture 

accounted for more than 30% of GDP in 1979 and by 2000 the share of agriculture fell 

to 16%. In contrast to agriculture, service sector expanded rapidly. The share of service 

sector in the national GDP increased from 13% in 1970 to 21% in 1980 and 33% in 

2000 (Huang, Zhang, Li & Qiu 2003, 4). After the accession to the WTO in late 2001, 

such structural changes pattern has been sustained. In the more developed regions, the 

less agricultural GDP shares and the more industrial GDP shares is still present in 

comparison with the low growth of economy for example from Northwest China that 

has not presented major structure changes in the region. Changes in income growth have 

more impacts on the structure of the economy. In sum, the SEZs keep promoting its 

structural adjustment policies and economic reforms and the growth of GDP and foreign 

trade has been higher than the non-SEZs.

In contrast, zones such as the Economic Technological Development Area (TEDA) like 

the one located in Tianjin, home to more than 3000 FIEs, have shown impressive 

success and its GDP growth rate for the period 1996-2000 has been of 15 to 18% 

(Havely 2004, 39).

Nonetheless, the WTO membership has have an impact on many local governments in 

the less developed regions where they have adopted policies to improve macroeconomic 

stability and foster development of the infrastructure and institutions necessary to 

generate local economic growth.

Conclusions

A Special Economic Zone can play an important role in accelerating a state’s economic 

development, and setting up SEZs had been an essential and universal measure, adopted 

by most countries in the world. China drew a great deal of enlightenment from the 

successful experience of the world’s SEZs, which has existed for a long time. However, 

they were set up following the pattern of contracting particularism, the main feature of 

China’s economic reform.

During the period from 1979 to 1995, China’s SEZ developed fast and obtained 

remarkable achievements, though deviations and setbacks occurred occasionally.
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Nevertheless, the main achievements of the SEZs have been shown in two respects, one 

was the rapid development of their own economy; the other was their role to promote 

progress of the reform and economic development of the whole country. Furthermore, 

from the late 1980s on, gradualism of accepting some of the universal principles helped 

to develop faster and implement bold reforms in the foreign trade and investment 

regime. Thus, given the SEZs new benefits, even before WTO accession, although their 

privileges have been eroded, the WTO has brought new opportunities to the SEZs to 

further implement reforms, with the intention to increase competitiveness in the world 

market. For instance, before its accession, China undertook a series of measures 

anticipating the WTO entry requirements, including the abolition of export subsidies 

(1991), publication of trade regulations (1992), unification of the foreign exchange 

value (1993) and progressive tariff reductions (1994-1997) that were WTO inconsistent 

(Paltiel 2007, p.140). Furthermore, the dynamic of the dual track system has been 

modified with WTO accession to satisfy the needs and requirements of the WTO, to 

keep attracting foreign investment into the zones (Mar and Richter 2003, p.86).

This research shows that after thirty years since their establishment, after the gradual 

shift of contracting to universal principle, some trends and dynamics remain, for 

example, the trend of attracting FDI and thereby nurturing China’s economic 

revitalization, which has been constant before and after WTO, however after WTO 

accession, the new focus has shifted from labor intensive to technology and knowledge 

intensive industry. On the other hand, some aspects have not changed. The dynamics, 

such as granting tax breaks, the ability to repatriate profits and capital investments 

below market lease rates for land, government financed hiring/training, employee 

housing and various customs exemptions, among others, still remain, giving the 

impression that universal principles like MFN, have not been achieved completely. 

Nevertheless, the universal principle of non discrimination has been a trend that was 

gradually presented in the reforms, such as the tax reform in 2008 where it leveled the 

playing field for both SOEs and FIEs, producing an increase in productivity and 

efficiency and instituting more standardized forms of governance and management 

(Chen 2003, p.165).

In the subsequent chapters, within the context of foreign trade and investment regimes, I 

analyze how the case of passing from particularistic contracting to universal principles 

has had effect on the performance of the SEZs; they had gained benefits from WTO
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accession, as well as struggling with some rules. Nevertheless the SEZs after WTO 

accession have maintained their dynamism through structural adjustments and have 

upgraded their comparative advantages in the international market in the field of foreign 

trade and investment regime. As for the labor market and environmental degradation, 

the WTO accession has provided frameworks for central policies to improve the 

conditions in these areas. I argue that the active role of the SEZs has facilitated the 

process of economic transition and development, their structure has provided a greater 

allowance for experimentation and the WTO accession has enhanced their role with a 

new dynamic expansion path; but it is also important to analyze the manner in which the 

WTO rules were implemented.
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Chapter 2

SEZs Under the WTO: An Overview

Shifts in SEZs strategies have occurred continually since their establishment in response 

to policy changes, due to the gradual trend from particularistic contracting to universal 

principles, deepening commitments to market reforms and the need for recognition in 

global economic processes and international organizations. China’s accession to the 

WTO in 2001 marked the beginning of another round of comprehensive reforms, some 

of which have far-reaching implications for the SEZs.

This chapter examines the reasons for change in the SEZs strategies. It focuses on the 

WTO rules in relation to the rationale of the SEZs, and China’s development goal, 

highlighting the points of congruency and friction, and the actions taken by the SEZs to 

remedy the inconsistencies. The chapter aims to explore whether the WTO rules and the 

SEZs foreign trade regime are compatible and what changes China’s WTO membership 

caused in the SEZs.

2.1 Why China Joined the WTO?

As was mentioned in Chapter 1, particularistic contracting was used in the foreign 

economic reform era, instead of standardized rules to be applied uniformly to all units, 

including provincial and local governments. Reforms were designed as ad hoc 

arrangements to be negotiated by the government for each individual unit or set of units. 

By the late 1980s, this approach showed signs of inefficiency. Since then, there have 

been three dominant discourses during the past few decades of reform in China: the 

need for a market economy; the importance of legal and regulatory reforms; and the 

desirability of the rule of law. These discourses are concerned with the inherent logic 

relationships in China’s economic reform toward a market economy, the legal and 

regulatory reforms toward the ‘rule of law’, and the WTO accession. The interaction of 

these factors has largely shaped the evolution of China’s SEZs legal and foreign trade 

system during the past decades.
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One major objective of the administrative and regulatory reform is the development of 

the rule of law as required by WTO principles. Consequently, China’s SEZs regulatory 

reform is a major part of the policy efforts to realize the full benefits of the introduction 

and development of a market economy and especially, the benefits of trade and 

investment liberalization in the WTO context (Paltiel 2007, p. 135).

China’s GATT/WTO application overlapped with the process of economic reform since 

early 1980s. On July 14, 1986, China formally notified GATT that it sought resumption 

of its status as a contracting party, leading to a 15 years long march of negotiations. 

After the establishment of WTO, the resumption request was replaced by an application 

for new WTO membership. From the beginning, the Chinese government realized that 

the WTO principles (for example, non-discrimination and transparency) accord with the 

basic features of the market economy, could be utilized to facilitate the progress of 

economic reforms (Yang and Cheng 2001, p.298). As a result, the process of 

negotiation and accession served as an important driving force or complementary aspect 

of China’s reform in past and following stages. In particular, as He describes, the 

significance and advantages of China’s WTO accession were to ‘meet the needs of 

[China’s] reforms and developments’ and ‘keep in line with [China’s] targets of 

economic reforms and open-door policy and establishment of the socialist market 

economy’ (He 2001, p.8).

The effect of joining the WTO has been evident in the Chinese economy’s greater 

openness to foreign firms and consequently, in the Chinese firms’ becoming more 

competitive. As a result, Chinese firms have also developed a greater edge in overseas 

markets. The membership has had an effect not only in trade context, it has also helped 

accelerate the development of China to become more open and transparent in terms of 

processes and policymaking. After eight years in the WTO, China has maintained 

outstanding growth and it is in a stronger position than ever before. At the beginning of 

the year 2009, China overtook Germany as the world’s largest exporter, with total 

exports of US$521.7 billion, compared to its rival’s US$521.6 billion. According to 

WTO official statistics, China’s exports have increased fivefold, or on average, by 25% 

a year, since its accession. China now has a dominant position in many sectors of the 

world market, including electronics, textiles and machinery (China Daily 2 November 

2009).
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2.2 The WTO Rules and Principles in Relation to China’s SEZs

The goal of the WTO is to help goods and service producers, exporters and importers 

conduct their business, while allowing governments to meet social and environmental 

objectives. The spirit of the WTO represents a liberal trading system that aims to 

increase the welfare of trading nations by reducing government restrictions on trade 

(WTO, 2001a). More specifically, the WTO’s rules - the Agreements - are lengthy and 

complex, because they are legal texts, covering a wide range of activities dealing with 

trade in goods and services, relevant aspects of intellectual property, dispute settlement, 

and trade policy reviews. Through these rules, WTO members operate a non- 

discriminatory trading system that spells out their rights and their obligations. Each 

country receives guarantees that its exports will be treated fairly and consistently in 

other countries’ markets. Each country promises to do the same for imports into its own 

market. All the WTO obligations are enforceable through the WTO dispute settlement 

mechanism; failure to implement the ruling on the part of a losing party may lead to 

trade sanctions, authorized by the WTO (WTO 2009). A number of simple, fundamental 

principles run throughout all of these rules. These principles are the foundation of the 

multilateral trading system: trade without discrimination (MFN); national treatment; 

freer trade, predictability (transparency) and fair competition (WTO 2008).

The Most Favoured Nation Principle

A cornerstone of the WTO system is the MFN principle. Under the WTO Agreements, 

countries cannot normally discriminate between their trading partners. Grant someone a 

special favour (such as a lower customs duty rate for one of their products) and you 

have to do the same for all other WTO members. It is a legal requirement to accord 

equal treatment to all members regarding covered trade measures, although WTO 

approved regional trade Agreements are an exception. The MFN principle applies to 

trade in goods (specified in GATT Article 1), trade in services (GATS Article 2), and 

the protection of intellectual property rights.

China, according to China’s Trade Policy Review (TPR) by the WTO Secretariat of 

2006, charges MFN rates to most of WTO members, except El Salvador. Agreement 

rates apply to imports from countries and customs territories with which China has
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preferential Agreements; there are 16 at present.1 Special preference duty rates are 

unilateral preferences, applied to imports of some goods from countries with which 

China has trade Agreements; on 14 September 2005, China announced that it would 

increase the list of countries covered from 29 to 39.2 General rates are applied to 

countries that do not have a reciprocal trade agreement with China, or to products 

whose origin cannot be determined. These rates apply to WTO non-members, El 

Salvador, as well as the territories of some EU member states3 (WTO 2006b).

China has progressively lowered its MFN tariff and reduced non-tariff barriers to trade. 

Nonetheless, the tariff remains one of China’s main trade policy instruments and a 

significant source of tax revenue (accounting for some 4.3% of total taxes collected). In 

2005, the overall average MFN tariff was 9.7%; the averages for agricultural and non- 

agricultural products were 15.3% and 8.8%, respectively. Slightly lower average tariff 

rates, ranging from 8.2% to 9.5%, are levied under its bilateral Agreements, while 

unilateral preferences for some products are offered to the 39 least developed countries 

(WTO 2006b). While the average applied MFN tariff rate has remained largely 

unchanged (Trade Policy Review by the WTO Secretariat 2006 and 2008), non-tariff 

barriers have been reduced; for example, the number of lines subject to automatic 

import licensing requirements has declined. China’s institutional and procedural 

framework on contingency measures has remained largely unchanged. Between 1

1 Bangladesh, Brunei Darussalam, Cambodia, India, Indonesia, Korea, Lao PDR, 
Malaysia, Myanmar, Pakistan, Singapore, Thailand, Viet Nam, Sri Lanka, and the 
Special Administrative Regions of Hong Kong, China and Macao, China.

2 Afghanistan, Angola, Bangladesh, Benin, Bhutan, Burundi, Cape Verde, 
Cambodia, Central African Republic, Comoros, Democratic Republic of Congo, 
Djibouti, East Timor, Eritrea, Ethiopia, Guinea, Guinea-Bissau, Lao PDR, Lesotho, 
Liberia, Madagascar, Maldives, Mali, Mauritania, Mozambique, Myanmar, Nepal, 
Niger, Rwanda, Samoa, Sierra Leone, Somalia, Sudan, Tanzania, Togo, Uganda, 
Vanuatu, Yemen, and Zambia (Customs Tariff 2005; and announcement by President 
Hu Jintao at the High Level Meeting on Financing for Development at the 60th Session 
of the United Nations, 14 September 2005).

3 China applies General Rates to: Afghanistan, Andorra, Aruba, Bahamas,
Bermuda, Bhutan, Bonaire Islands, Canary Islands, Cayman Islands, Ceuta, Comorin, 
Curacao, El Salvador, French Guyana, Gambier Islands, Gibraltar, Guadeloupe, Liberia, 
Marquesas Islands, Marshall Islands, Martinique, Melilla, Montserrat Island, Nauru, 
Norfolk Island, New Caledonia, Palau, Palestine, Reunion, Sabah, Saint Martins Island, 
Sao Tome and Principe, the Republic of San Marino, Seychelles, Society Islands, 
Tuamotu Islands, Tubai Islands, Turks and Caicos Islands, Tuvalu, Vatican City, British 
Virgin Islands, and Western Sahara.

42



January 2005 and 30 June 2007, China initiated 39 anti-dumping investigations. 

According to TPR by WTO Secretariat 2008 China has not taken any countervailing 

measures or safeguard measures since its previous Trade Policy Review (WTO 2008). 

The rational of the SEZs might contravene MFN principle, if a government imposes 

measures that discriminate in law or fact between goods or services, based upon the 

country or origin. In the case of China’s SEZs, under the contracting system, various 

industrial policies through ‘catalogues’ channelled investment in the sectors chosen by 

the government, such as high technology and innovation. Another example under 

contracting is the local government’s arbitrary discrimination between foreign and 

domestic enterprises established in the SEZs, giving the FIEs more preferential 

treatment. After accession, these ‘catalogues’ have been modified to comply with the 

WTO principles of non-discrimination and MFN, as will be discussed in the Chapter 3.

The National Treatment Principle

Imported and locally produced goods should be treated equally, at least after the foreign 

goods have entered the market. The same should apply to foreign and domestic services, 

foreign individuals, enterprises and foreign funded enterprises; to foreign and local 

trademarks, to copyrights and patents. This principle of ‘national treatment’ (giving 

others the same treatment as one’s own nationals) is also found in all the three main 

WTO Agreements (Article 3 of GATT, Article 17 of GATS and Article 3 of TRIPS), 

the denial of national treatment has been a frequent issue in WTO disputes (Green and 

Trebilcock 2007, p.655; Creskoff and Walkenhorst 2009, p.23).

National treatment only applies once a product, service or item of intellectual property 

has entered the market. Therefore, charging customs duty on an import is not a violation 

of national treatment, even if locally-produced products are not charged an equivalent 

tax (WTO 2008).

In the case of China, since the 1990s, China has had legislation dealing with aspects of 

unfair competition and specific anti-competitive practices such as collusive tendering. 

This gap in its legislative framework is expected to be filled with the adoption of 

comprehensive competition laws, for example, the Foreign Trade Law of 2004, which 

level the playing field for SOEs and FIEs, and the Anti-monopoly Law that took effect
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in 2008. Particularly, in implementing this law, China would ensure non-discriminatory 

treatment of private enterprises versus state-owned enterprises throughout China; would 

address the challenges posed by administrative and state monopolies and other anti

competitive arrangements; and would ensure continuing non-discriminatory treatment 

of foreign corporations operating in China (WTO 2006b). Nevertheless, Article 7 of the 

Antimonopoly Law provides that, ‘in industries that implicate national economic 

vitality and national security, which are controlled by state-owned enterprises, and in 

industries in which there are legal monopolies, the state shall protect the lawful business 

activities of those enterprises, supervise and control their conducts and prices for the 

products and services pursuant to law, protect the interests of consumers, and promote 

technological progress’ (AML 2007).

In China, many such key industries are controlled by large SOEs, and during the 

drafting phases there was much speculation that the law would not cover SOEs at all. 

This being established, one can argue that although China is revising and amending its 

laws to comply with WTO rules, there is evidence that even after the catalyst factor that 

WTO represents in producing changes in China and in the SEZs, the effect of 

contracting is still present in the making of laws. Another example of this, under the 

contracting system no genuine competitiveness was a characteristic, according to 

Article 17 of the Anti-monopoly Law it prohibits dominant firms from ‘selling at 

unfairly high prices or buying at unfairly low prices’, this complies with WTO rules; 

however, what constitutes ‘unfair’, is not defined. This appears to reflect a continued 

desire by the government to regulate pricing, although this generally is the territory of 

the National Development and Reform Commission (NRDC).

Trade Related Investment Measures (TRIMs)

The Agreement on Trade Related Investment Measures (TRIMs) applies to 

governmental investment measures related to the trade in goods (TRIMs Article 1). 

TRIMs clarify the application of GATT Article 3 regarding national treatment and 

GATT Article 11 regarding quantitative restrictions.

The TRIMs might be contravened, when a government investment measure 

discriminates in favor of domestic over foreign goods and/or imposes quantitative
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restrictions related to the local production (Creskoff and Walkenhorst 2009, p.30). In 

the case of the SEZs, following their contracting system, they could utilize financial 

policies through bargaining contracts with particular enterprises, hence they were 

contravening this principle with export subsidies and subsidies contingent on the use of 

domestic goods, prohibited by the WTO. By the time of accession China declared that 

all export subsidies were eliminated. Nevertheless, in 2007, China was part of a WTO 

dispute for measures granting refunds, reductions or exemptions from taxes and other 

payments (WTO 2008). As requested in the Protocol on China’s Accession, upon its 

accession, China must comply with the TRIMs Agreement, cease to enforce and 

eliminate trade and foreign exchange balance requirements, local content and export or 

performance requirements made effective through laws, regulations or other measures. 

Thus, central policies, following China’s development goal, affected directly the SEZs 

procedures, and even regulations first passed in the SEZs, were revised or amended, 

some before accession, some after accession, to comply with this WTO principle. For 

instance, on the 30 October 2000, the Standing Committee of National People’s 

Congress of China amended the Law of the People’s Republic of China on Chinese- 

Foreign Contractual Joint Ventures (CJV Law) and the Law of the People’s Republic of 

China on Wholly Foreign-Owned Enterprises in China (WFOE Law). The National 

People’s Congress (NPC) of China amended the Law of the People’s Republic of China 

on Chinese-Foreign Equity Joint Ventures Law (EJV Law) on 15 March 2001. 

Accordingly, the State Council revised the Detailed Rules for the Implementation of the 

Law of the People’s Republic of China on Wholly Foreign-Owned Enterprises in China 

(WFOE Implementation Rules) on 12 April 2001 and the Implementation Regulations 

of the Law of the People’s Republic of China on Chinese-Foreign Equity Joint Ventures 

(EJV Implementation Regulations) on 22 July 2001. This shows China’s commitments 

to eliminate all TRIMS and comply with WTO principles (Chen 2002, p.16).

Transparency

GATT in its Article 10 imposes various requirements including the publication and 

administration of trade regulations. Laws, regulations, judicial decisions and 

administrative ruling relating to import and export matters, duty and tax rates and other 

charges must be published promptly to enable governments and traders to become 

acquainted with them. The failure to publish violates this requirement. The transparency
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requirement might be contravened if a government imposes generally applicable trade 

requirements that have not been published (Matsushita, Schoenbaum and Mavrodis 

2003, p.45). The WTO tries to improve predictability and stability in other ways as well, 

one is to discourage the use of quotas and other measures used to set limits on quantities 

of imports; administering quotas can lead to more red-tape and accusations of unfair 

play. Another way of improving predictability is to make countries’ trade rules as clear 

and public (‘transparent’) as possible. Many WTO Agreements require governments to 

disclose their policies and practices publicly, within the country or by notifying the 

WTO. The regular surveillance of national trade policies through the Trade Policy 

Review Mechanism provides a further means of encouraging transparency, both 

domestically and at the multilateral level (WTO 2008). In the case of China, additional 

measures, such as the Regulations on Open Government Information, have been 

introduced since its Trade Policy Review of 2006, with a view to enhancing 

transparency. The National Corruption Prevention Bureau (NCPB) was established on 

13 September 2007. Several new trade related laws have been adopted as well, 

including the Property Law, the Enterprise Income Tax Law, the Anti-Monopoly Law, 

and the Law on Enterprise Bankruptcy. In addition, China is required to translate all 

foreign trade laws and regulations into one of the WTO official languages as part of 

China’s WTO-plus obligations (WTO 2008). All foreign trade related laws, regulations, 

and rules are published in the China Foreign Trade and Economic Gazette, edited and 

published by the Ministry of Commerce through which China makes regular 

notifications to the WTO. These promulgated trade related laws and regulations are also 

compiled and published by the Legislative Affairs Office of the State Council, which 

also publishes the yearly collection of China’s laws and regulations governing foreign 

related matters.

However, according to China’s Policy Trade Review by the Secretariat 2008, the 

absence of published material from government sources on the economic evaluation of 

policies and measures, including tax and non-tax incentives, is not a major feature of 

China’s institutional framework as form of transparency, to the detriment of public 

accountability, and thus governance (WTO 2008).
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2.3 China’s WTO Commitments and Obligations

This section is not intended to give a detailed review of all of China’s commitments and 

obligations; instead the analysis is focused on the overall scenario and what they mean 

for the SEZs and their incentive programs in relation to WTO principles.

China’s commitments and obligations, without being exhaustive, can be divided into 

two groups: WTO-plus obligations are the obligations that reach beyond what is 

normally required for WTO members; and WTO-minus rights, rights that are less than 

those generally enjoyed by WTO members. In other words, the WTO-plus obligations, 

address matters concerning market economy conditions, foreign investment, and 

domestic governance. The WTO-plus obligations undertaken by China include the 

following:

• To let market forces determine prices of all goods and services, except for a few 

specified categories;

• To provide non-discriminatory treatment to all WTO members, and to allow all 

enterprises, including all foreign individuals and entities, whether invested or 

registered in China, to engage in imports and exports of all goods, and to limit 

state trading to a list of specified products within three years of the accession;

• To implement the WTO Agreement by China in an effective and uniform 

manner, by revising its existing domestic laws and enacting new legislation fully 

in compliance with the WTO Agreement;

• Not to influence, directly or indirectly, commercial decision of SOEs, except in 

a manner consistent with the WTO Agreement (Qi 2007, p.7).

Regarding WTO-plus obligations, China is required to translate all foreign trade laws 

and regulations into one of the WTO official languages; additionally, China has 

regularly gone under trade policy review and is required to grant national treatment to 

foreign individuals, enterprises and foreign funded enterprises. The WTO-minus rights, 

allows WTO members to treat China as a non market economy in anti-dumping 

investigations. This mechanism is available to the WTO members for 15 years after 

China’s accession (Gao 2007, p.14; Qi 2007, p. 12). In addition, China agreed to another 

two special safeguards mechanisms. The first is the Transitional Product Specific 

Safeguard Mechanism (TPSSM) that can be used up to 12 years after China’s accession,
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as an additional Safeguard mechanism part of China’s package for its accession, aimed 

at textile products. This Safeguard mechanism once it is invoked by one of the WTO 

members could limit its textile imports from China to a level of 7.5% above the amount 

entered during the previous year. This mechanism was available until the end of 2008.

The protocol of accession and the report of the working party governing China’s 

accession to the WTO provided additional liberalization of China’s trade regime and 

further opening up of opportunities for foreign direct investment, the protocol also 

provided greater access to China’s market through reduction of tariff and non tariff 

barriers as well as commitments to open foreign investment in the service sector (Lardy 

2002, p.65). Additional liberalization of trade regime and further opening up for direct 

investment are consistent with China’s development goal and SEZs rationale. As for the 

open up of service sector, nevertheless, restriction on foreign investment in key 

industries concerning China’s national security such as telecommunications have 

remained unchanged. In the case of the SEZs, however, they started to gradually 

promote a ‘quantity to quality transformation policy’, to attract more foreign investment 

in the service sector; the point of this transformation is to absorb advanced technologies 

and management skills from foreign countries. An important feature of this policy is 

that foreign investors are restricted from setting up business for export only and are 

banned from creating polluting projects and projects that rely on consuming too much 

energy and resources (China Daily 2 November 2009).

In sum, these commitments gave the SEZs a roadmap to fulfill the binding obligations. 

First they required to revise or amend laws and regulations that were WTO inconsistent, 

and second (a real challenge) to implement them within the context of WTO principles.

2.4 The SEZs Incentives: Consistent, Inconsistent and Doubtful Incentives

The contracting system was present in all fiscal, industrial, and foreign trade and 

investment reforms introduced since 1978. The program offering special treatment to 

the SEZs involved higher priced markets, profit revenues, foreign exchange retention 

rates, among other measures (Shirk 1994, p.33). Stimulated by this, China’s SEZs 

incentives included corporate tax reductions or exemptions for businesses located in 

these zones; income tax holiday; duty free and tax free importation of raw materials,
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intermediate inputs, capital goods and production equipment; no restrictions or taxes on 

capital and profits repatriation; exemption from foreign exchange controls when 

applicable; no duties or taxes assessed on exports; and exemption from most local and 

indirect taxes. In addition, utilities were supplied at below market rates and grants for 

training of workers were provided (Gao and Chi 1997, p.7; Creskoff and Walkenhorst 

2009, p.29).

The following section illustrates China’s SEZs incentives and the explanation of 

consistency, inconsistency and doubtful measures under WTO’s rules.

WTO-Consistent SEZs Incentives

SEZs incentives compatible with WTO rules:

• Exemption from duties and indirect taxes for goods used in the production 

process, when the end products are exported. The exemption from duties and 

indirect taxes for production goods incorporated in end products that are 

subsequently exported to other countries is based on the SCM Agreement, 

Annex 1.

• Non-specific subsidies, including generally applicable tax rates imposed by local 

government authorities. Nationwide programs are non-specific. National 

programs limited to designated regions or a limited number of enterprises are 

specific. However, generally applicable tax rates are non-specific, irrespective of 

the tax rates imposed in other regions or localities of a country. For the SCM 

Agreement, a SEZ is an independent government taxing authority which 

imposes lower or no taxes, compared with comparable regional or local 

governmental authorities in the same nation. This is not a ‘specific’ subsidy. On 

the other hand, if a country exempts a particular region from taxes, this is a 

‘specific’ subsidy.

• Exemption of exported products from import duties or indirect taxes. The 

exemption of products exported to other countries from an SEZ from duties or 

indirect taxes is not a ‘subsidy’, according to the SCM Agreement.

• Exemption of goods stored in SEZs from duties and indirect taxes. Duties and 

indirect taxes are normally not applied in these ‘free areas’.
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WTO-Inconsistent SEZs Incentives

The following SEZs incentives contravene WTO rules:

• Government limits enterprises’ purchases or use of imported products to an 

amount related to the volume or value of the local products that it exports. 

Prohibited by TRIMs Annex 2, GATT Article 11.

• Government restrictions of imports by restriction access to foreign exchange to 

an amount related to foreign exchange inflows attributable to the enterprise. 

Prohibited by TRIMs Annex 2, and GATT Article 11.

• Fees or taxes on imports or exports exceed the cost of services provided by 

government. Prohibited by GATT Article 8, fees and charges must be limited to 

the approximate cost of services rendered. There are no exemptions for 

developing countries.

• Import and export laws and regulations that are not published and made publicly 

available. Prohibited by GATT Article 10, there are no exemptions for 

developing countries.

• Quotas and/or export or import licenses are used to restrict trade. Prohibited by 

GATT Article 11, import license are subject to the provisions of the Agreement 

on Import Licenses.

• Allowance of special direct tax deductions directly related to exports above 

those granted for domestic production. Prohibited by SCM Agreement Article 

3.1 and Annex 1.

• Provision by governments of export credit guarantee or insurance program at 

premium rates inadequate to cover long term costs. Prohibited by SCM 

Agreement Article 3.1 and Annex 1.

• Subsidy contingent on the use of domestic over imported goods. Prohibited by 

SCM Agreement Article 3, except for those negotiated for accessions.

• Domestic goods are given preference over foreign goods by government 

directives. Prohibited by GATT Article 3, SCM Agreement Article 3, prohibits 

subsidies contingent upon the use of domestic over imported goods. There are 

no exemptions.

Doubtful SEZs Incentives

50



It is debatable whether the following SEZs incentives are consistent with WTO rules:

• Government subsidies for infrastructure development in the SEZ.

• Government provision of general infrastructure falls outside the scope of the 

SCM Agreement. However, government assistance to a designated area is 

considered to be a specific subsidy, nonetheless, is not a prohibited subsidy, 

unless it is contingent on export performance or the use of domestic over 

imported goods. An action that could solve this debatable WTO’s rule is that 

infrastructure development subsidies should not be linked to requirements that 

the SEZ export all or most of its production.

• Duty and tax free treatment of production equipment used in SEZs.

• Goods stored in SEZs are duty and tax free. In addition, products that are 

exported or are used or consumed in the production process in SEZs are duty 

and tax free. Production equipment that is purchased and installed as a 

permanent fixture in a SEZ may not be exempt because it is deemed to be capital 

equipment, not a ‘product’. There is no clear precedent regarding this issue and 

SEZ programs that exempt production equipment from duties and taxes should 

be aware of the risk that the measures could be determined to be an export 

subsidy.

Since its accession, China has revised, amended and enacted many laws complying with 

WTO rules, remedying in paper the illegal and doubtful incentives. However, 

inconsistent implementation and enforcement of important measures persisted at all 

levels of government, particularly locally, where signs of contracting system have been 

present throughout the years, creating obstacles for a sound investment environment.

A consistent legal framework, like the one provided by the WTO for foreign trade, is a 

stabilizing condition for investors, both foreign and domestic, by ensuring that 

businesses can expect predictable and fair conditions. This confidence, in turn, 

contributes to enhanced social and economic stability.

2.5. Are the SEZs and WTO Compatible?

The gradual shift from particularistic contracting to universal principles happened 

parallel with the sings of deficiencies of the contracting system and China’s
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development goal of fast economic growth and to attract more foreign direct 

investment. Hence, the central government gave the SEZs unique freedoms to organize 

their economies on a market basis to achieve these goals. The objective of the SEZ 

policy was to attract foreign investment by offering concessionary terms and a good 

business climate; they experimented with market forces and new management 

techniques, and they proved to be a great economic success. China’s SEZs offered many 

advantages to investors otherwise wary of dealing with an unfamiliar foreign regime. 

Those advantages included relaxed labor, environmental, registration and land use laws, 

along with lower taxes. By offering tax breaks, reduced bureaucratic interference, and 

enhanced legal enforcement of property rights, local jurisdictions were able to create 

regulatory environments more conducive to business and more attractive to foreign 

investors, besides the Chinese government often granted extensive legislative autonomy 

to the SEZs. For governments struggling to establish modem industrial infrastructure 

throughout their countries, SEZs provided the next best thing: excellent infrastructure. 

Not only did SEZs attract industrial development, which inevitably provided 

manufacturing jobs, but their existence also promoted the development of secondary 

industries to service firms. These pilot areas were much more international and market- 

oriented thanks to the policies adopted more than three decades ago. As a result, the 

SEZs economic system and rules were more compatible to the framework and 

regulations of the WTO.

Nonetheless, the WTO membership represented new adjustments to the SEZs foreign 

trade and investment regime, as well as new implementation of laws in the labor market 

and environmental policy in order to provide a sound economic environment according 

to the WTO principles. In other words, the SEZs have used WTO membership as a 

driving force to further deepen reforms and expand the opening up policy. This occurred 

particularly in the following areas:

Foreign Direct Investment.

More than three decades after they were first established, the SEZs remain the primary 

location for the vast majority of FDI in China. The idea behind the SEZs was to allow 

foreign investors into a handful of closed and controllable locations and offer them 

preferential treatment. Indeed, the biggest success of economic reform and FDI miracle

52



is to have allowed a substantial degree of flexibility in an otherwise rigid and statist 

economic system.

The adjustments the SEZs have done after WTO accession are trying to come up with 

better policies to keep drawing FDI to the zones, despite the attractiveness of coastal 

special zones to foreign investors; to extend the investment incentives available to the 

FIEs to those offered to domestic enterprises; all this, while consistent with the principle 

of national treatment, is deeper analyzed in the next chapter.

Trade Related Investment Measures (TRIMs).

TRIMs that are explicitly prohibited by the TRIMs Agreement are: local content 

requirements, trade balancing requirements and foreign exchange and export 

restrictions. In the case of China, before accessing the WTO in December 2001, it 

notified the WTO of its intention to comply fully with the 1994 Agreement on Trade 

Related Measures of the GATT, and that it would eliminate foreign exchange balancing 

requirements, local content requirements and export performance requirements. The 

allocation, permission or rights for importing and investment would not be conditional 

upon performance requirements by national or sub-national authorities, or subject to 

secondary conditions, covering, for example, the conduct of research, the use of local 

inputs or the transfer of technology. Permission to invest, import licences, quotas and 

tariff rate quotas would be granted without regarding the existence of competing 

Chinese domestic suppliers (OECD 2002, p.85). According to the China’s Trade Policy 

Review by the Secretariat 2008, China notified the WTO that no export subsidies have 

been maintained or introduced for agricultural products since 2002

Taxation.

Since the introduction of tax incentives for FIEs in the SEZs and in open coastal cities 

in the early 1980s, China, under contracting system, used them as ‘economic levers’ to 

guide FDI into designated regions, economic sectors and industries. These tax 

incentives were offered more in the SEZs and Economic and Technological
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Development Zones (ETDZs) located in the open cities than in other open regions. Tax 

incentives were more favourable to technologically advanced and export oriented 

foreign invested enterprises (OECD 2002, p. 135). However, since 1994 the Chinese 

authorities have made gradual progress in making the tax system more transparent. The 

value added tax (VAT) system has been simplified and a united tax system produced for 

all domestic companies; they had previously been subject to separate tax regimes 

according to their form of ownership.

After WTO accession, China has been moving towards achieving a level playing field 

for foreign and domestic investors in the country. Until the end of 2007, China had 

provided better conditions for FIEs than nationally, in its taxation policies; since 1 

January 2008, a uniform enterprise income tax rate of 25% has been applied to all 

enterprises (including FIEs) in accordance with the Enterprise Income Tax Law (EITL), 

with some exceptions, such as certain ‘grand fathering’ and lower rates granted for 

investment in certain industries, evidence of particularistic contracting still present in 

some laws. All tax incentives now apply equally to domestic firms and FIEs. Several 

regulations and rules have been introduced or amended with a view, to further 

liberalizing FDI and establishing a more rules based and predictable business 

environment for foreign investors (WTO 2008). The challenge is that with the 

Enterprise Income Tax Law that took effect in 2008, tax incentives granted to FIEs 

would gradually be phased out, and after a five-year transition period, there are to be no 

difference in tax incentives accorded to domestic enterprises and FIEs. Hence, the SEZs 

need to use tools to channel resources to promote investment in high technology, 

encouraging innovation, and protecting the environment (for example by reducing 

energy consumption) in their zones.

Subsidies

The basic WTO disciplines regarding subsidies have two major components. First, they 

limit the freedom of governments to use subsidies in domestic economies. Second, they 

regulate the use of countervailing measures, so that such measures would not become 

trade barriers in themselves. The object and purpose of the Subsidies and
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Countervailing Measures Agreement (SCM Agreement) is to strengthen and improve 

GATT disciplines relating to the use of both, subsidies and countervailing measures, 

while, at the same time recognizing the right of members to use such measures under 

certain conditions (Qin 2004, p. 865).

China’s latest notification to the WTO Committee on Subsidies and Countervailing 

Measures (April 2006) listed 78 programmes in force at the Central level between 200'1 

and 2004 (WTO 2006b). A large part of these subsidies programmes involved income 

tax reductions and exemptions, based on the ownership of enterprises (particularly 

FIEs), their location, and their activities. Although the SEZs have abolished or removed 

some subsidies, the priority of obtaining loans and foreign currencies based on export 

performance, of deductions for direct taxes, of eliminating quantitative restrictions an d 

above all of removing illegal preference in order to comply with the SCM Agreement, iis 

a main concern.

Labor Market

This issue was the most difficult to bring into compliance with international standards. 

Under the system of central planning that prevailed before economic reform began in 

1978, there was no mobility of labor. Geographical mobility was prevented by a system 

of fixed household residency permits (hukou) and occupational mobility was prevented 

by the effective guarantee of lifetime employment, provided by the rural people’s 

commune in rural areas, and by SOEs in urban areas. Employers had very little 

control over their workforce or the wage bill, and employees had little say in 

where they worked. Nevertheless, the labor market experienced significant 

changes since the opening up of the economy in the late 1970s and th<e 

establishment of the SEZs. The reforms contributed to a relaxation of the system and to 

allow far greater mobility of the urban workforce. From 1980 onward, the government 

officially encouraged workers to seek employment on their own behalf.

Since the accession to the WTO, the labor market in the SEZs has become more 

market-oriented and the main challenge is, to create quality jobs for the new 

entrants to the labor force, as well as to absorb the sizable labor surplus in the SOE
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and rural sectors. To address the labor market pressures, the SEZs policies have 

focused on encouraging job growth in the private sector, especially in the service 

sector, which has been the main source of job growth in recent years in the SEZs; 

on reducing barriers to migration; on developing worker skills; on facilitating job 

searches; and on strengthening the social safety net (Brook and Tao 2003, p.27). 

Although training and education have been expanded, shortages remain in skilled 

labor, especially in high-tech sectors. Many graduates that have gone overseas for 

higher education have decided not to return to China, creating a brain drain, which 

affects the FIEs as well as domestic companies. Accepting international labor 

standards, which increased the cost of labor, was, from the perspective of Chinese 

leaders, economically irrational. Nevertheless, WTO membership has been used as 

a driving force to implement new reforms in the labor market. The Chinese 

government has made new efforts to gradually stabilize labor relations and gradually 

improve the living and working conditions of migrant workers since 2003. As a result, 

the Labor Contract Law (LCL) of 2008, which is applicable to both domestic and 

foreign firms and its objective, is to protect the rights and interests of workers in China. 

This issue is analyzed more in depth in Chapter 5.

Environmental Protection.

WTO rules that relate generally to environmental issues, including GATT Article 20, 

the PPMs (processes and production methods) issue and the definition of a like product, 

are relevant to the examination of climate change and environmental degradation 

measures. The general approach under WTO rules has been to acknowledge that some 

degree of trade restriction may be necessary to achieve certain policy objectives, as long 

as a number of carefully crafted conditions are respected. The relevance of analyzing 

this topic in this research is that a number of WTO rules relevant to measures aimed at 

mitigating environmental degradation, include discipline on tariff, prohibition against 

border quotas, MFN and non-discrimination, among others (WTO 2009).

The SEZs have shown efforts to mitigate environmental degradation by promoting a 

better allocation of FDI in projects that would not exploit natural resources; the SEZs 

have demanded better environmental quality. Nevertheless, WTO is relevant because 

national measures to mitigate environmental degradation may have an impact on

56



international trade (as they may modify conditions of competition) and may be subject 

to WTO rules. Moreover, WTO rules, as a whole, offer a framework for ensuring 

predictability, transparency and the fair implementation of such measures. This issue is 

covered in Chapter 6.

In sum, the SEZs and WTO are compatibles in the sense of achieving freer trade and 

offering stability and a more secure environment for foreign investors. The 

implementation of WTO rules aims to open up Chinese markets and to establish a level

playing field between domestic and foreign competitors. However, this does not mean 

that implementing the WTO principles is not a tough test for the SEZs.

2.5.1 Implementing Mechanism and Instruments of the WTO in the SEZs

As China is a unitary state, in theory there should be no inconsistency or conflicts 

between the central Government and the local governments, because all powers of the 

latter are delegated from and subordinated to the former. In the reality, however, the 

decentralization process under particularistic contracting that commenced at the 

beginning of reforms in the late 1970s, has seen a progressive delegation of more 

powers and responsibilities from the central government to local government officials 

and departments, to encourage the latter to take initiative in developing local economies 

and to fund their own operation through local revenue or profit sharing. Hence some 

WTO rules, although implemented by paper, haven’t been fully enforced or the SEZs 

governments have found a way to implement them in their own way, without reaching 

the point of inconsistency, such as the Enterprise Income Tax Law adopted in 2008, 

which, although providing a uniform tax system of 25% for both domestic and foreign 

enterprises, allowed the SEZs government to grant a lower tax rate for qualified small 

profitable companies and new high technological enterprises. In this thesis, the WTO 

implementation process is focused on the central level, because the discretion of lower 

sectors is restricted by the principle of uniform application of WTO Agreements.

The implementation of WTO Agreements depends on two factors: first, the 

effectiveness of the enforcement institution (mainly the WTO) and secondly, the 

domestic compliance (by the members). The former refers to the external constraints 

and systems of redress at the international level, whilst the latter addresses the internal
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willingness and capability to implement agreements in the domestic spheres of the 

WTO members. The central concerns at this level are, the manner in which the WTO 

Agreements provide a framework and specific mechanisms to implement this 

multilateral treaty, and the nature of the relevant WTO enforcement powers (Dougherty 

and McGuckin 2002, p.30-33).

The implementation process can be categorized into three modalities or functions: the 

assurance of compliance, the deterrence of non-compliance, and the correction of non

compliance. Collectively, these modalities encourage China, and hence the SEZs, to act 

in line with the WTO obligations, deter conduct inconsistent with these obligations, and 

to provide for the redress of any breach by the application of the enforcement 

mechanism (WTO 2009). The WTO mainly employs three implementing mechanisms, 

these mechanisms being found in the text of Agreements, ministerial decisions and 

WTO practices: monitoring, supervision, and enforcement. By means of each 

mechanism, the WTO is empowered to pursue the particular ways and means 

(implementing instruments) that would enable it to deal with the issues before it.

Monitoring is a mechanism for collecting relevant information (in this case from China) 

and evaluating it in accordance with a particular standard. In essence, monitoring is 

basically a non-intrusive, discreet, information-gathering activity of ‘watch’ or 

‘observation’, with a ‘review function’. The implementing instruments available to the 

WTO are transparency oriented and include the publication of trade-related information 

by China (including laws and regulations), the notification of trade-related information 

to the WTO and the review by the WTO (Hoekman and Kostecki 2001, p.64).

Supervision is a mechanism that requires a member (in this case China) to act in line 

with a particular standard, either substantively or procedurally, and represents a kind of 

intrusive and coercive power of the WTO to interfere with China’s domestic affairs.

Enforcement is a mechanism to enforce compliance with a particular standard through 

procedures of disputes settlement and enforcement of decisions against China. The 

WTO is a rule oriented system, where implementation largely depends on the 

effectiveness of the enforcement mechanism (Chamovitz 2003, p.818).
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In the case of China, under section 2 of its Protocol of Accession, it reads: ‘China’s 

local regulations, rules and other measures of local governments at the sub-national 

level shall conform to the obligations undertaken in the WTO Agreement and this 

Protocol’. In eight years of accession China has conducted its reform in line with the 

three modalities: assurance of compliance, deterrence of non-compliance, and correction 

of non-compliance.

The impact of accession and the implementation process are mostly evidenced at the 

level of administrative regulations and rules. The State Council and its ministries have 

issued many regulations and rules for trade in goods and services immediately before or 

after the accession, and virtually overhauled the contents of this regime.

What WTO membership has brought to the legal system in China is more transparency 

and uniformity in the process of policy making. China after its accession, started to 

revise old laws and regulations and enact new WTO consistent laws. The WTO 

Agreement and China’s Protocol of Accession are implemented domestically through 

enabling legislation. Individuals and enterprises can bring cases of non-uniform 

application of the trade regime to the attention of national authorities (WTO 2006b).

Apart from the revisions of Foreign Trade Law in 2004, three most significant 

implementing measures issued by the State Council were the Administrative 

Regulations on Import and Export of Goods (2001), the Administrative Regulations on 

Import and Export of Technology (2001) and the Import and Export Custom Tariffs 

Regulations (2003). The first one acts as the cornerstone for regulating trade in goods. 

In addition, the State Council revised three regulations respectively on anti-dumping, 

anti-subsidies and safeguarding on 31 March 2004, all took effect on 1 June 2004.

2.6. Has WTO Membership Changed Anything in the SEZs?

The answer is yes and no. The Protocol on China’s Accession to the WTO set out 

certain provisions directly or indirectly addressing the adjustment that the SEZs had to 

make. In theory, China committed to ensure a uniform and transparent administration of
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its trade regime, subject to judicial review. The provision of WTO Agreement and the 

Protocol would have to apply uniformly to the entire customs territory of China, 

including border trade region and minority autonomous areas, Special Economic Zones, 

open coastal cities, economic and technical development zones and other areas where 

special regime for tariff, taxes and regulations were established (OECD 2002, p.755).

China also agreed to fully comply with the Trade Related Investment Measures 

(TRIMs) Agreement upon accession, which required the elimination of trade restrictive 

and distorting investment measures, for example, those that required local content or 

trade balancing or those that restricted a firm’s access to foreign exchange or level of 

exports. China committed to ensure that the distribution of import license, quotas, tariff 

rate quotas, or any forms of import approval applied by national or sub national 

authorities, would not be subject to conditions such as the existence of competing 

domestic suppliers, or performance requirements of any kind, such as local content, 

offsets, technology transfer, export performance or the conduct of research and 

development in China (OECD 2002, p.756).

Before WTO accession, the SEZs were gradually introducing laws and regulations 

alongside the market economy. For example, Shenzhen as the first SEZ to be 

established in China, and the lead in economic reforms over the last three decades was 

also the pioneer of the administrative system reform. In 1998, Shenzhen started its 

round of administrative approval reform. In 1999, the municipal government issued 

‘several provisions on administrative approval reform in Shenzhen municipality’. As a 

result, Shenzhen reduced matters under administrative approval from 723 to 503 by 

2001. In 1999 the Shenzhen municipal government gave a broad definition to the term 

of administrative approval, to include approval, confirmation, license, qualification 

verification, consent and any other administrative acts of the same or a similar nature 

(Lai 2006, p.72). For instance Chinese domestic enterprises established in the SEZs 

could not freely engage in foreign trade, unless authorized or otherwise exempted by the 

law. The old Foreign Trade Law of 1994 contained a discretionary licensing system for 

the grant of foreign trading rights to those eligible enterprises; in comparison FIEs were 

allowed upon establishment to export their own products and import the relevant raw 

materials for manufacturing of such products. In effect, such restriction on foreign

60



trading rights constituted a regulatory barrier for foreign goods to access the market 

(Zhang 2001, p.1247).

After WTO accession, along with China’s commitments, the SEZs have phased out 

quotas, licenses, tendering requirements, and other quantitative restrictions that 

restricted trade in industrial goods, some upon accession and many others in the period 

of two to five years after accession. In addition, China’s SEZs have progressively 

liberalized the availability and scope of trading rights, so that within three years after 

accession, all enterprises in China, foreign owned and domestic, would have the right to 

directly sell goods throughout the customs territory of China (OECD 2002, p.749). 

These commitments, at least in paper have been achieved, for example, by the 

enactment of the Foreign Trade Law of 2004, allowing all domestic and foreign 

enterprises to engage in foreign trade in all goods, and the New Enterprise Income Tax 

Law of 2008, which provides a unified corporate tax rate to both foreign and domestic 

firms, among others.

Under the Accession Protocol, China committed to liberalize the trading rights regime 

within a three year transition period after WTO accession. Before enacting the new 

Foreign Trade Law, the SEZs issued several measures during the phase in period, such 

as Provisions on Administration of Qualification for Import and Export Business (issued 

on 10 July 2001), the ‘2001 FIEs Circular’ refers to the Circular on Expanding the 

Import and Export Trading Rights of FIEs (issued on 2 July 2001), the ‘2003 Circular’ 

refers to the Circular on Adjusting the Qualification for Import and Export Business and 

the Procedures for Verification (issued on 30 July 2003) and the Foreign Trade Law 

(2004) (Zhang 2006, p.161). Therefore, Article 9 of the Foreign Trade Law of 2004 

provides that a foreign trade operator may engage in the import and export of goods and 

technologies ‘upon registration’. This marks the most fundamental change in this 

regime: from a licensing system to a registration system. Another clear example that 

shows, how WTO has changed the SEZs is in relation to the import licensing. China 

introduced its system of import licensing in 1980. The import licensing system was 

notorious for its non-uniform, non-transparent, discretionary and discriminatory nature, 

and was one of the most important complaints against China during the accession 

negotiations. The framework of the WTO was imposed on the Chinese authorities. The 

WTO accession has encouraged the completion of Chinese import licensing system.
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From December 2001 to January 2004, the Ministry of Commerce and other competent 

authorities have issued over 15 relevant administrative rules. Together with the Foreign 

Trade Law of 2004 and Regulations on import and Export of Goods of 2001 they 

constitute a comprehensive and WTO consistent framework for import control. This is 

an example on how the Chinese’s SEZs regulators restructure the old system to 

incorporate the WTO commitments and administer the new system in a WTO consistent 

manner.

Comparing the commitments and the existing domestic system in the SEZs, there are no 

irreconcilables gaps that need a fundamental restructure of the latter. Instead, the WTO 

commitments are additional to the existing system of the SEZs, but with a greater 

degree of uniformity and a more certain schedule toward elimination of laws 

inconsistent with WTO rules. What WTO membership has not changed in the SEZs is 

that, although China has done most of the job on paper to comply with WTO rules, 

there have been evidence of particularistic contracting in the most important laws, 

within the context of foreign trade, for example the Foreign Trade Law of 2004, 

Enterprise Income Tax Law of 2008 and the Anti-Monopoly Law of 2008, which have 

‘exceptions’ when it comes to certain industries that are considered of importance to the 

national security, such as telecommunications and the transport sector.

Furthermore, technology transfer has remained an issue regarding market access and 

national treatment. According to the White Paper of 2009 AmCham-China, the 

implementation of China’s WTO accession protocol has helped to level the playing field 

for most companies, but some businesses in China face problems on free and open 

competition. China has long made technology transfer a requirement of approvals for 

investments and sales in support of large-scale projects, particularly those that are 

publicly funded. Chinese firms have been able to capitalize on the technology that their 

competitors transferred to China, discouraging foreign high-tech companies from 

sharing beneficial technical expertise (AmCham 2009, p.10). In addition, weak 

enforcement and implementation of central laws at provincial and local level have been 

a distinctive factor throughout the years.

Conclusions
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The general trend has been the gradual shift from particularistic contracting to universal 

principles, along with China’s development goal and the new expansion path of the 

SEZs. This has shown that SEZs and WTO are compatible with the objectives of 

achieving freer trade and offering more stability and a secure environment for foreign 

investors. The WTO membership has induced regulatory, institutional and normative 

changes in the SEZs that have transformed the overall trade and investment climate in 

China. Compared to a decade ago, the Chinese system is more liberalized, open and 

transparent. Furthermore China’s SEZs adopted several important laws and regulations, 

reflecting its transition from a planned economy to a more market oriented system with 

a trade regime broadly consistent with international trading practices.

The SEZs were special before WTO accession; the WTO membership has strengthened 

them to cope with international standards. They continue to be well equipped, in terms 

of management and infrastructure, and since most of the reforms were tested in the 

SEZs, they have a greater advantage over any open coastal areas (and inland regions), 

for they have experience, security and stability. As for the implementation measures, the 

lack of corresponding implementation in domestic law has two problems: on the one 

hand, the denial of direct invocation of WTO Agreements means that China has 

textually implemented its commitments so far after 8 years of accession; on the other 

hand, it makes the monitoring of compliance more difficult due to lack of information.
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Chapter 3

WTO Rules of Investment and the SEZs

The continuing trend of outward orientation and acceptance of universal principle and 

WTO rules has produced changes in the SEZs’ foreign trade and investment regime. 

Some of the changes have affected the SEZs incentive programs directly and diminished 

their preferential policies to foreign investors. Furthermore, since the central 

government granted power to the SEZs under the contracting system, the SEZs used it 

to develop their own capacities and have shown success in managing the market forces, 

for they continue to be of great significance to FDI. Hence, they continue to play an 

important role in the effort of China’s development goal and continue to carry out bold 

reforms that are considered special.

This chapter describes the WTO Agreements that cover foreign trade and investment, 

particularly the Trade Related Investment Measures Agreement (TRIMS Agreements), 

at the same time it mentions the SEZs’ incentive programs that are inconsistent with the 

TRIMS Agreement. Furthermore, it analyzes the changes that occurred after WTO 

accession in the SEZs’ foreign trade and investment regime, giving special attention to 

the Foreign Trade Law of 2004, as one of the most significant changes. However it 

contains evidence of particularistic contracting, regardless of the changes. I argue that 

although WTO membership has eroded some of the specialness of the SEZs, they 

continue to draw FDI due to their own institutional flexibility, political authority, and 

strong regulatory environment.

3.1 WTO Rules of Investment

Deng Xiaoping recognized that China needed the resources to change the country, 

and in the early 1980s he requested that the experimental SEZs seek foreign 

investment. To attract this investment, China’s SEZs offered a range of lucrative 

inducements, including subsidies for land, facilities, utilities, labor, technology, raw 

materials, etc., as well as other financial incentives and tax rebates for exports. On 

the other hand, the SEZs incorporated numerous requirements, including 

technology transfers, local content purchasing, maximizing exports, limited market
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access, etc. into every investment. Since that time, many of the legacy inducements 

and requirements have become WTO TRIMs issues. China has taken its 

institutional obligations under the WTO seriously. As part of a rigorous WTO 

Accession Protocol, China agreed to detailed procedures, schedules and 

transitional review mechanisms stated in the Protocol. The SEZs remain bound to 

contractual obligations with various foreign and domestic entities that are in 

conflict with WTO TRIMs obligations, each time SEZs governments’ investment 

measures discriminate in favor of domestic over foreign goods and/or impose 

restrictions related to local production, as well as trade balancing requirements.

The WTO Agreements that cover foreign investment are:

Trade Related Measures Agreement (TRIMs Agreement). As a result of the Uruguay 

Round, TRIMs Agreement is an annexe to the Agreement establishing the World Trade 

Organization. The Agreement neither expanded the scope of the existing GATT Articles 

nor prohibited TRIMS per se. In fact, as mentioned by Amit and Tarun (2007) the 

Agreement itself refers to the existing GATT Articles and only provides an illustrative 

list of TRIMs that ought not to be applied by members of the Organization. The purpose 

of the TRIMs Agreement is to avoid adverse effects on trade, to promote the expansion 

and liberalization of world trade, and to facilitate investment across international 

frontiers, while ensuring free competition. In general, the TRIMs Agreement merely 

reaffirm GATT disciplines and reapply them to TRIMs such as, transparency 

requirements (Article 6), general exceptions (Article 3 and 4), and dispute settlement 

procedures (Article 8) (Amit and Tarun 2007, p.4). The Agreement prohibits WTO 

member countries from applying any TRIM that is inconsistent with the provisions of 

Article 3 or Article 11 of GATT 1994. Furthermore it also states that prohibited TRIMs 

are required to be eliminated, wherein different time periods have been prescribed for 

the members, based upon their level of development.

General Agreement on Trade in Services (GATS).

The GATS in its Article 1(2), covers certain aspects of the entry, establishment and 

treatment of foreign investors, who provide services in the host country by means of a 

commercial presence. However the coverage of investment under GATS is limited. This
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is for reasons of extending only certain provisions with respect to investment, while the 

rest have to be sought elsewhere (Chen 2002, p.16).

Agreement on Subsidies and Countervailing Measures (SCM Agreement).

The SCM Agreement is relevant to foreign investment as a result of the relatively broad 

definition of the term subsidy set in Article 1. This particular Agreement is analyzed 

more extensively in Chapter 4.

Trade Related Aspects of Intellectual Property (TRIPS Agreement).

The TRIPS Agreement contains a set of rules governing host country’s treatment of 

foreign companies. Although the TRIPS Agreement does not directly address foreign 

investment, its provision on minimum standards for the protection of intellectual 

property, domestic enforcement procedures and international dispute settlement are 

directly relevant to the legal environment affecting foreign investment (Kong 2002b, 

p.159).

I do not intend to be exhaustive with this particular point as it would require a separate 

study of its own. It is only fair to say that in the case of China, this country has done a 

commendable job of identifying and modifying offending policies, rules and laws. 

However, changing a national level policy or law in no way guarantees 

implementation and compliance with trade related intellectual property issues at a 

regional, local or zone level, where a strong cultural bias for socialist norms 

prevails and the goal remains to acquire and obtain benefits from the best 

available IP, irrespective of its source (Matsushita, Schoenbaum and Marvroidis 2003, 

p.76). Particularly, for this chapter, TRIMS Agreements are the ones that deserve more 

focus since they state that no contracting party shall apply any TRIM inconsistent with 

Articles 3 (national treatment) and Article 11 (prohibition of quantitative restrictions) of 

the WTO. In the case of the SEZs, the measures that were in conflict with this 

Agreement were those requiring particular levels of local procurement by an enterprise 

(local content requirements) and the measures that restricted the volume or value of 

imports purchased by an enterprise or the use of an amount related to the level of 

products exported by an enterprise (trade balancing requirements) (WTO 2009).The 

TRIMS Agreement requires mandatory notification of all non-conforming TRIMs and 

their elimination within two years for developed countries; within five years for
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developing countries; and within seven years for least-developed countries. In the case 

of China, there was no transition period; the elimination of the TRIMs had to be done 

immediately after accession.

3.2 The SEZs’ Trade Related Investment Measures Inconsistent with WTO

TRIMs are government measures that require or encourage specific behavior by private 

foreign investors. For example, a government may require an investor manufacturing 

goods in the host country to purchase a minimum percentage of inputs from domestic 

sources, known as a ‘local content’ requirement. Alternatively, the government may 

give the investor an incentive to purchase from domestic sources by granting a subsidy 

for such a purchase. Such measures were designed to alter the operating environment of 

foreign direct investors, and thereby encourage decisions that are beneficial to the host 

country (Kennedy 2003, p.97). Hence, the rationale behind the imposition of TRIMs is 

that government intervention in the economy is required for the purpose of promoting 

domestic industry and/or simultaneously increasing national income levels. The 

government can protect the infant industries; promote domestic economy; provide a 

level playing field, and shift the terms of trade in favor of the domestic industry 

(Krugman and Obstfeld 1991, p.57). However, according to Krugman and Obstfeld 

(1991, p.61), despite a growing multilateral concern about the increased use of TRIMs, 

there is no exact formula for identifying them. Countries with different policy objectives 

may disagree on which measures should be classified as TRIMs. In addition, evaluating 

the effect of a measure on trade flows is essential to identifying it as a TRIM. 

Nevertheless, it is difficult to isolate the effect of a particular measure, because the 

investment environment in many countries is defined by a variety of measures, only 

some of which actually affect trade flows.

There are five types of TRIMs inconsistent with GATT:

1) Performance Requirements: compelling the investor to take certain actions, for 

example to make certain purchases, sales, or manufacturing decisions;

2) Local Content Requirements: impose a necessary condition upon the foreign investor 

that while establishing his enterprise or during the course of the operation, a certain 

quantity/percentage of the domestically produced/available inputs is to be 

used/consumed for the purposes of production;
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3) Export Performance: are conditions placed by host countries on foreign direct 

investment requiring that certain percentages of the products of the direct investment be 

exported. This in turn has the objective of earning foreign exchange for the host 

country; 4) Local Equity Requirements: the host country may impose upon the foreign 

investor the requirement that would be allowed to invest only when a particular 

percentage of the ownership rights are held by the locals of the host country; and finally 

5) Product Mandate Requirement: such measures may be imposed if a particular country 

wishes to develop a particular economic or industrial sector. Therefore it may be 

mandated that foreign investment is allowed only in select areas and only for production 

in identified industries (Kennedy 2003, p. 102).

In the case of the SEZs, these types of TRIMS existed in the initial laws to attract 

foreign investment, including in the Foreign Equity Joint Ventures Law of 1979, the 

Foreign Contractual Joint Venture Law of 1988, the Wholly-Owned Foreign Enterprise 

Law of 1986, and the Foreign Invested Enterprises Law of 1994. Where the local 

demands were not only met by the increased production in the goods sector, but this 

also led to exports of the surplus production into desired areas, which clearly was 

inconsistent with WTO. The effect of each TRIM varies according to the field it applies 

to. Nevertheless the TRIMs affect investment decision of investors; they may increase 

or decrease the efficiency of operations; and distort market forces (Amit and Tarun 

2007, p. 13). Nonetheless, according to Kong (2002a), Kennedy (2003), Matsushita, 

Schoenbaum and Marvroidis (2003), and Amit and Tarun (2007), the shortfall of the 

Agreement is that it does not prohibit all TRIMs outright. It merely states that certain 

TRIMs are prohibited, if they are shown to be in violation of Articles 3 and 11 of WTO 

principles. Thus a TRIM is required to violate the two Articles before it is declared 

prohibited.

3.3 Characteristics of the SEZs’ Pre-WTO Foreign Investment Framework

To increase the benefits of foreign business and the volume of trade, the Chinese 

government decentralized administration of foreign trade and investment with the 

adoption of the Equity Joint Venture Law (EJV Law) of 1979. The monopoly of the 

then Ministry of Foreign Economic Relations and Trade was broken, to allow industrial 

ministries, the local governments of the SEZs, and some enterprise to use contracting
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system and negotiate directly with foreigners and keep a share of the foreign exchange 

they earned (Shirk 1993, p.50). Many aggressive reform measures were introduced in 

the SEZs to create a favorable investment environment. These included developing 

capital, real estate, land and labor markets, restructuring distribution systems, improving 

the legal framework, and forming a leaner and more efficient administration to assist the 

transition toward a market driven economic system. Coupled with an improved 

infrastructure, these policy initiatives worked in SEZs favor (Ge 1999, p.150). In 

addition, the government promoted exports not only to gain foreign exchange of 

sophisticated equipment imports, but also to introduce the international competition into 

the SEZs. By 1991, the market started to play a more important role in trade 

management, the management system in the SEZs started to be more consistent with 

international standards. For instance regarding the Foreign Invested Enterprises Law of 

1994, the SEZs limited administrative intervention on trading of foreign exchange and 

increased the amount that could be used by enterprises (Kennedy 2003, p.79). In 

relation to the EJV Law of 1979, this law stated that technology and equipment 

contributed by an equity joint venture’s foreign partner as its investment should be 

advanced technology and equipment that would suit the SEZs needs (this requirement 

fell in the category of Product Mandate Requirement that was inconsistent with WTO). 

Furthermore, the Implementing Regulations of the Chinese foreign Equity Joint Venture 

Law (EJV Regulations), promulgated by the State Council in September 1983, and the 

Detailed Rules for the Implementation of the Wholly Foreign Investment Enterprise 

Law (WFIE Rules) listed the sectors, where foreign investment participation was 

allowed through the Provisional Regulations on Foreign Investment Guidelines 

(Guidelines) and the Catalogue of Industries for Guiding Foreign Investment 

(Catalogue) (Kong 2002b, p. 161).

In line with the overall industrial policies of the SEZs, the preference for certain types 

of investment and activities were built explicitly into the incentive packages and 

regulations. Basically, industries were divided into three categories: industries where 

foreign investment was encouraged, industries where foreign investment was restricted 

and industries where foreign investment was prohibited. Projects that fell into the 

categories of energy, transportation, public utilities, and those with higher technology 

content and export orientation were treated more favorably. Manufacturing projects 

with research and development (R&D) components were preferred. In general, China
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encouraged foreign investment in infrastructure sectors, such as energy production, 

communications, agriculture, forestry, environmental protection and transportation, 

potential foreign investors were banned from investing in sectors, which were 

considered sensitive, from a national security perspective, such as telecommunications 

services, news media, broadcasting and television sectors (Kong 2002b, p.163). In 

relation to service sectors, China was bound by specific commitments in various service 

sectors classified under GATS, including distribution, construction, transport, 

communication, and financial services. To implement these commitments, China had to 

substantially revise the Industry Catalogue following WTO accession. Under the 

Catalogue of 2004, the number of encouraged industries increased from 186 to 262, 

while restricted industries decreased from 112 to 75. As an indication of increased 

market access for foreign investment, some 75% of foreign investment in China is in 

wholly foreign-owned companies (Qin 2007, p.14).

Another characteristic of the investment environment before WTO was that foreign 

enterprises were exempt from tariffs on the import of production equipment, parts and 

components as well as raw materials, auxiliary materials, components, parts and 

packing materials imported for the production of goods for export in accordance with 

the law. Export oriented and hi tech foreign investment projects were entitled to 

government assigned land use rights for a given period (Lai 2006, 71). The SEZs often 

offered considerable concession to foreign firms on land use fees. Foreign investment 

projects enjoyed even more favorable terms. FIEs had the privilege of recruiting talent 

from other cities. They were also granted import and export rights and management 

autonomy. In addition, examination and approval procedures were less complex for the 

admission of foreign investment, a dominant weakness in other regions of China, where 

the approval procedures was excessively complicated and insufficiently transparent. 

Before 1993, the three different kinds of foreign investment in the SEZs were: Equity 

Joint Venture (EJV); Chinese-foreign contractual joint venture (CJV) and wholly 

foreign invested enterprises (FIE). Among these, the EJV used to be the most dominant 

form of investment. But after the foreign companies grew more familiar with the 

Chinese market, FIE increasingly became a preferred option (Kong 2002b, p. 165).In 

sum, prior to its WTO accession, Chinese government, under contracting system, gave 

the SEZs power to attract foreign investment, some of the trade related measures taken 

by the SEZs at that time were inconsistent with WTO. The SEZs imposed various
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performance requirements on FIEs, including export performance, local content, foreign 

exchange balancing and technology transfer. For example, a FIE was required to either 

import advanced technology or export more than 50% of its output every year; and 

preferential terms on land use, tax refund and imports were granted to the Chinese EJV 

and CJV that were export-oriented or utilized advanced technology (Lai 2006, p.78; Qin 

2007, p.12).

Under the TRIMs Agreement, WTO members should eliminate the requirements on 

export performance, local content (import substitution), and foreign exchange balancing 

on foreign investment. These performance requirements are prohibited because they 

have the effect of either discriminating against imported goods, or restricting imports or 

exports, all in contravention of WTO rules.

The next two sections analyzes the commitments China agreed to, in order to comply 

with WTO rules in the area of foreign trade and investment and further, how the 

implementation process of the establishment of a legal system governing trade related 

regime in China’s SEZs has been carried out.

3.4 China’s Commitments Related to Foreign Investment

China saw a great opportunity in the WTO membership to further open up its doors, 

accelerate its development’s goal and attract more foreign investment; in other words, 

before accession China was making substantial changes to its laws that were gradually 

consistent with international standards, the WTO membership facilitated the progress of 

such economic reforms. All the substantial commitments relating to the admission and 

operation of foreign investment are reflected in the Accession Protocol on China’s 

accession to the WTO. Regarding admission, China’s commitments cover nearly all 

major sectors, and from immediately upon accession to within five years after 

accession, China would eliminate most foreign equity restrictions in nearly all sectors. 

Industries that had been closed to foreign investment, such as telecommunication and 

securities, opened up to foreign investment (Ching and Ching 2003, p. 128). China 

promised that the provisions of the WTO Agreement and the Accession Protocol would 

be applied uniformly throughout its customs territory, including the SEZs, where special 

regimes for tariff, taxes and regulations were established. Particularly in the special
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economic areas, China was required to notify the WTO regarding all the relevant laws, 

regulations and other measures relating to these areas. In providing preferential 

arrangements for enterprises within such special economic areas, WTO provisions on 

non-discrimination and national treatment was required to be fully observed (Accession 

Protocol 2001). With respect to operational environment of FIEs, China committed to 

comply fully with the TRIMS Agreement upon accession. It would only impose, apply 

or enforce laws, regulations or measures relating to the transfer of technology or 

production processes in its territory that were not consistent with the TRIMS Agreement 

(Kong 2002b, p.169). Furthermore, China committed to eliminate trade balancing 

requirements, local content requirements and export performance requirements. 

Moreover, China agreed not to enforce the terms of contracts containing such 

requirements. The allocation, permission or rights for importation and investment would 

not be conditional upon performance requirements set by national or sub-national 

authorities (uniform of law). Permission to invest, import licenses, quotas and tariff rate 

quotas would be granted without regard to the existence of competing Chinese domestic 

suppliers. In addition, foreign legal service providers engaged in activities listed in the 

China’s GATS schedule, would be able to determine the appropriate charges and fees, 

rather than be subject to government pricing or guidance pricing (Ching and Ching 

2003, p. 103). In relation to transparency and law enforcement, China undertook that 

only those laws, regulations and other measures pertaining to or affecting trade in 

goods, services, TRIPS or the control of foreign exchange that were published and 

available to other WTO members, individuals and enterprises, should be enforced. 

Moreover China was to make available to all WTO members, upon request, all laws, 

regulations and other measures pertaining to or affecting trade in goods and services. In 

the area of examination and approval procedures, China agreed in the Accession 

Protocol, to raise the limit of investment in motor vehicle manufacturing, from US$30 

million to US$60 million one year after accession, to US$90 million two years after 

accession, and to US$150 million four years after accession (Ching and Ching 2003, 

p.87). Such a raise could be approved at provincial government level only (meaning that 

the SEZs would still use contracting in its favor). Lastly, upon accession China would 

establish a mechanism under which individuals and enterprises could bring cases of 

non-uniform application of the trade regime (Accession Protocol 2001) to the attention 

of the national authorities.
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In sum, each step in China’s accession to international standards precipitated changes 

and ripples throughout China’s SEZs legal structure. Each change also caused problems 

with long term agreements and contracts between the central government and the SEZs. 

Nevertheless the aim was, to enter with regulations in place and to encourage more 

investment in a sound environment. The WTO accession and implementation created 

momentum for a further opening up of China’s SEZs.

3.5 The SEZs’ Post-WTO Foreign Investment Regime

What China put into place to attract the initial investments seemed appropriate to its 

leadership at that time. Everything was new to China’s socialist economy. However, the 

law and its implementation regulations respectively, including the Foreign Equity Joint 

Ventures Law, the Foreign Contractual Joint Venture Law, the Wholly-Owned Foreign 

Enterprise Law, the Foreign Invested Enterprises, among others, had to be put in place 

or modified to comply with the WTO. In addition, corporate laws, contract laws, 

insurance laws, arbitration laws, labor laws, intellectual property laws, trademark laws, 

copyright laws and tax laws, were needed at national, regional, and local levels of 

government. It was an enormous undertaking effort. Nevertheless, adding new 

legislation did not necessarily mean all conflicts from the past were eliminated. It also 

did not mean that everyone understood, approved or implemented and enforced these 

changes (Miller and Miller 2007, p.26).

The Chinese government commenced a plan to systematically review trade related 

regimes before the WTO accession. The scope, scale and degree of reforms were 

unprecedented in China’s modem legal history. There were two kinds of activities: the 

abolishment of inconsistent, unworkable or obsolete regulations, rules and other 

normative documents that have been carried out by the State Council and various 

ministries, and the issuing of new regulations and rules in order to implement the WTO 

Agreements and the accession commitments. Up to the end of 2002, the government 

alleged to have reviewed around 2,300 items of foreign related rules and regulations of 

which 830 items were abolished and 325 items revised. Most ministries completed the 

task by late 2001 or early 2002. For example, the Ministry of Commerce started the 

review of administrative rules and normative documents (1413 in total) in late 2000. By 

the end of February 2004, it abolished 381 rules and 178 normative documents,
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maintained 450 rules and normative documents, and issued or revised 210 rules and 

normative documents. This suggests that the central government planned the review at 

least one year before the WTO accession (Miller and Miller 2007, p.16). China had a 

firm intention to implement the WTO Agreements and to adopt a serious attitude on this 

issue. China took the opportunity of WTO accession to carry out undeclared legal 

reforms, many of which would have been implemented even if the WTO accession had 

not been an issue. According to Kong (2002b) the majority of abolished rules and 

regulations were not in direct conflict with the WTO, or were completely irrelevant to 

the WTO issues (for example, some obsolete rules), but were scrutinised in the name of 

‘conforming to the WTO requirements’. Therefore, the relationship between China’s 

legal reform (especially in the trade related areas) and the WTO Agreements was 

interactive, or a ‘pull-push’ model, rather than a simple ‘push’ from the WTO accession 

into an unwanted change (2002b, p.872).

The main theme in the development of foreign trade law in the SEZs after accession has 

been further liberalization of the foreign trade regime and bringing that regime into 

conformity with WTO requirements. Commercially, China has reduced its tariff and 

non-tariff barriers across the board in trade in goods, and opened up some of its most 

important service sectors to foreign competition, beginning in the SEZs areas. On the 

legislative front, major laws governing foreign trade, including the Foreign Trade Law, 

the Customs Law, and laws and regulations on technical and health standards, 

intellectual property and administrative procedures, have all been revised to ensure 

WTO consistency (Qin 2007, p.8). In its Accession Protocol, China agreed, upon 

accession, to comply with the TRIMs Agreement. China’s pledge not to condition the 

approval of foreign investment on performance requirements of any kind, including not 

only those covered by TRIMs, but also the transfer of technology and the conduct of 

research and development in China (Qin 2007, p.17; Chen 2002, p.23). With respect to 

discriminatory treatment of the FIEs in the SEZs, the revised laws and regulations or 

rules have relieved FIEs of the export obligation and local content requirements. In the 

revised Foreign Trade Law, EJV Law, WFIE Law, EJV Regulations and the WFIE 

Rules, the previous provision that joint ventures must give priority to making purchases 

in China, was removed. This ended the practice of requiring the FIEs to give priority to 

the purchase of domestic products over imports. In relation to the new sectors open to 

investment, the Chinese government launched several pilot projects in the SEZs
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allowing foreign investment in previously restricted sectors like retail, media and 

telecommunications services. For example, the entry of large international retailers such 

as Wal Mart in Shenzhen, encouraging the development of large retail chain stores 

along the Wal Mart model, and said to be intended as a solution to the SOEs department 

stores. China approved the plan of Star Group, a subsidiary of the News Group., to 

provide television services in Guangdong Province through an entertainment channel 

(Kong 2002b, p. 173). Furthermore, the Catalogue for the Guidance on Foreign 

Investment in Industry 2007, which replaced the 2004 version, was revised in mainly 

five areas:

1) expansion of the scope of liberalisation and promotion of industrial structure 

upgrade;

2) resources conservation and environmental protection;

3) adjustment in export oriented policy; foreign trade policy that puts emphasis on 

exports was no longer implemented;

4) promotion of coordinated regional development; and

5) protection of national economic security, where ‘prudence’ (more like contracting) 

would be exercised in the liberalisation of certain strategic and sensitive industries with 

an important bearing on the nation’s economic security (HKTDC 2009).

The improvement in transparency is noteworthy, such as designated official gazettes or 

magazines and websites to publish laws, regulations and measures in law enforcement, 

as exemplified by the efforts of the unified application of laws and the attitude of the 

judiciary and administrative officials towards the WTO obligations, have the effect of 

facilitating foreign investment and demonstrate how China has adapted itself towards 

WTO compliance (Kong 2002b, p. 177). Notewithstanding all the changes in law and 

regulations mentioned, perhaps one of the most important developments in China’s 

foreign trade law following WTO accession was the 2004 revision of the Foreign Trade 

Law of 1994. Within three years of its accession, China undertook to allow all domestic 

and foreign enterprises to engage in foreign trade in all goods, except for a list of 

specified products reserved for state trading (Qin 2007, p.8).

3.5.1 The Foreign Trade Law of 2004: Major Change
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The revision of the Foreign Trade Law of 1994 on 6 April 2004 (in effect 1 July 2004) 

was the summit of the rule-making exercise. The legislative purpose for revision of this 

law was to implement China’s WTO accession commitments and fully utilized WTO 

rules to promote the development of China’s foreign trade. Therefore, two main areas of 

revision were, firstly, to revise WTO inconsistent provisions in the pre-existing version, 

and, secondly, to incorporate new institutions and procedures that would enable China 

to enjoy its rights as a WTO member. China’s implementing legislation focused on 

three areas: foreign trade, FDI, and intellectual property rights. During the transition 

period, the main approach of implementation was to revise or to delete the inconsistent 

phrases or clauses of existing laws in order to bring the laws in line with the WTO 

Agreements. The majority of law-revisions took place immediately before and after the 

WTO accession, that is, during the period of 2000 to 2002. The most notable 

development in the efforts to revise laws was the revision of Foreign Trade Law on 6 

April 2004. The revised version had 70 provisions in total (compared to 44 provisions in 

the old version), of which around 35 were newly added provisions and around 25 were 

revised. These figures plainly show the significant extent of the changes to the trade 

regulatory system (Qin 2007, p.18). Qin (2007) argues that from an implementation 

perspective, the revisions of the Foreign Trade Law not only made this a superior law, 

consistent with the WTO Agreements, but also provided the legal basis for the 

enactment or revision of implementing regulations and rules by the State Council or its 

ministries. From a legal perspective, the revised Foreign Trade Law acknowledged the 

legality of these implementing measures, and empowered the regulators to issue other 

detailed rules in future. The Foreign Trade Law 2004 allowed individuals to conduct 

foreign trade. Under the old law this was not possible, however, China recognized the 

universal trend of individuals conducting foreign trade, including technological trade, 

international service and border trade activities. The requirement for administrative 

approval of foreign trade operators engaged in goods or technology import and export 

was lifted. The revised law states that all legally registered foreign trade operators can 

conduct goods and technology import and export. The register serves only as a record 

and to be listed, does not require administrative approval. Nevertheless, there is 

evidence of contracting in every case mentioned that had restrictions or prohibitions 

applied. All this was done with the intention of protecting national security and the 

public interest.
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In text, many laws that China has passed are consistent with WTO rules, nevertheless, 

what WTO membership has not changed is the lack of enforcement mechanisms. 

Despite all the revisions of the foreign investment laws and regulations, China has not 

eliminated all performance requirements in practice (Walmsley, Hertel and 

Ianchovichina 2006; Lai 2006; Qin 2007). For instance, the new automobile industry 

development policy issued in 2004 contains a provision requiring newly established 

automobile enterprises to set up their own research and development institutions. Tax 

benefits and other incentives have been offered to FIEs and domestic enterprises 

contingent upon the use of domestic over imported equipment. Relating to national 

treatment of foreign investment, the Accession Protocol requires China to extend 

national treatment to foreign investors in relation to the market access commitments in 

services and to the conditions affecting their production and sales in China. Specifically 

the latter obligations require China to accord no less favorable treatment to foreign 

investors and FIEs than that accorded to domestic entities with respect to the 

procurement of goods and services necessary for production; the conditions under 

which their goods are produced, marketed or sold in the domestic markets and for 

export; and the prices and availability of goods and services supplied by government 

and SOEs, in areas including transportation, energy, basic telecommunications, other 

utilities and factors of production (Accession Protocol 2001). Under WTO rules, China 

is only obligated to accord foreign interests treatment ‘no less favorable’ than that 

accorded to domestic interests, and is therefore not prohibited from granting more 

favorable treatment to foreign interests. Although, while preferential treatment of FIEs 

is well within the perimeter of WTO national treatment requirements, the various FDI 

incentives provided by the Chinese government through the SEZs, especially tax 

exemptions, have been challenged by the WTO as inconsistent with WTO subsidy rules, 

discussed in the Chapter 4.

In sum, in light of the WTO Agreements in China, the domestic implementing measures 

played a central role in the implementation process. More specifically, China needed to 

enact new trade related legal norms consistent with the WTO obligations, or to revise or 

abolish inconsistent measures. Nevertheless, the characteristics presented in the 

implementing legislation has been ‘particularistic contracting’, no single act is ever 

carried out in a final manner of transformation, incorporating all applicable WTO 

Agreements. Instead, the government implements these agreements on a case by case
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basis, either by enacting new laws and regulations or by revising inconsistent laws and 

regulations. This contracting system means that the government controls the time, 

manner and progress of the WTO implementation, on a progressive basis. In other 

words, on paper Chinas has undertaken tremendous progress in completing its 

commitments. What has been consistent is the contracting system in relation to the 

implementation of the WTO Agreements.

3.6 Are the SEZs Still Attractive to FDI?

As has been mentioned before, not all the incentives offered to foreign investors by the 

SEZs were consistent with the WTO. As new laws and regulations have passed, the 

specialness of the SEZs started to erode as well; however, the SEZs still hold a leading 

role and have an important strategic status in the overall effort of China to pursue 

economic and social development and continue to carry on the reform and opening up 

policy.

In this section, I argue that advantages in the SEZs persist, even after their initial policy 

advantages diminished. Since the central government established the SEZs under the 

contracting system approach and awarded them with fiscal contracts, permitting them to 

retain almost all of the taxes and industrial profits generated by firms in their 

jurisdiction, the SEZs were motivated to develop their local economies in a pragmatic, 

profitable manner, becoming an economic success story and being able to reduce their 

dependence on central infrastructure and capital investment funds through the years 

(Shirk 1994, p.39). Hence, their own institutional flexibility, political authority, and 

strong regulatory environment have been decisive factors in continuing to draw FDI into 

these zones. In general, foreign investors tend to invest in locations where they believe 

political risk is low. In China, although the central government has essentially ruled out 

the risk of expropriation, local governments are a major uncertainty for foreign firms. 

This uncertainty is even more significant with respect to special areas in inland regions, 

for they are far removed from international market both geographically and physically, 

burdened with the inefficient state owned industry, and handicapped by an open door 

policy that has discriminated against them many years. In addition, their inability to 

make long term credible commitments and secure property rights is partly due to their 

informal institutional framework (Graham 2004, p.91; Zheng 2006b, p.13). Hence, in
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relation to investment environment, the SEZs were a success in attracting FDI because 

of their high degree of institutional flexibility, political authority, and strong regulatory 

environment that tended to attract more foreign investment.

Beginning 1990s, other local governments began to lobby the central government for 

the same development opportunity. The central government held a tight control over the 

designation authority at the national level until 1993, when the State Council allowed 

provincial governments to have the authority to designate new special zones (Zheng 

2006b, p.4). A special zone is regarded as a zone in which local governments have more 

autonomy to pursue their own development goals (e.g. ETDZs, COCs, CEDAs, etc.); 

however only a few can truly be called runaway successes like the SEZs. Some zones 
are highly outward-oriented as they sold three quarters of their products to overseas 
markets while the most inward-looking zone has all the products sold on domestic 
market.

Among the reasons for allowing the expansion of special zones were, to prevent the 

widespread unemployment that could lead to social instability, this gave an opportunity 

to officials to show political performance and boost their political careers, and also to 

benefit from land acquisition and sales. Since provincial level approval was the 

minimum requirement for designating any special zone, a large number of special zones 

were set up by governments at prefecture, county or even township levels without 

official authorization. The ‘zone fever’ began after the Deng Xiaoping’s South Tour in 

1992. The total number of special zones increased dramatically from 11 in 1991, to 

1,951 by 1992 and as many as 8,700 by mid 1993. The central government shut down as 

many as 1,000 zones set up without the proper approval by the central and provincial 

governments (Yang and Houkai 1996, p.456). By 2004, there were 6,899 various 

special zones around the country, covering 38,600 square kilometers of land area. Of 

them only 171 were approved by the State Council and 1,094 by provincial 

governments. In other words, approximately 70% of special zones all around the 

country were outside of the central plan (China Daily 24 August, 2004). This makes 

these zones vulnerable to credibility, thus, less appealing to most foreign investors, 

since they wouldn’t know if the preferential treatment committed by these zones would 

be revoked in the future. In addition, these zones usually have smaller area of land, 

lower development level, less reliable structure, and shorter operating records.
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In contrast foreign investors do not run major political risk in the SEZs, because the 

central government has established a degree of credibility in their commitments to the 

SEZs. Deng Xiaoping in 1984 and 1992, Zhao Ziyang in 1987, and Jiang Zemin in 

1994, 1995 and 2000 respectively, used and have used their personal guarantees to 

maintain the special policy arrangements in the SEZs. This open political support 

resulted in a higher inflow of FDI and long term foreign investors. At the beginning this 

inflow was dominated by small labor oriented and export oriented investors, who used 

joint ventures as the major market entry model, however, now the FDI is starting to be 

of better high-tech quality. Another factor undermining the credibility of the kinds of 

local special zones in the inland region was their financial capacity. Although, the 

central government allowed provincial level special zones to use preferential policies to 

attract foreign investment, only the national level ones, like the SEZs and the 14 ETDZ, 

could treat foreign investors well at the expense of the central government. The five 

SEZs together, and the majority of the open coastal area accounted less than 1% of total 

land area, but they contributed over 30% of total foreign capital in China in 2004, 

making clear that this zones host the majority of the FDI in China (Zheng 2006a, 8). 

Although the share in the SEZs fluctuated between 10 and 14%, from 1985 to 2004, it 

started to slowly decrease since 1998, when the ETDZ were becoming more important. 

While the share of FDI has been shifting from the SEZs to the ETDZ, the SEZs 

continue to be one of the first choices for foreign investors, and are increasingly 

investing in high-tech sectors. Even though, the SEZs and the ETDZ enjoy a similar 

privileged status to attract FDI, they were set up for different purposes. The SEZs were 

established to promote exports, the ETDZ were created with the goal of import 

substitution capacity. Moreover, the SEZs consolidate the FDI, whereas the ETDZ 

promote foreign investment in some major centers of the domestic economy. In 

addition, the ETDZ were set up on a much smaller scale, with less financial support 

from central government and no legislative guarantee (Wang 2002, p.45; Zheng 2006a, 

11).

To emphasize the point of credibility, Walmsley; Hertel and Ianchivichina (2006) argue, 

while local special zones can offer the same tax preferential treatment as the bigger 

zones, there is fewer guarantees that they can continue to offer them. Since the 

preferential tax rate and tax reduction are pre-approved by the central government, the
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national taxation bureau collects tax revenues from special zones based on this 

arrangement. For local special zones, the payable tax revenues are based on the regular 

income tax rate, and local governments are responsible to subsidize any preferential tax 

rate and tax deductions. Therefore, local special zones have to give to foreign investors 

out of their own pockets. Additionally, these zones do not have the infrastructural 

support needed for export businesses, such as, industrial land, custom clearance, and 

telecommunications more frequently available in the SEZs. In practice it is quite 

common for local special zones to offer incentives that they do not have authority and 

capacity to grant. In some inland areas the standard two years tax holiday followed by 

50% reduction during the next three years, was replaced by five years tax holidays 

followed by 50% reduction during the next ten years. For many local governments, the 

only resource they have is land, which they would like to offer with very low or even 

zero fees. Excessive special zones are believed to be the major form of illegal land use 

around China (Zheng 2006a, p.10).

Between 1993 and 2000, the central government promulgated three circulars to prevent 

overreaching incentives offered by local special zones. The first one in July 1993, 

declared that all preferential tax policies created beyond the scope of a local 

government’s power are null and void. The second one in March 1998, added that all 

taxes except for the slaughter tax, banquet tax and animal husbandry tax were off limits 

to interpretation or manipulation by local government. The third circular, in January 

2000, outlawed the technique of ‘collecting first, refund later’ that was broadly used by 

local governments to avoid the central government’s tax regulations (Graham 2004, 

P-91).

In sum, lack of political authority creates a big credibility problem for local special 

zones. Foreign investors are very cautious about transferring big investments into these 

kinds of zones for fear that they might not be able to keep their promises of providing 

incentives. Their concerns were repeatedly reinforced, when the central government 

periodically shut down many unauthorized zones. As for a strong regulatory 

environment, the SEZs have central approval that assures their legal status, sending a 

more positive and confident sign to foreign investors.
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While conducting business in China, foreign firms occasionally find themselves 

involved in disputes with Chinese individuals, companies, or local governments. Given 

the ambiguity of the legal setup in special zones, how these disputes are handled by 

local governments is also a critical concern for foreign firms, when making their 

investment decisions (Lai 2006, p.23). According to Lai (2006) prior to 2001, cases 

involving foreign interests could be filed in either the primary level courts or 

intermediate courts, depending on their nature. However, since courts are funded by 

local governments, foreign firms have complained that poorly trained court officials are 

susceptible to local favoritism. The Supreme People’s Court also set up courts in other 

special zones to specifically handle those cases. These courts are not only generally 

more experienced in adjudicating such cases, but also tend to be more sympathetic to 

foreign firms’ needs. After China’s accession to the WTO, the Supreme People’s Court 

issued ‘Provisions concerning jurisdiction over foreign-related civil and commercial 

cases’, limiting the number of courts allowed by law to hear cases under this category. 

The centralization of the judicial powers in this regard was aimed at directing cases to 

those courts, which are most qualified to handle them.

In short, perceiving variation in credibility and investment environment, foreign 

investors would respond positively towards the SEZs, which have more experienced 

dealing with market forces, and are much more international and market-oriented due to 

the policies adopted for the SEZs, more than three decades ago. The SEZs are 

substantially more effective in promoting FDI inflows than any other region. Thus, 

export oriented foreign firms are more likely to be attracted to the SEZs, because of heir 

higher development level, better infrastructure, continuing rising educational level, a 

clear political authority and a more credible investment environment.

3.6.1 Composition of FDI in the SEZs after WTO Accession

When the first FDI policies were first tried out in the SEZs there were still some 

restrictions especially on foreign exchange. At the beginning of the reform period FDI 

inflows form Hong Kong dominated the FDI received by Shenzhen SEZs especially due 

to advantages of markets and investments in projects of comparative advantage. From 

1987 to 1991, this period saw encouragement of investment by nationals from Taiwan 

and overseas Chinese. FDI from Taiwan, Hong Kong and Macao increased drastically.
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This was also the period when round-tripping of FDI between Shenzhen and Hong 

Kong started. Till some time before 1991, China still had foreign exchange restrictions, 

so the round tripping between Shenzhen and Hong Kong, helped China to send out 

foreign capital and again get it back as foreign capital, without facing many restrictions 

of foreign exchange and avoiding immobility of domestic capital (Cheng and Kwan 

2000, 386). From 1987 to 1991, the SEZs fine-tuned their FDI policies, almost all FDI 

rules and laws were improved, additionally more coastal areas were opened up for trade. 

This time focused more on technologically intensive FDI inflow and manufacturing 

turned out to become more capital intensive, knowledge intensive and technology

intensive. Before China became member of the WTO many of its laws and regulations 

were revised. The accounting systems, insurance procedures and operating measures 

became more systematic and standardized so as to attract more FDI and suit all foreign 

investors alike.

The basic pattern of FDI in the SEZs since the reform started have been through Joint 

Ventures, Cooperative enterprises, Contractual Joint Ventures and FIEs (Mallela 2009). 

Contractual Joint Ventures formed an important part of the SEZs economic 

development since these types of partnerships worked out for the foreign businessmen. 

But the importance of these types of partnerships decreased with more convenient and 

strategic partnerships as the Equity Joint Ventures; however this kind of partnership 

decreased after the Asian economic crisis. After 1997 and more adjustments in the FDI 

policies the FIEs grew rapidly, mostly in the manufacturing industry, becoming the 

major motor of economic development in the SEZs (Fung, Iizaka and Tong 2002, 25).

In 2000, close to 80% of the FIEs established in the SEZs were in manufacturing. 

Machinery, especially electronics and telecommunications received the most amount of 

FDI infusion. In fact, the SEZs together with the coastal open cities’ strong 

manufacturing industry helped the national economy gain foreign investment worth 

US$ 45.8 billion in 2002, an increased of 82 times since 1982. In addition, the real 

estate sector also attracted FDI inflows. Between 1996 and 2000, FDI share to real 

estate was almost 24%. It became one of the top destinations for FDI in the SEZs. 

(Fung, Iizaka and Tong 2002, 25).
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By 2006, the industries that received high levels of FDI were the banking industry, 

followed by the automobile industry, the electronics industry and the retail industry. 

Particularly, the retail industry was the last to be deregulated and did not emerge until 

the late 1990s, since the SEZs economy’s focus was on manufacturing and especially 

export-oriented manufacturing. The electronics industry in the SEZs is considered 

important as it stands as the source of development for industries like information 

technology and communications. (Zheng 2007, 6).

The geographic sources of FDI inflows to the SEZs have experienced some important 

changes. Most of the early investment in the SEZs came from small and labor-intensive 

overseas Chinese firms located in Hong Kong and Taiwan. Their interest in the SEZs 

was strongly influenced by their proximity to export markets and the preferential 

policies they were granted. Investments from ethnic Chinese have been gradually 

subsiding as a share of the total FDI. In 1997, the SEZs showed considerable growth 

and development with 35% of the FDI concentrated there. WTO membership has not 

affected this trend as they accounted for one third of total FDI inflows in 2005. The 

combined relative share of FDI from the U.S., EU, and Japan was around 30% for most 

part of the last two decades. The remaining one third of FDI came mainly from 

offshore, like Cayman Islands and Virgin Islands, and Asian newly industrialised 

economies (NIEs), such as Korea and Singapore (OECD 2005b). Some studies (Tian 

2004; Wang 2002; Lai 2006; Zheng 2006a,b) have found that FDI from Hong Kong and 

Taiwan continue to be mainly labor intensive and tend to use China as a low-cost hub, 

to manufacture goods for export to industrialized countries. In contrast, FIEs from the 

EU, U.S., and Japan are largely concentrated in industries characterized by a high 

degree of technology and are capital intensive, such as telecommunications, chemicals, 

pharmaceuticals and the automotive sector. Thus, the stable share of FDI from U.S., 

EU, and Japan for two decades, seems to indicate that WTO accession has not changed 

the composition of FDI from these countries, however the average size of FIEs (in terms 

of investment) increased around 150% from US$2.3 million in 1993 to US$5.6 million 

2004 (OECD 2005b).

According to the OECD Investment Policy Review China (2005a), the labor intensive 

low-tech FIEs in the SEZs accounted for more than a third of total assets in 1995, but 

their share dropped to around a quarter in 2004. In contrast, the share of labor-intensive
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high-tech FIEs increased more than 10% and accounted for 36% of the total 

manufacturing assets in 2004. This shows that the new economic reforms driven by 

WTO accession has been welcomed by high tech FIEs and that they feel more assurance 

to establish their enterprises in the SEZs. Overall, in the SEZs and the rest of the 

national zones, labor-intensive FIEs consistently accounted for 60% of total 

manufacturing assets, while high-tech FIEs increased their share from 40% to 55% 

between 1995 and 2004. This indicates that labor-intensive FDI still dominates in the 

SEZs; however investors are increasingly engaged in large scale operations and in high- 

tech sectors.

Conclusions

The economic consequences of creating a system that strengthened the financial 

incentives of the SEZs were positive in the sense that officials from the SEZs started to 

promote local industry and enhance their local investment climate for foreign investors. 

Another positive consequence was the construction of housing, roads, town gas, and so 

on, upgrading their infrastructure, which the central government ignored for many 

years. All these factors together shaped the great capabilities of the SEZs.

By the time China accessed the WTO, the SEZs were ready to embrace the universal 

principles of the trading system in the area of foreign trade and investment. As it was 

shown in this chapter, many laws and regulations needed to be revised and amended to 

comply in text with the WTO. Nevertheless, there are still signs of contracting in the 

implementation process of the WTO obligations, for instance the Foreign Trade Law of 

2004, where restrictions or special provisions are made to protect national security. If 

eliminating rules or modifying laws were all that was needed to meet WTO TRIMs 

obligations, China might be brought into compliance. However, the challenges that 

remain are much more vexing. Where one measure is textually consistent with the 

relevant WTO obligation, it has not always been effectively implemented in practice. In 

relation to the SEZs being a magnet for FDI, the SEZs have played a primary platform 

to attract FDI and played a crucial role in China’s economic reform. Although the 

benefits of preferential policies have diminished over time, the SEZs are still attractive 

destinations for foreign investors, because of their political endurance and economic 

advantage. Remaining in the zone could still be considered an important factor for many

85



of them, and required for success in China. As long as China keeps carrying out its 

WTO’s commitments regarding foreign investment and TRIMS, more positive signals 

would be sent to the foreign investors. This can be seen in the change of FDI patterns 

occurring at the moment, at the initial stage of the open door policy, foreign investors 

were mostly small, labor intensive, and low-tech. As the institutional reforms unfolded 

after China’s accession to the WTO, foreign investors with large scale operations in the 

technology intensive sector aimed to establishing themselves permanently in China.

Conversely this rapid economic growth, powered by foreign trade and investment, has 

been at the cost of severe environmental degradation and widening wealth disparity, 

which will be discussed in Chapter 6.
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Chapter 4

China’s SEZs and the WTO Rules on Subsidies and Tax Regime

Since the open door policy started in the late 1970s, the SEZs, where the central 

government was concentrating its efforts to attract foreign investment, were granted 

more freedom to apply fiscal and tax policies in their territory. The central government 

handed the responsibility for price subsidies and tax policies in combination with 

particularistic contracting over to the SEZs to generate more revenues. From then on 

many of these legacies became WTO Subsidies and Countervailing Measure 

Agreement (SCM Agreements] issues, as was the case with the foreign trade and 

investment regime. For WTO accession purposes China revised or removed some tax 

rules that were in violation with WTO principles, including the principle of non

discrimination and the principle of prohibition of tax subsidies. Such subsidies and tax 

incentives are as many instruments, subject to rules in the multilateral trading system 

and they are a complex issue. The main reason for this is that subsidies can be defined 

in different ways and that they are used in pursuit of a wide range of objectives.

This chapter examines the challenges created by China’s accession to the WTO in 

respect to the SEZ’s subsidies and tax regimes, which were inconsistent with WTO 

principles. It describes the responses of the SEZs, such as the unification of the 

enterprise income tax system, and it further discusses the Enterprise Income Tax Law of 

2008, as one of the most significant changes implementing the national treatment 

principle. I argue that although WTO accession has meant changes in the SEZs 

subsidies and tax regimes, other factors such as economic growth potential, low labor 

cost, embracing of universal principles, and economic and political stability, have 

played an important role in maintaining the SEZs special.

4.1 WTO Rules on Tax Regime and Subsidies

Since the establishment of the SEZs, these zones were endowed with several privileges. 

For instance, when reform was introduced the SEZs, established in Guangdong, would 

need to give the centre 1 billion renminbi per year; this amount was fixed for five years

87



and the SEZs could keep everything above that (Shirk 1993, p.167). With this freedom 

the SEZs created strong economic capabilities in combination with the experience and 

learnt from the international market. Nevertheless, by the late 1980s particularistic 

contracting began to reveal signs of deficiencies and according to the economic 

development goals of China, this country needed to embrace the universal principles to 

further implement economic reforms. This did not mean it was an easy task for the 

SEZs, especially in the area of subsidies and tax regimes, since this was one of the most 

important sources of income. This section describes what China and the SEZs faced in 

relation to the Subsidies and Countervailing Measures Agreement of the WTO 

regarding subsidies and tax regimes. WTO rules broadly affect the economic, political 

and social life of each member state. Since WTO is an intergovernmental organization 

based on mandatory rules, government actions, whether they are policy decisions or 

execution of policies, must be regulated and conform to WTO rules and subject to 

surveillance of other members through the trade policy review and dispute settlement 

mechanism.

The legal environment of subsidies prior to the Uruguay Round had the following 

essential characteristics:

a) subsidies were generally permissible in domestics procedures, although a number of 

GATT signatories had accepted obligations to reduce the use of export subsidies, 

especially on other than primary products;

b) countervailing duties were permissible, if calibrated to the amount of subsidization 

and based on a finding of injury; a number of signatories had also agreed in the SCM 

Agreement to follow certain procedures in investigating subsidy allegation; and

c) new subsidy programs that frustrated market access expectations associated with 

tariff concessions were understood to constitute a violation of GATT (Sykes 2003, 

P-14).

The Subsidies and Countervailing Measure Agreement (SCM Agreement) adds a great 

deal to the law that existed before it, and presents the most current international 

regulatory regime on subsidies. For the first time a legal definition of what constitute 

subsidies was given in the SCM Agreement, to be applied to a situation where financial 

contribution is given by a government or any public body in any form of income or 

price support and confers a benefit. In addition, recognizing there are vast numbers of
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government programs involving subsidies for legitimate public purposes, the SCM 

Agreement requires that a subsidy must be specifically targeted to a certain enterprise or 

industry, to fall into the WTO and SCM Agreement regulatory regimes (SCM 

Agreement 2009).

The SCM Agreement adopted the so-called ‘traffic light system’ to classify various 

types of subsidies into red, yellow and green light subsidies, or correspondingly, 

prohibited, actionable and non actionable subsidies. Two types of ‘red light’ subsidies 

are completely prohibited: export subsidies and subsidies contingent on the use of 

domestic over imported goods. All such subsidies are defined to be ‘specific’ regardless 

of their details (SCM Agreement 1999). The ‘yellow light’ subsidies are termed 

‘actionable’ subsidies; they are not prohibited altogether, but may be challenged under 

certain conditions. A subsidy is actionable if it is specific and if it causes one of three 

kinds of damage to another member:

a) injury to a domestic industry;

b) impairment of the benefits of a tariff concession, or

c) serious prejudice to the interest of other members (SCM Agreement 2009).

The ‘green light’ subsidies were introduced on an experimental basis for a five year 

period, which expired in the year 2000. At the present, the experiment has not been 

renewed. While the ‘green light’ provisions were effective, certain types of subsidies 

were ‘non actionable’, even if they were specific. The three categories of subsidies 

temporarily insulated from challenge were:

a) certain R&D subsidies;

b) certain regional development subsidies; and

c) certain subsidies for environmental compliance costs.

Nations that complied with the restrictions in each category could grant the subsidies 

without fear of challenge or countervailing measures, the green light rules thus created 

as Sykes (2003, p.31) pointed out, ‘safe harbors’ for the enumerated government 

programs.

This means that if China had accessed WTO before 2000, the subsidies that SEZs 

implemented in their policies, such as export subsidies and subsidies contingent on the
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use of domestic over imported goods (local content requirement) that were stated in the 

EJV Law of 1988 and FIE Law 1994, would not be actionable according to the ‘green 

light’ of the SCM Agreement, if they were proven to be used in the categories 

mentioned above. The SCM Agreement also provides different remedies for these three 

types of subsidies, including countermeasures, under the WTO dispute settlement 

process, in addition to extensive provision on countervailing measures. The SCM 

Agreement provides special treatment to countries transforming their economies to 

market systems (SCM Agreement 2009). Such benefit was not granted to China, all 

subsidies needed to be removed immediately after accession.

4.1.1 Exports Subsidies vs Domestic Subsidies

According to the SCM Agreement export subsidies are prohibited in light of their 

undisputed adverse effects on trade, as well as the subsidies contingent on the use of 

domestic over imported goods. Domestic subsidies are actionable if they are ‘specific’ 

to an enterprise or industry, or a group of enterprises or industries, and are shown to 

cause adverse effects to the interests of another member. Remedies are available at the 

WTO multilateral forum for all kinds of adverse effects of subsidies (Qin 2004, p.865). 

However, not all government financial contribution becomes a subsidy under SCM 

Agreement; otherwise no government policy would be immune from challenge. One 

must be careful to identify and measure harmful subsidies. Therefore to constitute as an 

illegal subsidy, it must be specific in the sense that the subsidy is for particular 

enterprises or industries. Accordingly, specificity exists where granting authorities make 

financial contributions to certain enterprises, to a limited number of recipients. A 

financial contribution is specified as a direct transfer or a potential direct transfer of 

funds such as grants, loans, equity infusion and loan guarantees, or purchase of goods 

by the government (Qin 2004, p.866). On the other hand, if granting authorities make 

financial contributions according to verifiable legal standards, containing objective 

criteria or conditions concerning eligibility or amounts that do not favor certain 

enterprises, and if these criteria or conditions are based on economic consideration and 

are strictly observed, then these financial contributions made, would not become 

subsidies (Huang 2003a, p.75).
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In the case of the SEZs, domestic subsidies have been granted to enterprises located in 

their territory throughout the years, even after WTO accession. For example, giving 

refunds of value added tax to companies when they purchased domestically made 

equipment has been a practice used since their establishment. Since such a refund is not 

considered a specific subsidy; it has not been banned by WTO. Nevertheless, some 

scholars like Chen (2007), argue that the largest Chinese subsidy to its exporters has 

been the artificially low value of the Renminbi. In relation to the subsidies for export 

promotion, these can enhance the position of subsidized exporters relative to 

unsubsidized exporters in third country markets. This diversion of exports from one 

nation to another can result from any subsidy that causes firms, engaged in exporting, to 

expand their output. Such export subsides may take the form of a fixed payment for 

every unit of a good or service that is exported, or may take more subtle forms, such as 

below market export financing or insurance, tax benefits for exportation, or many other 

measures (Sykes 2003, p.9). Export subsidies are generally undesirable. First, export 

subsidies diminish market access opportunities for competing exporters, and can upset 

their expectations pursuant to negotiated trade agreements. Second, competing exporters 

may persuade their governments to establish subsidy programs of their own, to restore 

competitive balance. By inducing the expansion of higher cost exporters at the expense 

of lower cost exporters, exported goods and services are no longer produced at the 

lowest possible cost. And the taxes used to finance the subsidy programs create further 

distortions that depend on the method of taxation (Sykes 2003, p.10).

In the case of China, some of the exports subsidies that prevail even after WTO 

accession include:

• direct subsidies to a firm or industry contingent on export performance;

• currency retention or similar schemes involving a bonus on exports;

• internal transport and freight charges for exports on terms more favorable than 

for domestic shipments;

• exemption, remissions or deferrals of direct taxes or social welfare charges 

related to exports;

• excessive remission of value added taxes (Creskoff and Walkenhorst 2009, 

P-14).
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In particular, the protected State Owned Enterprises (SOEs), such as steel, receive the 

above mentioned subsidies; in addition the SOEs have easier access to government aid, 

including additional tax holidays and enterprise income tax rate reductions. In the same 

way, the more recent semiconductor industry received a great amount of subsidies from 

the central government, from 1999 to 2005, by obtaining 100% corporate income tax 

exemptions for five years, followed by a 50% rate for another five years at 7.5%, and an 

effective 3% value added tax (VAT) rate on ‘China made By contrast imported chips 

paid 17% VAT. However, VAT refunds in the export products were not likely to 

constitute export subsidies, due to a lack of an overt link between the general tax 

holidays and tax reductions to exports (Lyne 2004). This policy was inconsistent with 

the principle of national treatment. In 2003 China began a massive reformation of its 

VAT system, moving to a consumption based one, equalizing the VAT rate at 15% for 

both domestic and foreign enterprises. With exemptions of specific industries the 

government has mandated that were restricted, giving the government the control of 

how to implement the WTO obligations. Concerning prohibited local content subsidies, 

these involve the use of domestic over imported goods. Some of these tax incentives 

under the Chinese Foreign Investment Law fell within this category. For example, the 

measures to allow VAT refunds for Chinese made steel and equipment were clearly 

import replacement subsidies.

The consequences of a subsidy falling in the prohibited category of the SCM Agreement 

could be that any WTO members may request the establishment of a dispute settlement 

procedure to obtain a ruling recommending that the offending subsidies must be 

withdrawn without delay. If the member found in violation, does not comply with the 

recommendation, the complaining party may eventually receive authorization from the 

Dispute Settlement Body (DSB) to take appropriate countermeasures. Even those 

exports originating from members with an extension on the export subsidy prohibition 

transition period may be subject to dispute settlement procedures, if they cause adverse 

effects to the interests of other members (Torres 2007, p.219). In the case of China, in 

2007 the US challenged a number of measures maintained by China, like providing 

refunds, deductions or exemptions from taxes on benefits that were made available to 

businesses in the SEZs. SEZs were not mentioned in the request for an establishment of 

a panel. This dispute was settled when China withdrew the measures in questions (WTO 

2008).
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According to the SCM Agreement on countervailing measures, a member may not 

impose a countervailing measure, for example a countervailing duty on imports, without 

first making three factual determinations:

1) the existence of subsidized imports;

2) injury to a domestic product, and

3) a causal link between the subsidized imports and the injury.

The effect of subsidized imports from more than one member may be accumulated. 

Articles 10 to 23 of the SCM Agreement establish procedures for conducting 

investigations and imposing countervailing measures (SCM Agreement 2009). 

Additionally, Article 27 extends transition periods to implement new disciplines to 

developing countries. Such article includes both exemptions from the prohibition on 

export subsidies for certain low income countries and phase in periods for middle 

income countries. A phase in period for the prohibition on the use of domestic over 

imported goods expired in 2002. Article 29, also expired, and provided for a 7 year 

phase out period of prohibited subsidies for centrally planned economies, transitioning 

to market economies. However, China was not treated as a least developed country 

(LDC) and required to eliminate all prohibited subsidies as a condition of accession.

In sum, the basic WTO disciplines regarding subsidies have two major components. 

First, they limit the freedom of governments to use subsidies in domestic economies. 

Second, they regulate the use of countervailing measures so that such measures would 

not become trade barriers in themselves. The object and purpose of the SCM Agreement 

is to strengthen and improve WTO disciplines relating to the use of subsidies and 

countervailing measures, while at the same time recognizing the right of members to use 

such measures under certain conditions (Qin 2004, p.864).

4.2 Overview of China’s SEZs Tax Regime and Subsidies before WTO Accession.

Over the decades the central government promulgated a number of different measures in 

line with particularistic contracting, intended to improve the economic incentives of the 

SEZs and shift more responsibility to them in matters such as approving capital 

construction projects and foreign joint ventures, retention of foreign exchange earnings,
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and many others. Thanks to various decentralization policies, officials of the SEZs 

assumed control of the local economy and took advantage of this control to build up 

local industry and set up a tax regime according to its needs (Shirk 1993, p.178). As the 

SEZs were embracing the universal principle, they were learning how to deal with the 

international market and learnt valuable lesson along the way. However, as it was the 

case with the foreign trade and investment regime, many of the policies implemented 

were inconsistent with WTO Agreements at the time of implementation. This section 

examines the tax structure of China and SEZs, in particular before China accessed the 

WTO, their policies implemented and the earlier changes in policy to comply with 

WTO rules.

4.2.1 China’s Tax Structure

China’s tax system came into existence after 1979, when Chinese foreign Equity Joint 

Ventures (EJV) were made liable to pay income tax. Since then, China has made great 

strides in establishing a modem tax system. As an intrinsic part of economic reforms, 

which have been conducted with an evolutionary rather than a revolutionary approach, 

taxes were introduced on a gradual basis in conjunction with the development of 

economic policies. Establishing law and order and a modem tax system were considered 

critical to the success of the policy. To facilitate the transition, a two track system was 

introduced, so that a Western style tax system would apply to FIEs and individuals 

(Foreign Enterprises Income Tax Law) and another system would apply to SOEs and 

citizens (Domestic Enterprises Income Tax Law). The two tracks merged over the years 

in the areas of individual income tax, value added tax (VAT), and other turnover taxes. 

The dual track system ended with the passing of the Enterprise Income Tax Law of 

2008.

Although both the FIEs and domestic enterprises were imposed at the nominal rate of 

30%, because of the two track system and various tax incentives the effective FIEs rate 

was 15%, whereas the effective domestic rate was more than 25% (Rosen 1999, 23). 

This changed with the reform of 2008, levelling the play field for both foreign and 

domestic enterprises at 25%. From late 1980s onwards, the tax structure consisted of 

indirect taxes (VAT, business tax, consumption tax) and enterprise income taxes, an 

individual income tax, property taxes, payroll taxes, and miscellaneous taxes. The
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Chinese VAT was similar to that in other countries. It had a broad tax base with limited 

exemptions, it applied to all taxable goods and services supplied in China, and the 

standard rate was approximately 17%. This tax was collected on all taxable goods and 

services at each level of trade. Only consumers paid the tax. Exports were zero rated; 

the significance of zero rating was that while no output VAT was chargeable, all VAT 

charged at the interim stages in the production chain were effectively refunded to the 

exporter. However, China does not allow a full VAT refund on the export of many 

products (Wei 2007 p.637). The business tax applied to business activities that were not 

subject to the VAT. Taxable activities included taxable business, transportation by land, 

air, water, and pipeline; communications; constructions; banking and finance; 

insurance; mail and telecommunications; cultural and sports activities; and 

entertainment and services; and the sale of immovable property within China. For 

example, the business tax was imposed at the rate of 3% on transportation, construction, 

postal communication, and cultural and athletic activities, 5% on banking insurance, 

services, and the transfer of intangible property and immovable property; and 5 to 20% 

(the applicable rate was determined by the local government) for entertainment (Li 

2000, p.2453). The consumption tax was an excise levied mainly to manufactures and 

importers in addition to the VAT. Exports were exempt from the tax. Generally, taxable 

goods were luxury goods (tobacco, liquor, cosmetics, gasoline, motorcycles and 

automobiles). The tax rate ranged from 45% on high quality cigarettes to 3% on non 

luxury cars. In relation to the individual income tax (IIT), this was first introduced in 

1980 and amended in 1993. The new IIT consolidated three existing taxes: the 

individual income tax introduced in 1980 applicable mostly to foreigners; the individual 

income regulatory tax of 1986 applicable to Chinese citizens; and a household income 

tax of 1986 applicable to business income, earned by individuals and households. After 

1993, a single IIT was applicable to both Chinese and foreign individuals (Li 2000, 

p.2454).

Furthermore, before the Enterprise Income Tax Law of 2008, a tax refund was available 

to any foreign investor if the investor used his profits derived from the FIE to increase 

the FIE’s registered capital or used the profits to establish another FIE in the SEZs. This 

investment needed it to be invested for at least five years (Li 2000, p.2455). There were 

11 categories of taxable income, each computed and taxed separately. While 

employment income was taxed at progressive rates (up to 45%) other types of income
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were generally taxed at the flat rate of 20%. Most foreigners were eligible for an 

exemption on non-Chinese source income. In the case of the SEZs and the VAT 

incentives, an input tax credit was available for VAT under this scheme, paid on 

business supplies, when goods were exported. This normally would lead to a tax refund, 

but the Chinese VAT system did not generally allow a full refund. Though the VAT rate 

applicable to business inputs was 17%, an exporter could claim a VAT refund only at a 

lower rate, which was as low as 9%, meaning that the remaining 8% of VAT inputs on 

business were not recoverable. However in July 1999, the Chinese authorities raised the 

refund rate to 17% for machinery, equipment, electronics, appliances, vehicles, 

instruments and clothing, for other products it was 15 or 13% (Li 2000, p.2456). To 

encourage FIEs to use China made products, a tax refund was available to FIEs when 

these products were purchased as business input on a VAT free basis. The effect was a 

tax subsidy for the use of Chinese made products which was prohibited by WTO rules, 

nevertheless, the scope of this subsidy was limited to Chinese made equipment 

purchased by FIEs to be used in preferred investment projects, as well as China made 

steel. However, as mentioned before, VAT refunds in the export products were not 

likely to constitute export subsidies, due to a lack of an overt link between the general 

tax brakes and tax reductions to exports (Swire 2007). To encourage technological 

innovation, the VAT rates for certain computer software products were lowered from 

the standard 17% to 6% for regular suppliers and from 6% to 4% for small suppliers 

(Lyne 2004).

4.2.2 SEZs Special Tax Incentives

To facilitate the reform experiments, the SEZs were granted greater autonomous power 

in developing municipal regulations and legislation, including local tax structure and 

standards for tax rates, reduction, and exemptions. Flexible and innovative packages 

were assembled, offering incentives for foreign investors. These included preferential 

tax rates, concessions, and exemptions. The corporate income tax levied on FIEs was set 

at a flat rate of 15%, lower than the 30% rate specified in the Joint Venture Law of 

1979. In addition, tax brakes of varying length were provided according to the type of 

investment project (Ge 1999, p.51). For enterprises engaged in services established in 

the SEZs exemption were made for the first profit making year, followed by a 50% 

reduction in the following years, with US$ 5 million registered assets or financial
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institutions set in the SEZs with a least US$10 million registered assets and contract life 

ten years or longer. Enterprises operating in agriculture, forestry and husbandry were 

levied tax at a concessional rate of 15 to 30% thereafter for ten years. Exemption for 

five years from the first profit making year followed by a 50% reduction in the five 

following years were for enterprises investing in seaport or harbor construction, with a 

contract life of 15 years or longer (Li 2000, p.2454). Most exported and imported items 

were exempt from custom duties and the industrial and commercial consolidated tax. In 

the SEZs the industrial and commercial tax exemption applied to imported equipment 

and machinery, raw material, and transportation equipment used for production 

purposes. For the items under state control, such as motor vehicles and consumer 

durables, the rates were reduced to 50% of the standard rates for the SEZs (Ge 1999, 

p.55). As for rebates, these were of 40% of income tax if the profit was reinvested for 

joint ventures; full refund of income tax for export oriented or technologically advanced 

enterprises; and VAT exemption or reduction for products sold in SEZs. Enterprises that 

continued to be technologically advanced after expiration of the regular tax brake were 

granted a three year 50% reduction in their tax rate (Li 2000, p.2455; Zheng 2006b, 

P-7)-

Aside from various tax incentives, the SEZs offered relatively cheap leasing for both 

land and production facilities for as long as 20 to 50 years, depending on the type of 

project. For example, FIEs did not need to pay city maintenance and construction tax, 

instead, they paid urban real estate tax, while domestic enterprises paid house property 

tax. Until the end of 2007, the standard enterprise income tax rate was 33%, while a rate 

of 15% applied to FIEs located in the SEZs, or FIEs involved in manufacturing in the 

ETDZs. The subsidiaries of FIEs in different locations were taxed differently.

With the dual track system implemented at the beginning of the open door policy, 

Chinese tax law treated Chinese and foreigners differently. In general foreigners were 

taxed more favorably. Li (2000, p.2453) discusses, for example, that the tax exemption 

contained in the Individual Income Tax Law discriminated generally against Chinese 

citizens, not foreigners established in the SEZs. These incentives made it possible for 

the SEZs to obtain great revenues that were used to upgrade their infrastructure and 

develop their local economies. The SEZs used particularistic contracting with foreign 

investor that SEZs considered key to obtain technology, and improve their economic
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climate. These measures allowed them to experiment with non-conventional, market 

oriented, and outward looking measures in promoting regional economic development.

4.3 China’s Commitment on Subsidies and Taxation

Section 10.3 of the Protocol required China to eliminate all export subsidies within the 

scope of the SCM Agreement upon accession. In addition, China agreed not to maintain 

or introduce any agricultural export subsidies. China also agreed not to invoke Articles 

27 of the SCM Agreement, which grants special treatment to developing country 

members with respect to the use of domestic subsidies (Qin 2004, p.887). The Protocol 

required China to notify the WTO of any subsidy within the meaning of Article 1 of the 

SCM Agreement, granted or maintained in its territory, and that the information 

provided follow the requirements of the questionnaire on subsidies under Article 25 of 

the SCM Agreement. The first such notification was attached to the Protocol as Annex 

5, which identifies more than 20 categories of government subsidies, including 

budgetary funding to certain loss making SOEs, loans from the state policy banks, tax 

benefits and other preferential treatment granted to FIEs, high tech enterprises, 

enterprises transferring technologies, enterprises located in the SEZs, and provision of 

low price inputs from special industrial sectors (Annex 5, Protocol 2001). Furthermore, 

the taxes applicable to FIEs and foreign individuals in the SEZs included enterprise 

income tax, individual income tax, turnover taxes (including value added, consumption 

and business tax), tariffs, land appreciation tax, resource tax, vehicle purchase tax, and 

vessel tonnage tax.

In general, China’s commitment relating to taxation system was to further improve it 

and to establish a better playing field between FIEs and domestic enterprises. The entry 

into force of the Enterprise Income Tax Law in January 2008 was a significant step in 

this direction. Although the premise of the law is domestic and foreign invested firms be 

treated equally under the law, specific terms and conditions on tax incentives remain 

after the entry of this law; these were specified in the Implementation Rule to the 

Enterprise Income Tax Law (Kong 2002a, p.63).

4.4 SEZs Tax Regime and Subsidies after WTO Accession
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SEZs’ tax laws are becoming complex, reflecting the zones growing economy, dynamic 

business sectors and the continuing adoption of universal principles and practices. These 

developments in the tax law coincide with other long term objectives, including key 

industry growth.

Creskoff and Walkenhorst (2009) argue that to achieve WTO compliance there are four 

principal elements regarding government measures employed in connection with SEZ 

program. These are:

1. a thorough review of all applicable measures and identification of possible 

inconsistent measures;

2. prompt reporting of possible WTO inconsistent measures;

3. development of a plan to phase out WTO inconsistent measures; and

4. implementation of the phase out plan.

The important step is the development of a compliance plan to change prohibited 

subsidies and other WTO prohibited measures into WTO non prohibited measures or to 

remove the measure. In many instances, prohibited export subsidies can be converted 

into actionable subsidies by removing any specific obligation to export goods produced 

in the SEZs and allowing enterprises full access to the domestic market on a duty and 

tax paid basis. In addition, other specific subsidies can be converted into non specific 

subsidies by extending benefits such as tax reduction to all businesses irrespective of 

location or sector. These measures have been in motion in the SEZs in recent years, 

moving them outside the scope of the SCM Agreement’s provision (Creskoff and 

Walkenhurst 2009, p.37).

As part of China’s WTO obligations, in April 2006, China notified the Central 

Government’s subsidies programmes to the WTO; these included income tax reductions 

and exemptions granted to enterprises located in selected areas, engaging in certain 

activities or involving foreign ownership (FIEs). However, the WTO Secretariat 

recommended that a breakdown of estimated tax revenue as a result of these incentives, 

together with economic evaluations of their cost-effectiveness, would greatly improve 

the transparency of these measures (WTO 2006).
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One of the most significant changes that came with the new Enterprise Income Tax Law 

and Implementation Rules introduced in 2008 was the general 25% for both, FIEs and 

SOEs. However, following the contracting approach, FIEs that were of most value to 

the local governments of the SEZs had certain provisions and were granted with some 

of the same incentives as before. For instance, income tax rates specially approved 

encouraged projects 15% tax exemption; the exemption for two years from the first 

profit making year followed by a 50% reduction in the three following years for 

manufacturing enterprises with a contract life of ten years of longer; a 50% reduction 

extended for three more years when enterprises continue to be technologically advanced 

(EIT Law 2008, Article 25). The SEZs continued to use policy tools to channel 

resources into promoting investment in high technology, encouraging innovation, and 

protecting the environment. In relation to the latter, VAT rebate rates have been reduced 

on exports of energy-intensive manufactured goods; protection of the environment is 

also a key objective of the Government’s 11th Five-year Plan (further discussed in 

Chapter 6). Other tools included tax incentives, non-tax subsidies, price controls, and 

various forms of ‘guidance’ including sector-specific ‘industrial policies’ (Zhang 2006, 

P-85).

Since 2002 several new trade-related laws, including the Property Law, the Enterprise 

Income Tax Law, the Anti-Monopoly Law and the Law on Enterprise Bankruptcy, have 

been adopted. According to China’s Trade Policy Review of 2006 and 2008 China 

adopted various tax reforms, including the unification of income tax rates for domestic 

enterprises and FIEs through the Enterprise Income Tax Law, which entered into force 

on 1 January 2008.

Since January 2009 China implemented the consumption based VAT. This is an 

important and positive change, which attracted more foreign investors. The new VAT 

comes a year after the New Enterprise Income Tax Law was unified. The old VAT 

system, which prohibited fixed asset investment from being credited against sales, was 

contrary to international tax practices. Nevertheless, foreign enterprises that used to 

benefit from import VAT exemption and refunds on purchase of domestic equipment, 

no longer have such privileges under the new system, and it placed a burden on 

enterprises investing in technology upgrading, which required considerable fixed asset 

investments {Business China 2 October 2009). Some of the preferences that were
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removed with the new Enterprise Income Tax Law of 2008 were the refund, eligible for 

the reinvested amount of enterprise income tax, paid for a FIE who wanted to reinvest 

their profit, to expand production in China; and the reduction applied after the income 

tax brake period expired. In addition, the 10% refund enjoyed by the FIEs established in 

the SEZs, instead of the 15%, that met export requirements, was removed in 2008 

(WTO 2008).

Another two positive changes, besides the Enterprise Income Tax Law, were the 

creation of the Large Enterprise Administration Department (LEAD), a new department 

covering taxation of large enterprises, and the Partnership Enterprise Law (PEL), both, 

promulgated in 2007, open new possibilities for improved interaction between taxpayers 

and tax authorities. Nevertheless, there is a lack of detailed information on the roles and 

functions of LEAD (AmCham 2009, p.53).

4.4.1 The Enterprise Income Tax Law of 2008

This section examines the impact on the FIEs with the new Enterprise Income Tax Law, 

which mark a significant change in the tax regime in China and particularly in the SEZs. 

With the passing of this law, many of the incentives granted to the FIEs established in 

the SEZs were removed and other requirements were implemented, such as the 10% 

dividend withholding tax. In text the law is consistent with WTO principles. 

Nevertheless, there is evidence of particularistic contracting that continues to give the 

key FIEs incentives to develop key industries. For instance this new law taxes ‘new and 

high-tech’ companies at a concessionary 15% tax rate, in order to encourage innovation 

in line with China’s 2006-2020 Long Term Innovation Plan. However the rules include 

an intellectual property (IP) ownership requirement that prevents most non- 

Chinese MNCs from realizing the benefits they might otherwise qualify for based 

on their activities. Such MNCs, despite their adding significantly to China’s 

technology base, typically do not hold the legal title to their IP within their local 

Chinese subsidiaries, due to a number of reasons that importantly include IP 

security concerns. This represents an opportunity to encourage non-Chinese MNCs 

to initiate or increase budgeted R&D expenditures that would contribute to China's 

long-term innovation plan (AmCham 2009, p.64).
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On March 2007 China’s parliament adopted the Enterprise Income Tax Law, which 

states that a unified corporate tax rate of 25% would apply to all firms in China, foreign 

and domestic alike, starting from January 2008. Nevertheless, a lower tax rate was 

available for qualified small profitable companies (20%) and for qualified high new 

technological enterprises (15%) without geographical limitation (Business News Flash 

17 October 2007). With the new Enterprise Income Tax Law, the statutory income tax 

rate was set at 25%; previously the statutory income tax rates were 33 % for domestic 

enterprises and 15% for most FIEs located in SEZs. According to the OECD (2005a), 

before the passing of such a law, it was estimated that as a result of various tax 

concessions, the average income tax rate of domestic enterprises was about 25%, and 

that of FIEs was about 15%, this meant that FIEs were the ones who felt a stronger 

impact than the domestic enterprises.

This new law marked the end of the preferential tax treatment that FIEs enjoyed for the 

past three decades. These preferential tax treatments played a key role in attracting FDI 

to the SEZs, which contributed significantly to their export-oriented development, 

technology upgrading and rapid economic growth in the past decades. The previous law 

gave more preferential tax treatments to FIEs placing Chinese domestic firms in a 

disadvantageous position in competition with their foreign counterparts. This was a 

violation of the principle of fair competition and WTO’s principles of national 

treatment. China’s move to end preferential tax treatments was part of China’s 

commitment to WTO agreements (Tian 2008, p.3). Furthermore it was an action taken 

to reduce tax evasion. The preferential tax treatments to FIEs provided Chinese 

domestic firms with the opportunities to evade tax. They registered in foreign countries 

or regions where tax is low or zero, and then return to China as foreign enterprises to 

enjoy preferential tax treatments. With the ending of these preferential tax treatments, 

FIEs would see an increase in tax cost and a decrease in profit margin, while China 

domestic firms would enjoy the reverse. It was estimated by the OECD (2005a) that, as 

a result of the enactment of the Enterprise Income Tax Law, the FIEs would pay 

approximately US$ 6 billion (RMB 41 billion) more enterprise income tax, while 

domestic enterprises would pay US$ 19 billion (RMB 134 billion) less. It is expected 

for FIEs to face stronger rival Chinese firms and a much tougher competition 

environment in the Chinese market in the years to come. However, as Tian (2008)
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points out, the negative impact on the inflow of FDI to China would be limited because 

the newly adopted corporate income tax rate of 25% is not as high as compared to the 

average corporate income tax in other countries. For example in Australia is 30%, 

France 34%, Germany 25%, and United States 34% (World Bank 2007).

The signs of particularistic contracting were evident in the way the FIEs were 

considered key enterprises and were involved in projects and activities encouraged by 

the government and continued receiving concession and exemptions. For example, the 

FIEs could also enjoy grandfather relief, such as a transition period of five years and 

could make use of the transition period to restructure their investment and adjust their 

business model to cope with changes in the tax regime (Tian 2008, p.7; WTO 2008). 

For example, for FIEs to qualify for tax incentives under the new law, they would have 

to consider new measures such as raising the high-tech content of their products and 

production technology, as well as purchasing capital goods for enhancing environmental 

protection, water and energy conservation, and production safety in order to qualify for 

new investment tax credit. Furthermore, the high-tech enterprises established in the 

SEZs and Pudong New Area would enjoy certain transitional preferential tax treatments. 

Although details were lacking as to the nature of the preferences, this suggest that high- 

tech enterprises established in the SEZs continue to receive more attractive preferences 

(Business News Flash 17 October 2007).

With the new law, the FIEs established before March 2007, and those subject to a 15% 

income tax rate before 2008, would pay 18% in 2008, 20% in 2009, 22% in 2010, 24% 

in 2011, and 25% in 2012. FIEs that were subject to a 24% income tax rate before 2008 

would pay 25% from 2008. FIEs that were benefiting from the ‘two-year exemption 

followed by three-year half deduction’, or the ‘five-year exemption followed by a five- 

year half deduction’ tax brake, retained the remaining tax brakes. If an FIE was entitled 

to such a tax brake, but it had not commenced due to accumulated losses, it would 

benefit from the tax brake from 2008. Nonetheless, incentives remained in place for 

investors in less-developed regions, such as western China, and for investment in 

activities that the government wishes to encourage, such as agriculture, environmental 

protection, and renewable energy. Enterprises engaging in high-tech and new 

technology activities would pay a tax rate of 15%; if such enterprises are established in 

the SEZs or Shanghai Pudong New Area on or after 1 January 2008, they would be
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exempt from income tax in the first two years from the year during which revenue from 

production and business operation was first derived, and then subject to 12.5% in the 

third to the fifth years (Ubilla 2009).

China’s decision to end preferential tax treatments to foreign investors has to do with 

the fact that the preferential tax treatments to FIEs placed domestic firms in a 

disadvantageous position in competition with FIEs. The former paid the standard 

corporate income tax rate of 33%, much higher than that paid by FIEs. They therefore 

had a higher cost structure and a smaller profit margin than their foreign counterparts. 

The unfair treatment violated the universal principle of fair competition, and it was in 

conflict with the WTO principle of national treatment (Tian 2008, p.3). On the other 

hand, the ending of these incentives is part of China’s effort to fight tax evasion. Under 

the current tax regime, many Chinese domestic firms evade tax through preferential tax 

treatments. They register their companies overseas and return to China as foreign 

enterprises to enjoy tax treatment; these ‘fake foreign enterprises’ were estimated to 

have contributed to one third of the inward FDI in China (Chung 2007). These fake 

foreign enterprises normally register their companies in places where tax rate is low or 

zero, such as Hong Kong, the British Virgin Islands, Cayman Islands and Western 

Samoa, and move back to China from there as foreign enterprises. In 2006, these four 

places were all among the top ten countries or regions to have invested in China (Tian 

2008, p.17). Notwithstanding the ending of the preferential tax treatments, foreign 

investor continue to move to the SEZs because of the attractiveness of other factors, 

such as economic growth, low labor market, economic and political stability, sound 

infrastructure, and a pro-business and pro-growth government.

In sum, what did not change with WTO accession was the tax reduction or exemption 

for business located in the SEZs, such as tax brake for new productive enterprises and 

tax reductions for encouraged projects in the SEZs, for they were present in the new law 

under different provisions. Furthermore, the exemption of exported products from 

import duties or indirect taxes also continued with this law, the explanation for this is 

that these two exemptions of products from duties or indirect taxes exported to other 

countries from SEZ, are not a subsidy, according to the SCM Agreement (Creskoff, and 

Walkenhorst 2009, p.15). In other words, in text, the Enterprise Income Tax Law was 

consistent with the WTO principles, but the absence of operating rules made it hard to
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enforce. The New Enterprise Income Tax Law has unified the tax rate, tax incentives, 

and expense deduction rules for domestic enterprises and FIEs, but the unification of tax 

treatments (national treatment) is far from complete. This work goes beyond the 

provisions of the new law, since the tax treatment of business restructuring like merger, 

acquisition, equity transfer among others, are very different between domestic 

enterprises and FIEs and needs to be aligned {Business News Flash 17 October 2007). 

In addition, non specific subsidies, including applicable tax rates imposed by national, 

regional and local government authorities, would not be inconsistent with WTO rules, 

as long as is a nation wide program, and is not limited to a designated region or a 

limited number of enterprises.

Conclusions

Prior to WTO accession, central and local governments facilitated the establishment of 

FIEs in the SEZs through decentralization, deregulation, encouraging competition and 

providing incentives to specific enterprises and industries, which not all were consistent 

with WTO principles. With the gradual shift from particularistic contracting to universal 

principles, China implemented measures that were reforming its subsidies and tax 

regimes, either before accession or immediately after accession, suggesting China’s 

willingness to fulfil its obligations. Nevertheless, there were other factors that 

encouraged China to embrace WTO principles, such as the general recognition of the 

importance of the market economy, the ambition on the part of Chinese government for 

a full integration into the world economy, and more importantly, the pressure of 

domestic needs to expand foreign trade and to generate more employment opportunities. 

Thus, in the area of taxation, the WTO membership brought to the SEZs a 

comprehensive framework, which levelled the playing field for domestic firms in 

competing with FIEs that benefit from a coherent regulatory framework in their own 

countries. This comprehensive framework was needed to harmonies regulatory policies 

that were largely developed sector by sector, under the approach of particularistic 

contracting, thus helping to improve coordination, consistency and accountability. 

China’s accession to the WTO meant significant implications for China’s tax policy and 

subsidies. Although some tax incentives have been removed or revised to make the 

Chinese tax system compliant with WTO requirements, most of the incentive measures 

did not required sudden removal. Tax incentives remain a feature in the Chinese tax
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system. China strategically continues to use tax incentives in the SEZs to achieve its 

economic policy objectives, including enhancing key industries and attracting foreign 

investment.

The existence of natural resources, political and economic stability, the greater 

transparency of the legal and regulatory systems, the adequacy of supporting 

institutions, such as transportation, communication, and other infrastructures, and the 

skilled labor force, are usually much more important in determining suitable investment 

locations. Hence, China’s SEZs attractiveness lies not only in its low tax rate. The rapid 

economic growth, population size, low labor cost, economic and political stability, 

skilled labor, upgraded business infrastructure, and the strong commitment of the 

Chinese government to market oriented reform and opening up, all contributed to 

China’s SEZs unique attractiveness to foreign investors.

106



Chapter 5

China’s SEZs Employment after WTO Accession

In the case of the labor market, a particularistic approach was evident in the urban labor 

arrangements under central planning that included labor allocation by labor bureaus; 

incentives determined by permanent job tenure through retirement (the ‘iron rice 

bowl’); and wage determination according to the ‘wage grid’. All of these institutional 

arrangements imposed severe limitations on job mobility on the administrative side and 

reduced incentives to work hard and/or to change jobs on part of the workers.

Step-by-step reform has characterized almost all of China’s transition from planning 

and this gradualism has characterized the liberalization of urban labor markets. Wage 

reforms introduced in the late 1970s have been constant with international standards. 

Nevertheless, benefits in the labor market have not been achieved in the same way as 

economic growth under the particularistic contracting approach. However, the WTO 

membership has promoted further reforms that have transformed the labor market in the 

SEZs, in particular the growth of surplus rural labor, the gradual erosion of labor 

mobility restrictions, the emergence of migration from rural to urban areas, and the 

development of informal urban labor markets.

The issue of labor law was an area in which the SEZs had the most difficulty in 

complying with international standards. The SEZs comparative advantage lied mainly 

with its abundant labor supply. Low wage, labor intensive and light industry were the 

source of much of the SEZs economic growth and its successful export drive, as well as 

a prime attraction for foreign investors. Accepting international standards that would 

raise the cost of labor was economically irrational. Nevertheless WTO membership in 

coordination with the International Labor Organization (ILO), China, and thus the 

SEZs, have introduced changes to improve and protect the rights of the workers, 

without losing the goal of improving the business environment for foreign investment.

This chapter discusses what changes have occurred in labor law at central level after 

WTO accession, and in particular, how any of these changes have impacted directly on 

the SEZs, for example the enactment of the Labor Contract Law of 2008, described as
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one of the most significant changes after WTO accession. I argue that the SEZs have 

taken advantage of the frameworks of disciplines provided by the WTO membership, 

not only to facilitate trade, but also to enhance their labor market. Although the new 

Labor Contract Law means increased labor cost, the SEZs seem to have realized that 

keeping labor costs low is not sustainable in the world market. After entering the WTO, 

the SEZs have been increasingly connecting labor standards with international trade.

5.1 WTO and Labor Standards

This thesis does not focus on the debate that has been going on for years about the 

issues within the WTO redressing labor problems. Instead, it is intended to examine the 

tools and frameworks that WTO provides on this issue, and examines, if this framework 

has had any effect in the SEZs. Although the WTO does not deal with labor standards as 

such, inside the WTO there is a consensus: all WTO members are committed to a 

narrower set of internationally recognized ‘core’ labor standards, such as the freedom of 

association, no forced labor, no child labor, and no discrimination at work (WTO 2009). 

In dealing with the labor linkage issue, the WTO Ministerial Conference held in 

Singapore in December 1996 declared:

We renew our commitment to the observance of internationally recognised core 
labor standards. The International Labor Organisation (ILO) is the competent 
body to set and deal with these standards, and we affirm our support for its work 
in promoting them. We believe that economic growth and development fostered 
by increased trade and further trade liberalisation contribute to the promotion of 
these standards. We reject the use of labor standards for protectionist purposes, 
and agree that the comparative advantage of countries, particularly low-wage 
developing countries, must in no-way be put in question. In this regard, we note 
the WTO and the ILO Secretariats will continue their existing collaboration 
(WTO 1996).

Although labor standards as such are not dealt within the WTO, this organization 

represents a powerful incentive to promote working rights. In addition, the WTO has 

worked for many years in coordination with ILO in this area, in 2007, these two 

organizations published a study called ‘Trade and Employment’, a collaborative 

research that shows the level of commitment from both organizations in addressing the 

relationship between trade and employment.
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China has been working with ILO in projects to foster development and promotion of 

good labor and environmental standards conditions. In 2001, China agreed to cooperate 

with ILO in the activities of raising public awareness about international labor 

standards, designing job training programs and strengthening the unemployment benefit 

system. For example, various training workshops have been conducted on labor 

flexibility and employment promotion. The most recent one, conducted in September 

2009, was related to the strengthening of labor inspection, where a team of experts from 

the Ministry of Human Resources and Social Security and the ILO had field visits to 

Guangdong, Hubei and Zhejiang Provinces. They also had extensive consultations with 

labour inspectors from most provinces and municipalities. The preliminary findings and 

priority recommendations have not been published yet. Particularly, from 2001 to 2004, 

there was a special project in the SEZs called: ‘ILO Project on Improved Human 

Resources and Labor Relations Management in Chinese Special Economic Zones’, 

which aimed to meet the SEZs’ need for sound labor relations and well-trained and 

skilful labor force. This project aimed to help the SEZs to fill the gaps in human 

resource development and management, as well as to increase Chinese enterprises’ 

ability to deal fairly with labor relations (China CSR 2009).

According to ILO, the importance of respect for the fundamental principles and rights at 

work, and for national and international labor standards, are major factors in attracting 

investment that promotes long term, high-quality growth. Nevertheless, for ILO the 

legal restrictions on trade union rights in Special Economic Zones, in countries like 

China, the lack of enforcement of labor legislation and the absence of workers’ 

organizations representation, were among the factors noted as undermining the ability of 

zones to upgrade skills, improve working conditions and improve productivity and 

thereby to become more dynamic and internationally competitive platforms (ILO 2003).

The freedom of association has been the most complicated issue in China, where the 

unions are different from those in other countries. For example, Chinese unions are not 

politically independent but controlled by the central government through a hierarchical 

system. Union official are usually not elected by the union members but appointed by 

the central government and belong to the government administration (Ge 2007, p.2). 

According to Ge (2007, p.7), Chinese unions lack a ‘monopoly’ face, since they have a 

weak bargaining power in collective bargaining with management, instead they have a
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‘collective voice’ face and significant welfare functions. They take part in a wide range 

of activities such as accepting employee grievances, mediating labor disputes, 

monitoring the implementation of labor law, providing various services and welfare 

benefits to employees, promoting technology innovation and employee training, and 

participating in corporate governance and policy making. Although the Labor Contract 

Law of 2008 granted more power to unions, as it is further examined, the WTO 

membership has not changed this particular matter in China.

In sum, the SEZs through the years have contributed to the upgrading of physical 

capital, and have created an efficient and competitive industrial infrastructure. 

Furthermore, they had been successful in earning foreign exchange, increasing 

employment and developing export competitiveness. Although, there is no direct link 

between WTO membership and the improvement of labor conditions in China, it’s a 

fact that WTO membership has been a driving force in making labor reforms. In 

addition, the SEZs, in cooperation with ILO, have been taking steps to improve work 

conditions toward international labor standards.

5.2 SEZs’ Labor Market Pre-WTO Accession

In the era of economic reform, the Chinese government began a process of reform 

designed to improve the mobility, flexibility, incentives and efficiency of labor. 

Through the particularistic contracting approach, the central government granted labor 

planning autonomy to the SEZs, which managed labor according to their social and 

economic development objectives. Post-1978 labor reforms rejected ‘egalitarianism’ 

and sought to reward workers for the work they actually accomplished. Although basic 

wages continued to be set by the national pay scale, bonuses linked to enterprise profits 

became a larger share of worker income (Shirk 1993, p.44). In fact, the creation of 

employment opportunities was one of the immediate benefits ensuing from the SEZs 

and the upsurge of foreign capital inflow. Not only did foreign firms employ local labor 

directly, but the linkage between foreign and domestic enterprises enlarged foreign 

operation in the SEZs and translated into enhanced domestic activity and increased 

employment (Ge 1999, p.83). Overall, employment in the SEZs expanded at a very 

rapid pace, increasing about 25-fold during the 1990s; this was equivalent to an annual 

average growth rate of almost 30%. The performance of the employment was more
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remarkable in the FIEs (most of them operating in light industrial sector and services) 

than SOEs (heavy industrial sector, financing and telecommunications) that operated in 

the SEZs. Although, the SOEs accounted for about one-half the total employment and 

an annual growth rate of 23% in the SEZs at the end of 1993, the FIEs caught up at an 

exceptionally fast pace of more than 60% per annum, on average. The FIEs emerged as 

an important force in job creation in the SEZs. This rapid expansion was closely related 

to the increasing trend of foreign investment in the SEZs (Harwood 1997, p.76). For Ge 

(1999, p.93), several factors were responsible for this correlation in the SEZs. First, the 

increase in employment in the SOEs was the result of the expansion in these enterprises. 

Second, the expansion in the SOEs and the resulting increase in employment were 

stimulated by the foreign investment in the zones, through various ties between the 

enterprises and foreign firms. This represented the indirect employment effect of foreign 

investment. Third, since total foreign investment contained foreign loans, which were 

taken by the SOEs, the business and employment expansion resulted from the ability to 

borrow internationally, they were measures of the direct employment effect of foreign 

investment inflow. In other words, the increase in employment within the SOEs in the 

SEZs was related to the presence of foreign investment.

In relation to the wages, while many of the unskilled workers came from rural areas 

surrounding the zone, semi-skilled and skilled employees came from all over the 

country. In order to attract these people to relocate and work in the SEZs, the wage and 

benefit packages offered, in Shenzhen SEZ in particular, were better than the national 

average. This was present across all types of ownership categories. Nevertheless, the 

gap between the salary in the SEZs and other regions widened over time. For example, 

in the 1980s it was two times higher; by the 1990s it was almost three times higher. The 

same happened with the population, in general the population increased 13-fold from 

1980s to mid 1990s. To a large extent, the increase in the number of non-permanent 

residents was the result of the manufacturing and construction activities, but at the same 

time, inadequate management and inability to enforce labor control regulations were 

responsible for part of the problem (Solinger 2002a, p.37).

5.2.1 The SEZs’ First Labor Regulations
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The SEZs, in their quest to experiment with foreign management introduced reform 

measures dealing with labor related issues. The hiring of workers based on employment 

contracts with specified term limits and dismissal of unqualified employees was 

permitted for the first time. Contrary to the traditional rigid, administratively based 

wage practice, wage rates were determined in the SEZs by the market and tied to worker 

productivity and business performance. Wage differentials across sectors and firms 

were also permitted in the SEZs. These reforms represented a significant departure from 

the life-time, ‘iron bowl’ employment.

In 1982, the Shenzhen SEZ implemented the first labor contract system among all 

enterprises and public and social institutions, representing a significant departure from 

the ‘iron rice bowl’ mentality. Furthermore, in 1983 it introduced social labor insurance 

for employees in labor contracts, as well as wage reform. In 1984, the wage reform also 

covered employees of governmental agencies and public institutions. The state 

monopoly of labor allocation was replaced by a somewhat more decentralized one 

(Ngok 2008, p.47). By 1990 the Shenzhen SEZ, abolished the planning quota for 

recruitment by state enterprises, and enterprises were allowed to choose their own 

employees. The state no longer took responsibility for matching the supply and demand 

for labor. The work units idanwei) system, practiced in the SOEs, was dismantled, 

which meant that workers had to make their own contributions to their welfare and 

benefits (Knight and Song 2005, p.23). In 1994, the introduction of the Labor Law 

gave management in the SEZs more discretion over wage determination, this law 

represented a new breakthrough and the intention was, to establish a modern 

enterprise system under the principles of the ‘socialist market economy’. This 

legislation covered labor contracts, hiring and firing, wages and salaries, 

settlement of labor disputes, role of unions, and social insurance. However, the law 

was not readily enforced, nor fully implemented and it failed to provide legal 

protection for migrant workers from rural areas (Ngok 2008, p.52). In 1995, 

Shenzhen drafted their own wage guidelines, where a mandatory minimum wage was 

enforced to protect the interest of low wage employees; in 1997 this practice was 

extended to other cities. In 2002, in an attempt to prevent labor rights abuses within the 

city, the Shenzhen SEZ drafted a law to protect workers’ rights (which were 

contemplated in the Labor Contract Law of 2008), often at the mercy of private
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businesses and joint-venture companies. In fact, the Chinese government was 

reluctant to make a national labor law and preferred labor regulations as the main 

labor policy instruments. Between 1979 and 1994 more than 160 labor regulations 

and rules were issued, the majority of these were first implemented in the SEZs 

before the rest of the country. In 1998, about 110 million urban workers were put on 

individual labor contracts and the wage of each employee had three main components: 

the basic wage (derived from standardized wage scale), the functional wage (relating to 

status and seniority), and the floating wage (including bonus), determined at the 

enterprise level (Ding and Warner 2001, p. 321; Knight and Song 2005, p.24).By the 

end of the 1990s more and more workers were beyond the direct control of the central 

government and under the influence of market forces. Nonetheless, according to a 2006 

Economist Intelligence Unit report as well as Ngok’s study in 2007, 85% of employees 

in SOEs and FIEs were given written contracts, while more than three quarters of the 

workforce in foreign invested and private small and medium enterprises were not 

covered. Furthermore, most of them lack basic protection and rights (EIU 2006; Ngok 

2008, p.54).

In sum, the experience gained by the SEZs in experimenting with foreign management 

systems resulted in a movement toward gradually accepting international labor 

standards. Working conditions started to improve before the WTO accession. 

Furthermore, although the Labor Law of 1994 was an important landmark in the attempt 

to provide a framework where a labor market could operate, it still needed several 

adjustments, which were addressed in the Labor Contract Law of 2008.

5.3 SEZs’ Policy and Regulatory Developments after WTO Accession

The labor market after WTO saw increased job creation in the non-state sector, due to 

the FDI, encouraged by WTO accession, and a significant increase in the layoff of 

workers from inefficient SOEs. Multinational companies relocated many of their 

product lines from the developed countries to the SEZs to avail of cheap labor, low-cost 

production, a potentially very big market and a stable environment. Activities, such as 

retailing, distribution, and tourism created more employment opportunities after the 

relaxation of restrictions on these sectors. Furthermore, the SEZs service sector 

expanded to provide services related to different stages of exports. As more foreign
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companies set up business in the SEZs, various services to these companies were 

required, for example, accountants, lawyers, engineering and other consultants and 

supporting staff (Bhalla and Qiu 2002, p.10). A distinctive characteristic before and 

after WTO accession was the long-term plan to transform the SEZs economy to become 

more oriented toward higher value-added manufacturing and service industries, by 

providing training programs to worker to upgrade their skills. Nevertheless as the study 

of AmCham (2009 p. 67) highlighted, in the short term it seems to favor maintaining a 

large role for labor-intensive manufacturing and exports. All the same, the SEZs have 

looked to balance the labor intensive sector with the continuing development of the 

service sector and high tech industries.

One important consequence after WTO accession was the increased cooperation 

between the SEZs and international organizations through agreements signed by the 

central governments with organizations such as ILO. From 2001 to 2004, the project 

called ‘Improved Human Resources Development and Management and Labor 

Management Relations in Chinese Special Economic Zones (China HR&LR Project)’ 

was implemented. This was the first ILO multilateral technical cooperation project 

specially designed for China since the end of the 1980s. The project was funded with a 

grant from the State Secretariat for Economic Affairs (SECO) of Switzerland. The 

overall goal was to assist and to empower Chinese policy makers, enterprise managers 

and trainers to respond to the global economic competition through better human 

resources and labor relations policies and practices. The objectives were to develop 

human resources and labor relations training materials, designed for the special needs 

and condition of the SEZs; to recommend new policies, systems and practices to 

improve the competitiveness of the SEZs; and to develop and propose methods of 

operation to improve work conditions, enhance human capital and raise productivity 

(SECO 2005). According to ILO, the main results were the improvement of 

management skills for more than 500 enterprises managers on human resources and 

labor relations; the improvement of the understanding of the importance of effective and 

sound human resources and labor relations for related officials at the central level, 

including the officials from the SEZs; and developing a training and research network 

for human resources and labor conditions with national and international experts, who 

directly worked with the project (SECO 2005).
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After the WTO accession, although a decreased demand for both manual labor and 

management jobs in the SEZs was present related to the increase of labor cost, and even 

with thousands of SOEs factories closing, the labor market in the SEZs remained tight 

enough to allow workers to earn relatively high wages, a distinctive characteristic of the 

SEZs. For example, wages of migrant workers in the SEZs were kept at a low level of 

600 to 800 renminbi per month until 2004. Thereafter the average wage has been 

increasing steadily, up to nearly 1,300 renminbi per month (China Daily 1 January 

2008).

On the other hand, in relation to labor disputes, increases in the abuse of worker’s rights 

almost doubled in the Shenzhen SEZ. For example, according to the China Labor 

Bulletin, from 1994 to 2006, some of the reasons of discontent and rising labor dispute 

were: low wages, forced overtime with little or no additional pay, unsafe working 

conditions, and the lack of benefits (Zhao and Lim 2008, p.3). In addition, the social 

safety net for migrant workers, whose employment and residency status were often in 

disadvantages conditions, started to be more precarious.

Overall, after the WTO accession, the current labor market in the SEZs has had the 

following characteristics:

1) while the state sector was shedding employment in large numbers, the non state 

sector (especially the FIEs) has enjoyed a rapid increase;

2) employment has been shifting from primary and secondary sectors to the tertiary 

sector. One notable trend is the increasing number of rural laborers migrating to 

urban areas to work in service activities, such as cleaning, maintenance and repair, 

construction, restaurants, and so on;

3) a large portion of laid-off workers have become permanently unemployed; and

4) with economic development and urbanization, there has been an increasing number 

of people displaced by extensive land requisition in peripheral urban areas (Zeng 

2005, p.14; Meikle and Zhu 2000, p. 135).

In sum, after the WTO accession and with the departure of public ownership, labor 

relations that in the past were strongly political, bureaucratically controlled and based 

on a concept of common interest and particularistic contracting, became labor relations 

based on economic advantage, regulated by trends in the market economy and based on
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a coordination of interests. However, problems such as unemployment, distribution, 

social security, security of employment and health became increasingly serious.

5.3.1 The Labor Contract Law of 2008

Key among the reforms in the area of labor market after the WTO accession was the 

Labor Contract Law of 2008. This law was designed to enhance job security and 

safeguard interests of Chinese workers by setting standards for mandatory labor 

contracts, lay-offs and severance payment. It also granted more power to labor unions.

Since China’s accession to the WTO, the labor-intensive industries in which China 

possesses international competitiveness have grown, intensifying the demand for the 

agricultural labor force. Migrant workers in the urban labor market provided an 

important human resource that supported rapid economic growth. In 2006, migrant 

workers accounted for 46% of total employment in urban areas. Therefore, it makes 

sense to examine employment and wage levels for migrant workers under the Labor 

Contract Law.

The old Labor Law of 1994 lacked initiatives to protect the interests of the workers and 

was not forcefully implemented. For Zhao and Lim (2008) this was understandable, 

since promoting economic growth by attracting foreign investors, using cheap labor in 

order to develop the manufacturing sector, was a priority of the central government. 

One of the main components of the Labor Contract Law was the stipulation that labor 

contracts would take the form of a fixed period labor contract, where the termination 

date was stated; without a fixed period labor contract, where the termination date was 

not stated, aim for the worker in the company for more than ten years; and a project 

based contract, where its termination was based upon the completion of the prescribed 

work by the employers and workers. In addition, it would be prohibited for employers to 

retain the worker’s resident identification card. This law would greatly improve the job 

security and working conditions of workers in China (Article 13-15, Labor Contract 

Law 2008). The Labor Contract Law of 2008 laid the foundation for the present labor 

law framework centered on market principles. However, as has been present in previous 

recent passed laws, this law places undue emphasis on principles, exacerbating the 

difficulty of concrete implementation (Ma 2005, p.2).Nevertheless, it represents new
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efforts to stabilize labor relations and improve the living and working conditions of 

workers, especially migrant workers. For Ngok (2008) the rationale behind this law lies 

first in the leaders Hu Jintao and Wen Jiabao, whom took positions in 2002 and 2003 

respectively, and whom were more concerned with social justice and the conditions of 

the underprivileged. The new development slogan ‘putting people first’ and building a 

‘harmonious society’, aims to balance economic growth, social development and 

environmental protection, shifting away from Deng Xiaoping and Jiang Zemin focus on 

aggregate growth; and second, the lack of migrant workers in the coastal provinces 

became a concern for investors and local governments.

In relation to the union issue, from 1992 to 2006, there was a steady increase in the 

number of labor unions being formed in plans and enterprises across the nation. In 

Articles 4 of the Labor Contract Law, labor unions or employee representatives were 

given a more distinctive role; they were regarded as a collective negotiation mechanism, 

however they still are under government control. The new legislation also required 

employers to consult labor unions before any massive layoffs could be carried out 

(Article 51, Labor Contract Law 2008). Nevertheless, although All China Federation 

of Trade Unions (ACFTU) took part in formulating the law, its semiofficial 

background limited it from participating in civil debates. The WTO accession has 

not changed the weak collective bargaining between unions and management. Neither 

the labor law nor the unions play important roles in regulating industrial relations. As 

Ge (2007, p.46) points out, the objectives of the union remained contradictory: on the 

one hand, they are required to be the social partner of government and enterprise 

management, and on the other hand, they are required to be the representative of the 

employees against management in collective bargaining. Thus, the new Labor 

Contract Law was inadequate in this sense, but it did represent an improvement in 

the protection of Chinese workers' rights. Furthermore, although the law was 

formulated to also give migrant workers more priority, it still failed to define the legal 

status of migrant worker; however, the law applies to them. In relation to the SEZs, this 

law was met with criticism from some FIEs, since they claimed such a law could 

increase labor costs and thus, a reason for particularly high volume low margin firms 

established in the SEZs and the coastal region to close or relocate to the inner regions of 

the country or other countries. However, as Zhao and Lim (2008) state, although the 

FIEs would be the most affected, to the point of considering to close or to relocate their
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enterprises out of the SEZs, this industrial migration is a slow process and can take 

several years. In addition, the Chinese government did not offer any financial schemes 

to assist the labor intensive industries in their move to the inner regions or establish any 

new industrial or special zone in the poorer provinces.

The SEZs have realized that keeping labor cost low is not the way to achieve their goal 

of moving up to value added chain. After entering the WTO, the SEZs more and more 

have been connecting labor standards with international trade. The SEZs realized that 

they need to improve their labor market, in order to compete with international labor 

costs, without the pressure of foreign unions opposing the SEZs low labor costs and 

before countries would begin boycotting Chinese goods. Furthermore, Zhao and Lim 

(2008) argue, the Chinese government is not particularly concerned; for these authors 

this was a way for the Chinese economy to move up the value added chain. Along with 

the Labor Contract Law, the government implemented a number of policies that seek to 

increase cost pressure on labor intensive business in order to upgrade the industries, and 

have decided to charge higher pollution treatment fees for labor intensive industries. 

The authors point out: ‘the passing of the new legislation was a clear display of the 

Chinese government’s “harmonious society” doctrine to the working population’ (2008, 

P-17).

5.3.2 What WTO Membership has not changed in the Labor Market?

Although WTO accession has meant a gradual abandonment of elements of 

particularistic contracting toward universal principles, it is evident that this 

practice is still in use. For example, according to the OECD (2005a, p.102), in 

relation to wages in SOEs established in the SEZs have often been set by local 

authorities, rather than the market and FIEs have often contracted with local 

authorities retaining surplus labor unnecessarily.

As for labor flexibility, the biggest constraint has been the registration (hukouj system, 

although reforms have been made in this issue, these have not matched the needs of the 

migrants to the SEZs. The system still distinguishes between urban, rural, temporary, 

and permanent workers, this puts workers, registered in rural areas seeking jobs in urban 

areas (migrant workers), at a disadvantage as their entitlements to health care, housing,
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and education for their children are not sufficiently provided for by the employers or 

local authorities (WTO 2008).

Conclusions

Although China’s transition from an administered labor system to a labor market has 

adopted a typically Chinese style of gradual changes, the particularistic contracting 

approach has not achieved the results as the economic growth has .Imposing 

international standards on some inflexible officials require enforcement, regulation and 

uniform rules in this issue (Zhang and Gang 1994, p. 154). Nevertheless, the WTO 

membership has provided a new opportunity to reexamine the position of China’s 

workers in a world economy, and has stimulated the process of labor market integration. 

Furthermore, as a result of substantial increases in employment in rural and urban China 

and a decline in the working-age population, labor shortage is becoming an issue for the 

labor market. To address the pressures on this sector, the SEZs had focused on 

encouraging job growth in the private sector (especially in the service sector), 

which has been the main source of job growth in recent years; reducing barriers to 

migration; developing worker skills; facilitating job searches; and strengthening 

the social safety net. However, the inefficient implementation process of laws and 

regulations has been the weak point.
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Chapter 6

Post-WTO Environmental Challenges for the SEZs

The distinctive behavior of China’s ‘particularistic contracting’ approach left its mark 

on the way China began to open its door to the world after 1979. Foreign investment 

was drawn in by granting the SEZs greater freedom and preferential treatment to attract 

investors through bargaining contracts. After two decades of gradual reform, policies 

were reoriented outward to such an extent that the Chinese government felt, it could 

move the country into the WTO and accede to international pressure and embrace 

universal principles.

Having achieved a successful integration with the world economy, China later became 

the target of international pressure in the area of environmental protection. Addressing 

this issue in a manner that could satisfy foreign governments, NGOs and firms has been 

a difficult task, because it has involved enforcement of uniform rules affecting domestic 

actors, such as the SEZs. According to the WTO, in addition to regulatory measures, 

national, regional or multilateral initiatives to deal with environmental degradation 

involve the adoption of price-based measures such as taxes and tariffs, market-based 

mechanisms, as well as a variety of other measures, including subsidies. As they relate 

to trade, these measures are subject to WTO rules and procedures. This means that the 

SEZs’ design of environment programmes need to take into account the potential trade 

impact of these measures under WTO rules.

In this chapter I argue that environmental protection has been another area that has not 

achieved the same results as the economic growth under the particularistic contracting 

approach. The SEZs traded off a degree of environmental amenity to be able to meet 

their economic development goals since their establishment and have been paying high 

environmental costs since then. In addition, the SEZs have granted subsidies to 

domestic enterprises that are inconsistent with WTO rules and have deteriorated the 

environment. Nevertheless, although the WTO membership has challenged these 

practices and have promoted changes in the SEZs regulations to protect the 

environment, the weak point continue to be the inefficient enforcement of laws by local 

officials from the SEZs. This chapter examines the laws, regulations and subsidies
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implemented at the central level and in the SEZs to tackle environmental degradation 

that are subject to WTO rules. Furthermore, it describes the SEZs measures aiming 

toward sustainable development to continue improving their business environment to 

attract foreign investment and continue to be considered special.

6.1 WTO and Environmental Protection

Sustainable development and protection and preservation of the environment are 

fundamental goals of the WTO, and complement the WTO’s objective to reduce trade 

barriers and eliminate discriminatory treatment in international trade relations. Although 

there is no specific agreement dealing with the environment under WTO, members can 

adopt trade-related measures under WTO rules, aimed at protecting the environment, by 

fulfilling a number of conditions to avoid the misuse of such measures for protectionist 

ends. In addition, since any improvement in environmental protection could mean 

measures (such as subsidies) toward specific sectors, this could deteriorate the 

environment and could be trade-distorting, thus are subject to WTO rules and 

disciplines.

In relation to the measures taken with protectionist ends, the provision of government 

subsidies to sectors is the one that could affect the environment adversely and distort 

trade. By reducing the cost of production in these sectors, subsidies can increase the rate 

of resource exploitation and associated levels of pollution. As well as reducing tariffs 

and other trade restrictions which make imports more expensive, trade liberalisation 

requires governments to reduce subsidies to many of their own industries. Current WTO 

rules give conditional exemptions from trade measures against countries for subsidies of 

up to 20% of the costs of such products. On the other hand, while the general WTO 

principles are intended to facilitate trade, they also have the effect of constraining the 

use of trade measures for environmental purposes. For example, the general WTO 

principle of ‘MFN’ and ‘non discrimination’, are commonly understood to not allow a 

country to discriminate between products, for instance furniture made with timber 

harvested using sustainable forestry practices and furniture which is made from timber 

extracted unsustainably. Nevertheless, some WTO exception clauses allow members to 

depart from their general trade commitments in order to apply trade restrictions to 

protect the environment. In particular, GATT Article 20 provides conditional
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exemptions for measures which are necessary to protect human, animal or plant life or 

health, or relate to the conservation of exhaustible natural resources. The provision 

seeks, among other things, to ensure that environmental measures are not applied 

arbitrarily and are not used as disguised protectionism. In addition, there are WTO rules, 

including specialized agreements such as the Agreement on Technical Barriers to Trade, 

ATBT (which deals with product regulations) and the Agreement on Sanitary and 

Phytosanitary Measures, ASPM (which concerns food safety and animal and plant 

health) that provide scope for environmental objectives to be followed and for necessary 

trade-related measures to be adopted.

‘Green’ Provisions in WTO Rules

• Preamble to the WTO Establishment Agreement: recognition of optimal resource 

use, the environment and sustainable development.

• GATT Article 20 and GATS Article 14: measures necessary for protecting 

human, animal or plant life or health are exempt from normal GATT or GATS 

disciplines under certain conditions.

• TRIPS Article 27: governments can refuse to issue patents that threaten human, 

animal or plant life or health, or risk serious damage to the environment.

• Technical Barriers to Trade (TBT) Agreement (product and industrial 

standards): explicit recognition of environmental objectives (ISO 14000).

• Sanitary and Phytosanitary (SPS) Measures Agreement (animal and plant health 

and hygiene): explicit recognition of environmental objectives.

• Agriculture Agreement: environmental programs are exempt from cuts in 

subsidies.

• Subsidies and Countervailing Measures Agreement: allows subsidies of up to 

20% of relevant firms’ costs for adapting to new environmental laws (Nankivell 

2002, p.55).

To avoid the abuse of unique standards for protectionist purposes, the WTO agreements 

specify that such standards must be based on scientific evidence (except where 

sufficient evidence is currently unavailable) and must not result in unjustified barriers to 

trade. In terms of its direct environmental impacts, international trade is intrinsically no 

different from domestic commerce. Both involve the production, transportation, sale,
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consumption and disposal, recycling or reuse of goods. Both therefore use resources and 

can cause pollution or other damage.

6.2 The SEZs’ Pre-WTO Environmental Protection

The SEZs have an even harder time tackling their environmental problems. More than 

thirty years of giving policy priority to rapid industrial growth created severe air and 

water pollution and soil erosion. Large areas of forestation were destroyed to satisfy the 

farming and housing needs of the increasing population, and in order to achieve the goal 

of rapid growth on industrial production, highly polluted heavy industries were 

established in residential and agricultural areas and thus causing severe contamination 

of water sources and land (Yeh 2007, 418).

During the 1980s, foreign pressure was brought on China’s environmental management, 

the central government responded cooperatively. It established a national Environmental 

Protection Agency and a legal basis for environmental enforcement in 1989. However, 

this agency was a sub-ministerial organ that was thoroughly outgunned by the industrial 

ministries and provinces it was supposed to supervise; the ministries and provinces had 

both higher bureaucratic ranks and greater actual political power. In the case of the 

SEZs, this agency provided technical guidance and the SEZs provided administrative 

direction. Under these circumstances, environmental officials were unable to discipline 

the action of the SEZs (Shirk 1994, p.82). At the national level, the central government 

enacted many environmental laws including legislation addressing environmental 

protection, natural resource protection and conservation, and special litigation for 

pollution prevention; the country ratified many international conventions and treaties 

(Wang 2006, p.203). Between 1979 and 2004, the State Council issued 59 major 

environmental regulations, with more than 30 focusing on issues such as wildlife 

preservation, conservation of endangered species, air and water quality, the prevention 

of soil erosion, and marine pollution (Robinson 2004; Sitaraman 2007, p.295).Yet, as 

Wang (2006) argues, many of the regulations were both frivolous and unrealistic, 

legislation for legislation’s sake. The result was a comprehensive substantive 

environmental regime that lacked effective procedural mechanisms. And like many 

national laws, China’s environmental initiatives were ignored at the provincial and local 

levels.
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At the local level, the SEZs promulgated many provincial laws and environmental 

regulations with similar objectives as the central ones, like any provincial law, they 

could not contravene regulations issued by the central government. And as it was the 

case, the lack of enforcement was the problem. For the SEZs, implementation of the 

environmental laws was a dilemma, and various authors like Barboza (2005), Yeh 

(2007) and Fuller (2008) pointed out arguing that local governments (in this case the 

SEZs) controlled the budget, personnel decision, promotions and the allocation of 

resources such as automobiles, housing, and office space. The local Environmental 

Protection Bureau officials were heavily dependent on provincial, city or county 

governments for career reasons. Thus, it was natural to expect that SEZs would pursue a 

policy that would accelerate economic growth and generate employment rather than 

environmental protection, and the local interest depended on the tax revenues generated 

by local polluters, making it a vicious circle.

The relatively weak position of the State Environmental Protection Administration 

(SEPA) within the state hierarchy, coupled with the fact that environmental protection 

bureaus at provincial and county levels were predominantly controlled by local 

governments, caused promulgation and enforcement of regulations by the SEPA 

extremely difficult. Furthermore, there were many regulations guidelines, standards and 

other legal documents enacted by various levels of local government further 

complicated the issue (Yeh 2007, p.424). For example, despite the addition in 1997 of 

criminal sentences as sanctions for environmental protection violations, fewer than 20 

cases, out of 390 approximately, were prosecuted. Besides, some provisions were 

drafted in vague language and did not spell out specifically what these administrative 

penalties were, or what constituted a criminal act (Wang 2006, 168). Overall, the lack of 

clarity in the legislation, the ineffective coordination and the often overlapping 

functions that provoke the parties involved to disclaim responsibility and lay the blame 

on the other, have caused tremendous difficulties to enforce the law.

6.3 SEZs Efforts to Tackle Environmental Degradation after WTO Accession

At the national level, while China’s policy objectives have been strong growth and 

consequent poverty reduction, these objectives have now been tempered by concerns 

over the deterioration of the environment. In recent years, the Chinese government has
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made significant efforts to reduce environmental damage and to promote sustainable 

development. The 11th Five-Year Plan, initiated in 2006, emphasizes the importance of 

sustainable development, resource conservation and environmental protection. Focus on 

a ‘circular economy’ and other initiatives promoting environmental objectives are 

increasingly recognized by officials at all levels of government as a key aspect of their 

responsibilities (AmCham 2009, p.22). The plan includes a series of goals on reducing 

greenhouse gas emissions and energy consumption by 2010, including reducing overall 

air pollution by 10% and energy consumption per unit of GDP by 20%; treating 70% of 

wastewater and 60% of residential garbage in cities; and providing access to drinking 

water for an additional 100 million rural residents (11th FYP 2006-2010).

In addition, the new Catalogue for the Guidance of Foreign Investment in Industry of 

2007 included a provision on resources conservation and environmental protection. In 

such provision, in order to encourage foreign investment in the development of the 

recycle economy, clean production, renewable energy, ecological environment 

protection and comprehensive utilisation of resources, relevant items have been added 

to the encouraged category in the catalogue. For example, foreign investment was no 

longer encouraged in projects involving important mineral resources that are rare or 

non-renewable in China. Also, the exploration of certain important non-renewable 

mineral resources was now off-limits to foreign investment, while foreign investment in 

high energy consumption, high resources consumption and high pollution projects were 

be restricted or prohibited. One good example of significant effort was in 2004, when 

the first China Green National Accounting Study Report was published jointly by the 

State Environmental Protection Administration (SEPA) and the National Statistics 

Bureau, it reported that economic losses caused by pollution to the environment for the 

year of 2004 amounted a total value of RMB 511.8 billion (approximately US$65 

billion) which accounts for 3% of the total GDP. Environmental costs by water 

pollution, air pollution and solid wastes pollution were RMB 286 billion (China Daily 

Information 6 September 2006). Although there was little detail about the methodology 

adopted by the authorities in compiling the statistics, for Yeh (2007), the publication of 

the China Green National Accounting Study Report 2004 and the openness of senior 

officials in admitting the inadequacy of the report as well as the seriousness of 

environmental problems facing China, were highly encouraging.
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According to China’s Trade Reviews Policies of 2006 and 2008, the authorities have 

taken measures against environmental deterioration. Some of these measures were 

reducing VAT rebates on exported goods considered energy-intensive and highly 

polluting; and ‘green credit policies’ that provide preferential credit to ‘environment- 

friendly endeavors’ at the expense of energy-intensive industries. The authorities also 

shut down small coal mines and small coal based electricity producers, and provided 

subsidized loans for desulphurization.

As a result of the awareness of the need to price energy inputs, such as electricity and 

petroleum properly, in 2006, energy intensity (according to WTO, is the amount of 

energy required for every U.S. dollar produced in the economy) fell by 1.33%, although 

significantly lower than the Government’s 4% annual reduction target under the 11th 

Five-year Plan; energy intensity fell by 3% in the first nine months of 2007. According 

with WTO Secretariat, more use of economic instruments, such as tradable pollution 

permits and increased taxes on energy resources, including coal (a possible form of 

‘carbon tax’), are needed to achieve the Government’s targets in the 11th Five Year 

Plan; and points out that export taxes are likely to be less effective instruments for 

achieving these targets (WTO TPR 2008).

A revised Water Pollution and Prevention Control Law came into effect in June 2008, 

toughening punishment of enterprises and company officials that cause serious water 

pollution incidents. The Circular Economy Promotion Law, adopted in August 2008, 

came into effect on January 1, 2009. The law promotes development of a ‘circular 

economy’, or improved resource utilization efficiency through recycling, protecting and 

improving the environment, and realizing sustainable development. Among other 

provisions, government at all levels is charged with ensuring that industrial policies 

meet the Law’s objectives, in this case the SEZs. Furthermore, the 2008 Enterprise 

Income Tax Law grants preferential tax policies for enterprises investing in 

environmental protection, energy and water conservation. At local level, although the 

SEZs have passed more than 1,000 pieces of legislation regarding environmental 

protection, one of the problems has been that the local environmental protection bureau 

have not have financial and personnel resources devoted to such tasks. However, 

national government authorities responsible for overseeing local environmental law
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development and implementation have believed that more complete access to local laws 

has been essential for the SEZs to fulfill their job responsibilities.

At the local level, the SEZs greatest achievement is also their biggest burden and the 

environmental problems get harder and more expensive to address the longer they are 

unresolved. Nevertheless, the environmental law making process shows evidence of 

particularistic contracting, every time that the central government granted the SEZs the 

independency for local initiatives addressing local priorities, particularly if the central 

government believed that national action on a determinate issue could be premature, 

thus the central government promoted ‘pilot projects’. On the other hand, if a particular 

issue, such as waste minimization was viewed as priority, SEPA and the national 

authorities set national guidance for that issue.

Despite all these impressive laws and reports, the big issue lies in the lack of effective 

enforcement and monitoring of these measures at local level, which lead to an uneven 

level of environmental protection, as well as banned publication of data on the subject 

for fear of inciting social unrest. Generally, the task of enforcing China’s environmental 

laws and goals falls upon provincial and local authorities, in this case the SEZs. 

However, the SEZs are often constrained by the need to balance resources availability 

and environmental concerns against their economic growth priorities, resulting in a 

short-term focus on growth. To make things worse, the inefficacious organizational 

structure of the agencies in charge of the reforms has been an endemic problem. 

Although the State Environmental Protection Agency (SEPA) was officially responsible 

for promulgating laws and creating specific regulations, the local Environmental 

Protection Boards (EPBs) were in charge of enforcement, and this in turn depend on 

local governments for funding and resources, presenting potential conflicts of interest in 

monitoring and enforcing environmental laws and regulations, and reducing the 

efficiency of local environmental protection efforts (Sitaraman 2007, p. 279; Fuller 

2008, p.546). Nevertheless, by 2008 China elevated the State Environmental Protection 

Agency into a cabinet-level ministry with access to the State Council’s decision-making 

process, more staff, and greater financial support. It is uncertain if this will be sufficient 

to give a notoriously weak agency sufficient authority to carry out its mandate. 

However, this institutional change clearly indicates the direction of policy toward more 

effective administration of environmental protection policies.
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China’s biggest environmental problem lies with energy. China’s developing industries 

rely heavily on coal for producing the electricity required to produce goods. In fact, 

about two thirds of the nation’s energy production comes from coal. However, China 

has made progress in this areas as well as natural gas, coal, renewable energy, among 

others. Particularly, the proposed Energy Law introduced in 2006, which is still under 

consideration and it is expected to pass in 2010, is the most anticipated law regarding 

environment protection, and it is expected to shape China’s comprehensive energy 

safety, pricing and taxation, scientific and technological innovation, service, and 

international cooperation (AmCham 2009, p.25).

As the economy grows and the standard of living increases, a wealthier middle class and 

even the poor develop demand for electrical appliances, creating a greater and greater 

demand for electricity and therefore coal. The difficulty comes with convincing firms to 

adopt pollution reduction standards when, initially, those standards will reduce total 

output. Pollution should be address with a particularistic contracting approach, not on an 

industry-wide basis, but on an individual basis.

Furthermore, the SEZs, especially Shenzhen, have gained gradual achievements after a 

released of a series of strong measures, mainly in the manufacture industry, to push 

energy conservation, emission and consumption reduction, optimize energy structure, 

develop cleaner production and improve ecological environment in recent years, 

making at least in some jurisdictions of the SEZs, the situation of ‘weak enforcement’ 

being changed in some areas of environmental laws. Some of these measures are: 

Technical specifications for emission monitoring of stationary source (2007), Technical 

guidelines for environmental protection in automobile manufacturing for check and 

acceptance of completed project (2007), Measurement technology guidelines for check 

and acceptance of air pollution control project for bulk gasoline terminal and gasoline 

filling station (2008) and Technical guidance for the development of clean production 

standard (2008) (Liu 2008, 75). In addition, the province of Guangdong where three of 

the five SEZs are established, through its Environmental Protection Department 

(GEPD) developed a pollution warning system in 2006 as effort to protect its citizens 

and reduce pollution, this alarm system take measures like limiting the number of 

vehicles in case of serious pollution.
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However, if the SEZs governments monitored the pollution of each firm, particularly 

manufacture firms, and fined them based on the proportion of their production output 

relative to their pollution output, they could eliminate the possibility of any firms ‘free 

riding’ the pollution control strategy. Furthermore, the more efficient firms would pay a 

lower fine, and the least efficient firms would have to pay the highest. The SEZs 

governments could then use the money to either directly to reduce pollution in other 

areas like vehicle emissions or fund research exploring better methods of reducing 

pollution (Mulligan 2006, 4).

In sum, although WTO accession has not had a direct effect on environmental 

protection in China, nevertheless, it has meant a driving force to improve laws and 

regulations in this area with the support of international organizations, such as the 

United Nations. In the case of the SEZs, these zones have implemented regulations 

where environmental protection has been gradually important, the most recent effort to 

tackle environmental degradation was found in the Shenzhen Environment Outlook 

report of 2007.

6.3.1 The Case of Shenzhen SEZ

In terms of environmental protection, Shenzhen is regarded as a forefront Chinese city. 

In 1997, China’s State Environmental Protection Agency entitled the city as the first 

national model city for environmental protection. In 2002, Shenzhen received the 

United Nations Environment Programme (UNEP) award of Global 500 Roll of Honor, 

due to its efforts to simultaneously yielding both economic and environmental gains 

(UNEP 2002). Seemingly, Shenzhen city has been successfully following the concept of 

developing the economy without damaging the environment, a so-called ‘win-win’ 

strategy.

The Shenzhen Environment Outlook report 2007 was one of the outputs of the United 

Nations Environment Program (UNEP). The report identified key environmental issues 

for Shenzhen. Notably air quality, land and water resources. This report was 

coordinated by various scientists, academics, government officials and civil society 

representatives, in cooperation with SEPA and the Shenzhen Municipality. Shenzhen 

reflects the rapid urbanization process of China, and the success economic growth and
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impressive economic figures, yet having spectacular achievements in economic and 

social development as well as urban planning and construction, Shenzhen confronts the 

pressure in land resources, the environment degradation, expansion of the population, 

and energy and water shortage. How to combine harmonious and healthy development 

with these pressures is still a big challenge for this city. The 114 pages Outlook report 

the main problems in the areas of water, atmosphere, land, biodiversity, coastal and 

marine areas and urban vulnerability, and highlight the actions taken to address the 

problems.

Responding to the impacts of environmental degradation, Shenzhen has issued a series 

of laws, regulations, policies and plans. Shenzhen was the first city in China identifying 

basic ecological control boundary, covering 975 square kilometers, and provided strong 

support to the safety or urban ecosystem, where exploitative activities were strictly 

limited. In addition, it enhanced the construction of sewage treatments facilities in order 

to reduce water pollution. Existing parks in Shenzhen are gradually employing 

reclaimed water, rain water and recycled waste for vegetation and landscape. In 2005, 

the municipality issued the ‘Regulations of Shenzhen on Saving Water’ to enhance 

water saving in the city.

According to the study, shortage of available land for construction severely constrained 

social and economic development of Shenzhen. By 2006, construction land reached 

719.88 square kilometers, which is over 90% of the total available land construction. In 

2005, there was no more than 100 square kilometers available land for construction 

remaining outside the ecological control boundary. The report forecast within ten years, 

Shenzhen would have no available land for construction according to the exploitative 

intensity as 10 square kilometers each year. For this case, Shenzhen is promoting the 

reform of old urban districts and raise the land efficiency (UNEP 2007). In 2006, 

Shenzhen passed a series of guidelines and regulations, such as the Implementation 

Scheme of Boosting Energy Conservation, the Rules on Comprehensive Utilization of 

Resources, the Management Methods of Recycling and Reusing Renewable Resources, 

among others. By 2007, Shenzhen improved the energy saving service mechanism of 

‘Energy Management Contract’ and more than 60 key energy consumption units have 

established energy saving management systems (UNEP 2007).
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The reports conclude that rapid development of the past decades has put big pressure on 

environment of Shenzhen. To facilitate sustainable development, the report suggests, 

Shenzhen authorities should also take the development of good ecology into the agenda 

of the city while advocating the development of material life and political progress. In 

addition, more efforts should be made to combine environmental management with 

environmental control (UNEP 2007).

Conclusions

Environmental protection has been another area that has not achieved the same results 

as the economic growth has under the particularistic contracting approach, but has 

however in paper gradually accepted international standards in this matter. In other 

words, although economic growth within the SEZs have provided resources and 

technologies for better environmental management, this has not been realized and there 

remains much room for improvement. The SEZs implied that resource use and pollution 

beyond the environmentally sustainable level could be seen as justified at least in the 

short term. Nevertheless, the environmental cost came with a high price. Due to the 

rapid economic growth, which had outpaced improvements in energy and resource 

efficiency, the SEZs have had difficulty meeting their goals in reducing emissions of 

pollutants. Although in the past decade, environment has been an increasing priority for 

the SEZs, the effectiveness of the environmental protection regime in the SEZs has very 

much depended on the dedicated commitments of all responsible officials, in 

persistently as well as consistently enforcing the law, which has been inefficient. Hence, 

it is surprising how China has signed agreements and passed laws to conform to foreign 

demands regarding these issues. As Shirk (1994) pointed out, beneath the surface lays a 

weak enforcement effort and much less real progress than has been promised. WTO 

membership has helped to address problems that have been growing since China 

embarked on its reform and opening 30 years ago. In addition, has promoted the 

development of advanced production and environmental technologies to reduce the 

environmental pollution in the SEZs.
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General Conclusions

The Significance of the SEZs post WTO Accession: Are They Still Special?

Since the introduction of the reform and opening-up policy, the SEZs, by carrying out 

drastic reforms took the lead in opening up to the outside world, and achieved a historic 

breakthrough in economic and social development and made great contributions to the 

national reform and opening up processes. The SEZs have not been static since their 

creation; they have continued transforming their economic structure and development 

patterns both before and after WTO membership was achieved.

In the lead up to WTO accession WTO rules provided a great degree of guidance to 

SEZs’ foreign trade and investment laws. SEZs have therefore become models upon 

which the central government has drawn from to lead new reform policies; to add or 

create new economic advantages, and; to attain higher levels of development that can 

benefit the rest of the country.

This study also found that alongside WTO accession and the development of other 

member economies SEZs still face some challenges. They include an overall low 

industrial level; the prevalence of low value added products, and; a relatively weak 

overall degree of competitiveness. Furthermore, more recently it has become evident 

that their ability to guarantee a steady supply of energy and resources remains 

inadequate, while environmental pollution within these zones has become a serious 

consideration.

Despite these challenges, WTO membership has brought great opportunities to the 

SEZs, as they are still regarded as strategic zones with remarkable economic strength 

and competitiveness within the region, and as hubs where the process of 

industrialization and marketization are quickly expanding. The SEZs are using these 

advantages to focus on the solution of prominent problems, in order to sustain their 

economic growth and to achieve scientific development.
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Background and context

Since the establishment of the SEZs, these zones were granted several privileges, which 

in turn gave the SEZs full control of their own economy and were able to build up their 

local industry and develop strong economic capabilities. Nevertheless, many of those 

privileges were inconsistent with WTO Agreements, and since China’s accession into 

that organization the SEZs have been dismantling those privileges.

China saw in the WTO membership a great opportunity to further open up its economy 

and accelerate its development goals, while attracting more foreign investment. In other 

words, even before accession China was already making substantial changes to its laws 

to gradually align them with international standards. WTO membership facilitated the 

progress of such (they were not only economic in nature, but where related to legal, 

organizational and institutional matters) reforms.

Each step in China’s compliance with international standards precipitated changes and 

ripples throughout the SEZs’ legal structure. Each change also caused problems with 

long term agreements and contracts between the central government and the SEZs. 

Nevertheless, the aim was to enter in order to induce and facilitate more investment 

within a sound environment. The WTO accession and implementation added 

momentum to a further opening up of China’s SEZs.

Even though the biggest challenge for the SEZs was to adapt to universal principles, 

there is evidence of the use of particularistic contracting in the revised, amended or 

passed laws after WTO accession to facilitate compliance with WTO principles. Using 

this approach was prudent not only for the SEZs, but also allowed China’s legislative 

and administrative sectors to retain the flexibility to decide China’s own ways and pace 

for the implementation of the WTO Agreements. As Susan Shirk (1993, p.85) points 

out, the contracting approach, as evidenced by China’s implementation practices, not 

only complied with China’s legislative tradition and style but also with the current need 

to accommodate the WTO challenges and opportunities. In other words, trade 

liberalization, first implemented on a particularistic contracting basis and then through 

WTO membership, gave central and local authorities an interest in perpetuating an 

incompletely marketized economy.
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In combination with this particularistic contracting approach, the WTO Agreements 

have been responsible, to a certain degree, for the ‘flexibility’ in the implementation 

process in the SEZs. For instance, the WTO Agreements require the criteria of 

uniformity, transparency and impartiality in the administration of laws and regulations. I 

have argued that domestic regulations were the weak point in the SEZs’ implementation 

process. Due to the lack of measures to ensure proper implementation of the new 

legislation, legal practice on the ground differed greatly from the actual stipulations of 

the law. The result was more flexibility in the hands of Chinese policy-makers, who 

could then decide the extent to which legal commitments would be implemented. 

Nevertheless, the implementation process of the WTO Agreements in China, and hence 

that in the SEZs, has followed strictly the text of applicable WTO Agreements. It 

directly transplanted international norms into the domestic system, and ensures the 

literal consistency between Chinese law and the WTO Agreements, even though there 

may be inconsistencies in the practice

During the implementation process, the most notable feature was that the SEZs 

governments adopted the particularistic contracting approach to the WTO’s rules 

implementation. Under this approach, the SEZ took the initiative of implementing those 

WTO commitments falling within their line management jurisdiction in the form of 

administrative rules with more flexibility towards specific issues.

Within the 11th Five Year Plan and the Plan for the Reform and Development of the 

Pearl River Delta (2008-2020), the SEZs are expected to pursue further liberalization, 

carry on further reforms and opening up, concentrate on building a modem industrial 

system, and speed up the transformation of their development pattern to take the lead in 

building a resource-conserving and environmental friendly society and in promoting 

scientific and technological progress.

Furthermore, the central government has endowed the SEZs with greater autonomy and 

support to their pioneering exploration into the new ways and new measures for the 

transformation of economic development patterns. Hence, the SEZs continue with its 

historic mission as the ‘experimental field’ for nationwide reforms.
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For example, in the Plan for Reform and Development of the Pearl River Delta (2008

2020), where universal principles and international standards are embedded, a particular 

task has been assigned to Shenzhen SEZ. In regards to the administrative system, this 

zone is facing the challenge to take the lead in exploring the ‘giant department’ system 

syndrome within the governmental structure, following the requirement that executive 

decisions and supervisory authority need to constrain and coordinate one another. When 

the conditions are ripe the system will spread to the whole Pearl River Delta.

The principle of transparency has stimulated the SEZs to establish a management 

system that meets international norms, and trade barriers have been abolished. 

Furthermore, in regards to WTO commitments, for example, although the tariff rate 

average has been lowered, the SEZs have continued to maintain their tax advantages 

and thus their advantage to attract foreign investors.

In sum, China’s accession to the WTO has led to extensive changes to the SEZs’ foreign 

trade and investment regimes. They range from substantially lowered barriers for trade 

and investment to considerably improved domestic governance. As a result of these 

changes, the SEZs’ system has become far more open and consistent with WTO 

standards than a decade ago. Joining the WTO could be considered China’s most 

significant move in the past decades, and with the success of the SEZs, the Chinese 

government has recognised that economic reform and market openness are cornerstones 

of sustainable economic growth. As a WTO member, China is expected to rely upon 

WTO consistent methods to address difficulties relating to its trade regime. Failure to 

honour its commitments will erode the confidence of foreign investors who are playing 

an important role in the SEZs constant modernization.

Foreign Trade and Investment Regime

Despite the improvement in the revision of laws and regulations and the improvement 

of transparency, China’s SEZs have not entirely eliminated all performance 

requirements. Tax benefits and other incentives are still offered to FIEs and domestic 

enterprises contingent upon the use of domestic or imported equipment. Although, some 

preferential treatments of FIEs has been justified within the WTO national treatment 

requirements, the various FDI incentives provided by the Chinese government through
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the SEZs, tax exemptions in particular, have been challenged through the WTO dispute 

mechanism settlement. However, up to now most of these disputes have been settled 

through bi-lateral agreements.

Notwithstanding, the advantages of investing in the SEZs persist even after their 

preferential treatment was diminished or diluted. The SEZs have succeeded in attracting 

FDI thanks to their credibility in their commitments, high degree of institutional 

flexibility, and strong regulatory environment that tends to attract more foreign 

investment that others parts of the country.

Subsidies and Tax Regime

In relation to tax regime, the most significant change was the unification of the 

enterprise income tax system under the 2008 Enterprises Income Tax Law, which 

placed domestic enterprises and FIEs on a similar play field, while converting the VAT 

from a production based into consumption based tax.

Despite major reforms and changes, some of the preferential tax policies available to 

FIEs within the SEZs remained without much change. Those that remained included tax 

exemptions to encourage advance technology projects; tax exemptions for service 

enterprises and financial institutions, and; some tax holidays for new productive high 

tech enterprises. Furthermore, the newly adopted corporate income tax rate of 25 

percent is lower than the average corporate income tax in other countries, limiting the 

negative impact on the inflow of FDI into China’s SEZs.

Overall, what WTO membership has brought to the SEZs’ foreign trade has been an 

increase in the availability of legal trade norms, making trade more transparent; it has 

also facilitated the consistent and uniform application of laws by providing clear 

standards, and; it has enhanced the practical application of Chinese trade related laws.

Labor Market

Labor reforms did not achieve the same result as other economic reforms under the 

particularistic contracting approach did. Although throughout the reform period labor
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market reforms have enhanced areas as wage levels and productivity, the transition to a 

labor market has also brought the problems present in labor markets of other countries, 

such as unemployment and a need to develop a stronger social insurance framework.

WTO membership has been a pressure force to further improve worker’s conditions, the 

ongoing workshops and projects that the SEZs with cooperation with ILO have carried 

out, demonstrate the willingness to enhance the labor environment. In addition, the 

Labor Contract Law of 2008 represents a new effort by the Chinese government to lay 

the foundations of a labor law framework centred on market principles, and to improve 

the labor standards of the workers.

Some workers applaud foreign pressure in order to ensure that China’s policies on 

working conditions comply with international norms. However, there has been a 

widespread dissatisfaction when these changes mean slower growth, especially if it 

produces enterprise bankruptcy and unemployment.

Environmental Protection

The strategy followed by the SEZs ‘get rich fast, clean up later’, has left an expensive 

bill to pay for water, air and solid waste pollution. The environment has increasingly 

become a policy priority of the central government as is demonstrated in the 10 and 

11th Five Year Plan, were sustainable development and improvement of the ecological 

environment are set as fundamental objectives of the country. The inefficient 

institutional structure and the inadequacy of existing legislation or lack of enforcement 

pertaining to environmental protection has affected the objective of reducing 

environmental degradation at all levels as well as reducing green gas emission creating 

a big challenge facing the SEZs.

Although reforms in these areas have been introduced gradually, these issues have been 

less susceptible to the particularistic contracting with individual industries and regions 

that characterized Chinese economic reform in the past. The central government has 

continued to sign environmental agreements and made sometimes good efforts to 

enforce them. But on the ground, much less real progress has been achieved.
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This study thus concludes with the argument that the particularistic contracting 

approach served as a fundamental guide to China’s policy formation, while it also 

helped to develop strong economic capabilities in the SEZs. The evidence suggests that 

the main change was the adoption of greater flexibility in the acceptance of universal 

principles. This change, in turn, had successfully promoted the SEZs’ overall 

development in the trade related areas of investment and tax regimes, and greatly 

improved and strengthened the SEZs’ special status within the country and with foreign 

investors.

The SEZs thus continue to be special; their attractiveness lies not only in their low tax 

rates, but also on their rapid economic growth, a large skilled labor force, low labor 

costs, economic and political stability, upgraded business infrastructure, and the strong 

commitment of the Chinese government towards market oriented reforms and further 

opening up of its economy. All of these factors contribute to the SEZs’ unique 

attractiveness.
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Annex I
Chronology and Location of the SEZs

Chronological Table of the Establishment of the SEZs 
by Year and Region

Year Regulation Region
1978 Based on the decision adopted at the 11th Communist 

party meeting to implement economic reform and open 
policy led by Deng Xiaoping, the SEZs were created as 
an integral part of this policy.

Guangdong and 
Fujian Provinces

1980 The National People’s Congress passed “Regulations 
for The Special Economy Zone of Guangdong
Province” and officially designated Shenzhen (near
Hong Kong), Zhuhai (near Macao), Shantou (a major 
home of overseas Chinese) as the first Special
Economic Zones.

Guangdong
Province

Xiamen SEZs (across Taiwan) Fujian
Province

1988 Hainan SEZs was established aiming at developing 
a largely untapped island economically and 
socially.

Hainan
Province

Source: Ota, Tatsuyuki (2003), “The Role of Special Economic Zones in China’s Economic Development 
As Compared with Asian Export Processing Zones: 1979 -1995”, Asia in Extenso, ed. Toyo University, 
Tokyo.
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Regional setting of the five SEZs

CHINA

CHINA r*V FUJIAN

Xiamen

GUANGDONG Shantou1

TaiwanShenzhe
Zhuhai

^•□Hong Kong SAR 
Macao SARVIETNAM

• Special economic zones
□ Neighboring cities, advanced 

economies
0 500

• Hainan

Source: http: //www.riskresearch.org.cn

140



Annex II
Chronological Table 

Legislative Body of Regulations

Trade Related Investment Measures (TRIMS)

Year Regulations

1979

The document ‘Carrying Out of Special Policies and Flexible Measures in Foreign
Trade Activities’ was approved and granted power to Guangdong and Fujian Province 
to use special policies and flexible measures in foreign trade activities for economic 
development.
The Joint Venture Law (JVL) is adopted to provide limited liability and to allow 
companies to be considered "legal persons." Special Economic Zones enjoyed greater 
flexibility for attracting FDI.

1980 Regulations of Guangdong Province on the Special Economic Zones was approved, 
formally announcing the birth of China’s SEZs to the world.

1983

SEZs experimented with the first Wholly Foreign-Owned Enterprises (WFOEs). In 
addition to allowing complete foreign ownership of investments in China, the WFOEs 
have autonomy to determine their own production and business plans, which had fewer 
reporting requirements. Also, they were allowed to conclude their own labor contracts.
A WFOE was a legal person and was assured of protected profits; however, WFOEs 
faced stiff rules for technology transfer, export performance and lines of business, and 
they did not enjoy limited liability.
Implementing Regulations of the Chinese foreign Equity Joint Venture Law (EJV 
Regulations).
Detailed Rules for the Implementation of the Wholly Foreign Investment Enterprise
Law (WFIE Rules) listed the sectors, where foreign investment participation was 
allowed through the Provisional Regulations on Foreign Investment Guidelines 
(Guidelines) and the Catalogue of Industries for Guiding Foreign Investment 
(Catalogue).

1984

14 coastal cities are designated Economic and Technical Development Zones open to 
foreign trade and investment. Local officials are given the authority to approve 
construction and industrial projects involving foreign investment up to $5 million; later 
these limits are raised to $10 million for Dalian and $30 million for Tianjin and
Shanghai. Enterprises within the coastal cities enjoy similar tax concessions and import 
duty exemptions. Within this regime, foreign direct investment grows rapidly.

1985

It was announced that the Yangtze River Delta would be opened TO foreign investment 
along with the Pearl River Delta and the Xiamen - Zhangzhou-Quanzhou area in south 
Fujian Province.
Foreign banks are permitted to set up branches and local subsidiaries and to establish 
joint ventures with Chinese partners in the SEZs.

1986

A Bankruptcy Law was enacted. It is rarely applied in the early years due to strong 
worker resistance and a public commitment to guaranteed employment. However, in
1992 and 1993, the law was applied more rigorously both because public attitudes 
change and because the unemployment insurance scheme was better established and 
funded. Some 66 enterprises were declared bankrupt in the first half of 1992.
Wholly-Owned Foreign Enterprise Law is issued
China formally notified GATT that it sought resumption of its status as a contracting 
party, leading to a 15 years long march of negotiations.
The Coastal Economic Development Strategy (CED Strategy), was put forward, and 
was affirmed by the Fourth Plenary Session of the CPC Politburo on 6th February 1988.

1988

The Law on Chinese-Foreign Contractual Joint Ventures (CJV) is promulgated to offer 
greater flexibility to investors than permitted by the WFOE law. As a CJV, a company 
can have limited liability and legal person status. There are fewer restrictions governing 
the relations between CJV owners, and profits may be shared according to contractual 
arrangement rather than on the basis of equity interests. There are no limits on a CJV's 
duration, and no minimum percentage of foreign capital is required. However, this form
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of FDI entails two drawbacks: higher tax rates and restrictions on the repatriation of 
capital.

1990
Amendments to the basic JVL are designed to increase investor confidence. New 
provisions include broader terms for tax holidays, foreign exchange, and duration as 
well as no expropriation without appropriate compensation. Also, foreigners are allowed 
to be chairmen of joint venture boards.

1991 The Foreign Tax Law is passed to give clear and unified tax treatment to investors. 
Abolition of export subsidies

1992

The authorities announce price liberalization for a large number of industrial inputs, 
representing over four-fifths of goods previously under control.
Customs tariffs are reduced by an average of 7.3 percentage points on 3,371 items, 
representing 53 percent of dutiable items. This is the foremost example of a series of 
tariff reductions.

1993
Unification of the foreign exchange value.
First Circular on the establishment of special zones, the central government declared 
that all preferential tax policies created beyond the scope of a local government’s power 
are null and void.

1994

Foreign Trade Law, however contained a discretionary licensing system for the grant of 
foreign trading rights to those eligible enterprises.
Foreign Invested Enterprises Law where the SEZs limited administrative intervention 
on trading of foreign exchange and increased the amount that could be used by 
enterprises.

1998
Second Circular on the establishment of special zones, added that all taxes except for 
the slaughter tax, banquet tax and animal husbandry tax were off limits to interpretation 
or manipulation by local government.

2000

The Standing Committee of National People’s Congress of China amended the Law of 
the People’s Republic of China on Chinese-Foreign Contractual Joint Ventures (CJV 
Law), as well as the Law of the People’s Republic of China on Wholly Foreign-Owned 
Enterprises in China (WFOE Law).
Third Circular on the establishment of special zones, outlawed the technique of 
‘collecting first, refund later’ that was broadly used by local governments to avoid the 
central government’s tax regulations.

2001

China becomes member of the WTO.
The National People’s Congress (NPC) of China amended the Law of the People’s 
Republic of China on Chinese-Foreign Equity Joint Ventures Law (EJV Law).
The State Council revised the Detailed Rules for the Implementation of the Law of the 
People’s Republic of China on Wholly Foreign-Owned Enterprises in China (WFOE 
Implementation Rules).
Implementation Regulations of the Law of the People’s Republic of China on Chinese- 
Foreign Equity Joint Ventures (EJV Implementation Regulations).
Administrative Regulations on Import and Export of Goods.
Administrative Regulations on Import and Export of Technology.
Provisions on Administration of Qualification for Import and Export Business.
‘2001 FIEs Circular’ refers to the Circular on Expanding the Import and Export Trading 
Rights of FIEs.

2002 Qualified Foreign Institutional Investors (QFII) scheme that has been gradually 
increasing the amount that can be invested under the scheme.

2003
Import and Export Custom Tariffs Regulations.
‘2003 Circular’ refers to the Circular on Adjusting the Qualification for Import and 
Export Business and the Procedures for Verification.

2004 New Foreign Trade Law which allowed all domestic and foreign enterprises to engage 
in foreign trade in all goods.

2006 Regulations on Open Government Information, to enhance transparency.

2007
The National Corruption Prevention Bureau (NCPB) was established.
Catalogue for the Guidance on Foreign Investment in Industry which replaced the one 
of 2004, expanded the scope of liberalisation and promotion of industrial structure 
upgrade.

2008 Anti-monopoly Law, addressing the challenges posed by administrative and state 
monopolies and other anti-competitive arrangements.
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New Enterprise Income Tax Law, where tax incentives granted to FIEs would gradually 
be phased out, and after a five-year transition period, there are to be no difference in tax 
incentives accorded to domestic enterprises and FIEs.

Subsidies and Tax Regime

Year Regulations

Pre-1980
All public revenues are remitted to the central government and then distributed to the 
provinces in accordance with expenditure plans approved by the centre.

1980

Tax system in China came into existence and Equity Joint Ventures (EJV) were made 
liable to pay income tax.
Income tax rate for enterprises in the SEZs was established at 15 percent.
Productive enterprises with foreign investment that had an operation term of more than 
ten years enjoyed exemption from income tax in the first two profit-making years and 
paid half of the income tax for the next three years. Non-productive enterprises with 
foreign investment exceeding US $5 million and an operation period of more than 10 
years enjoyed exemption from income tax in the first profit-making year and paid half 
of the tax in the following two years.
Introduction of individual income tax (IIT).

1981
A revenue sharing arrangement is established. Under this system, there are three types 
of taxes: taxes accruing to the centre; taxes accruing to the localities; and revenue that 
were allocated among the centre and localities.

1983

For state-owned enterprises, direct taxation replaces the automatic transfer of profits to 
the budget. Previously, enterprises handed over all earnings to the state budget and in 
turn relied on transfers from the budget both to cover losses and to provide funds for 
investment. Enterprises are gradually given greater authority over their own aftertax 
profits.

1984

Foreign Enterprises Income Tax Law, which established the ‘two-track pricing system’, 
which was first introduced in rural areas, is extended to a wide range of industrial 
commodities. Under this system, products are sold to the state up to the quota amount at 
a fixed price; the above-quota amount is then sold either on the open market or to the 
state at negotiated prices. Over the ensuing years, the proportion of goods subject to 
mandatory pricing is gradually diminished; by 1988, market prices are in effect for 53 
percent by value of retail sales. Furthermore, a Western style tax system would apply to 
FIEs and individuals (Foreign Enterprises Income Tax Law) and another system would 
apply to SOEs and citizens (Domestic Enterprises Income Tax Law.

1985
A new arrangement was designed to create incentives for revenue collection by each 
province: the province’s permitted expenditures depend in part on its budget balance in 
the previous year.

1986

The extent of day-to-day government micromanagement of enterprises is reduced via 
introduction of a "Contract Responsibility System." Under this system, enterprises are 
required to pay a set amount of profits to the government, but they can dispose of their 
profits surpassing the contract requirement.

1988 An Enterprise Law is enacted to transform state-owned enterprises into fully 
autonomous legal entities, responsible for their own profits and losses.

1991

The authorities announce 20 measures, 12 of which were designed to improve the 
operations of SOEs, such as tax concessions and preferential access to bank credit; other 
measures were aimed at facilitating the emergence of market forces surrounding SOEs, 
such as a reduction in mandatory planning.
The EJVIT and FEIT Laws were consolidated into the FIE Income Tax Law,27 but the 
existing tax incentives were preserved.

1992

The authorities publish "Regulations on Transforming the Operating Mechanism of 
State-Owned Enterprises" to give effect to the Enterprise Law. Under the regulations, 
state enterprises shall enjoy 14 rights, including the right to decide what to produce, 
how to price and market their products, how to invest their funds, the right to hire and 
fire workers, and the right to determine wage policy. In exchange for these rights, 
enterprises must answer for their financial performance, and inefficient firms are 
expected to restructure or shut down in accordance with the Bankruptcy Law.
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1993

1994

2006

2007

2008

2009

Year
1979

1980

1982

1983
1984

1986

1988

1990

The time frame for eliminating the two-track pricing system is compressed to the next 
three to five years. The proportions of producer and consumer goods subject to price
controls are reduced to 20 percent and 10 percent respectively in 1992.______________
The Individual Income Tax (IIT) is amended consolidating the individual income tax 
introduced in 1980 applicable mostly to foreigners; the individual income regulatory tax 
of 1986 applicable to Chinese citizens; and a household income tax of 1986 applicable
to business income, earned by individuals and households.________________________
Provisional Regulation of the PRC’s on VAT.__________________________________
Subsidies and bail-outs for state-owned enterprises continue to strain the fiscal budget. 
Because SOEs provide health care, housing and other welfare services, fears of social
and political backlashes dampen reform prospects.______________________________
Tax reform that abolished the dual-tax system and adopted a single unified tax system 
for domestic and foreign companies._________________________________________

China notified to the WTO the Central Government’s subsidies programmes to the 
WTO; these included income tax reductions and exemptions granted to enterprises 
located in selected areas, engaging in certain activities or involving foreign ownership
(FIEs)._________________________________________________________________
Large Enterprise Administration Department (LEAD), a new department covering
taxation of large enterprises_________________________________________________
Partnership Enterprise Law (PEL) that open new possibilities for improved interaction
between taxpayers and tax authorities_________________________________________
Enterprise Income Tax Law it leveled the playing field for both SOEs and FIEs, which 
states that a unified corporate tax rate of 25% would apply to all firms in China, foreign 
and domestic alike, producing an increase in productivity and efficiency and instituting
more standardized forms of governance and management.________________________
The dual track system ended with the passing of the Enterprise Income Law__________
China implemented the consumption based VAT, the old VAT system, which 
prohibited fixed asset investment from being credited against sales, was contrary to 
international tax practices.__________________________________________________

Labor

____________________ Regulations_____________________________
Labor reforms rejected ‘egalitarianism’ and sought to reward workers for the work they
actually accomplished.____________________________________________________
The hiring of workers based on employment contracts with specified term limits and
dismissal of unqualified employees was permitted for the first time.________________
Shenzhen SEZ implemented the first labor contract system among all enterprises and 
public and social institutions, representing a significant departure from the ‘iron rice
bowl’ mentality.__________________________________________________________
Social labor insurance for employees in labor contracts.
The wage reform also covered employees of governmental agencies and public
institutions._____________________________________________________________
A labor contract system is instituted for all newly recruited workers in the state- 
owned enterprises. At the contract's expiration, both the enterprise and the 
employee are free to choose whether to extend or terminate the contract. Terms and 
conditions of work are determined by individual contracts. At the end of 1992, 21 
percent of total employees in state-owned enterprises work under the contract 
system. Meanwhile, an unemployment insurance scheme is set up to provide
benefits to unemployed workers.___________________________________________
The Constitution is amended, permitting private firms to operate as a complement 
to the socialist economy. Previously, only individual firms employing no more than 
seven people as assistants were allowed to operate. The seven employee limit was
discontinued.______________________________________________________ _
Shenzhen SEZ, abolished the planning quota for recruitment by state enterprises, and 
enterprises were allowed to choose their own employees. The state no longer took 
responsibility for matching the supply and demand for labor.______________________
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1994

The Labor Law gave management in the SEZs more discretion over wage 
determination, this law represented a new breakthrough and the intention was, to 
establish a modern enterprise system under the principles of the 'socialist market 
economy'.

1995
Shenzhen drafted their own wage guidelines, where a mandatory minimum wage was 
enforced to protect the interest of low wage employees, in 1997 this practice was 
extended to other cities.

1996 Regulation on Hearing Procedures for Administrative Punishments with Respect to
Labor.

1997 Administrative Punishments Law.

1999 Labor Dispute Adjustment Procedure Law.

2001

China agreed to cooperate with ILO in the activities of raising public awareness about 
international labor standards, designing job training programs and strengthening the 
unemployment benefit system.
ILO Project on Improved Human Resources and Labor Relations Management in 
Chinese Special Economic Zones 2001-2004, which aimed to meet the SEZs’ need for 
sound labor relations and well-trained and skilful labor force.

2002
Amendments to the Trade Union Law delineate specifically that trade unions are 
obligated to take action on behalf of employees where enterprises misappropriate 
wages.

2004 Labor Inspection Regulations promulgated by the Ministry of Labor and Social 
Security.

2005

Notice on Organizing Laborers to Join Unions in Business Enterprises with All Kinds of 
Ownership Structures, and Non-profit Enterprises Organs from ACFTU (All-China 
Federation of Trade Unions).
Guangdong Province Regulations on the Payment of Wages, it clarified the method of 
determining wages, the form in which, and the person to whom, they must be paid, and 
the relationship between wages and individual and collective contracts.

2006 The National People’s Congress released a draft Labor Contract Law.

2008
Labor Contract Law (LCL) which represents one of the most significant changes after 
WTO accession and is applicable to both domestic and foreign firms and its objective is 
to protect the rights and interests of workers in China.

Environmental Protection

Year Regulations
1979 Environmental Protection Law of the People’s Republic of China.

1982

Added in Article 26 of the constitution: ‘The state protects and improves the living 
environment and the ecological environment, and prevents and Structural 
Impediments to Implementing China’s Anti-Pollution Laws controls pollution 
and other public hazards.

1984 Water Pollution Prevention and Control Law amended in 1996.

1989
Establishment of the National Environmental Protection Agency as the legal basis for 
environmental enforcement.
Environmental Protection Law amended.

1991 Water and Soil Conservation Law.
1993 Regulations for the Implementation of the Protection of Terrestrial.

1994 Regulations on the Control of Marine Wastes Dumping, Wildlife.
China Agenda 21

1995 Prevention and Control of Solid Waste Pollution Law, revised in 2004.

1998 SEPA upgraded to ministry level.

1999
Western Development Strategy.
National Guidelines on Solid Waste Tariffs.

2000 Air Pollution Prevention and Control Law.
2001 In 2001, China promulgated the revised Rules on External Cooperation for Ocean Oil
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Exploitation as well as Rules on External Cooperation for Onshore Oil Exploitation.

2002
Environmental Impact Assessment Law
Promotion of Clean Production Law.
Environmental Impact Assessment Law.

2004
Clean Production Promotion Law.
The first China Green National Accounting Study Report was published jointly by the 
State Environmental Protection Administration (SEPA) and the National Statistics
Bureau.

2005 Opinions on Promoting the Healthy Development of the Coal Industry.

2006

Medium and Long-term Special Plan for Energy Conservation.
Renewable Energy Law. Medium and Long-term Program for Renewable Energy 
Development, putting forward the goal of increasing renewable energy consumption to 
10 percent of the total energy consumption by 2010 and 15 percent by 2020.
Reduction of VAT rebates on exported goods considered energy-intensive and highly 
polluting.
Proposal of the Energy Law, which is still under consideration and it is expected to pass 
in 2010, is the most anticipated law regarding environment protection.
Implementation Scheme of Boosting Energy Conservation, the Rules on Comprehensive 
Utilization of Resources, and the Management Methods of Recycling and Reusing 
Renewable Resources.

2007

The Outline of the 11th Five-Year Plan for National Economic and Social Development 
of the People’s Republic of China projects that the per-unit GDP energy consumption 
by 2010 will have decreased by 20 percent compared to 2005, and the total amount of 
major pollutants discharged will have been reduced by 10 percent.
The Catalogue for the Guidance of Foreign Investment in Industry included a provision 
on resources conservation and environmental protection.
Technical specifications for emission monitoring of stationary source.
Technical guidelines for environmental protection in automobile manufacturing for 
check and acceptance of completed project.

2008

Water Pollution and Prevention Control Law.
Circular Economy Promotion Law, the law promotes development of a ‘circular 
economy’, or improved resource utilization efficiency through recycling, protecting and 
improving the environment, and realizing sustainable development.
The Enterprise Income Tax Law grants preferential tax policies for enterprises investing 
in environmental protection, energy and water conservation.
China elevated the State Environmental Protection Agency into a cabinet-level ministry 
with access to the State Council’s decision-making process (MEP, Ministry of 
Environmental Protection).
Measurement technology guidelines for check and acceptance of air pollution control 
project for bulk gasoline terminal and gasoline filling station.
Technical guidance for the development of clean production standard.

Source: IMF 1993, ‘China at the Threshold of a Market Economy’, Occasional paper no. 107. 
Washington, IMF. Central Intelligence Agency 1993, ‘China’s Economy in 1992 and 1993: Grappling 
with the Risks of Rapid Growth’, Washington, CIA. Liu, Echo 2008, Environmental Legislation in China 
(Mainland), The Federation of Finnish Technology Industry, Finland. Li, J. 2007, ‘Fundamental 
Enterprise Income Tax Reform in China: Motivations and Major Changes’, CLPE Research Paper 33, 
vol. 3, no. 6, pp. 1-33. Cooney, S. 2007, ‘Making Chinese Labor Law Work: The Prospects for 
Regulatory Innovation in the People’s Republic of China’, Legal Studies Research Paper No. 282, vol. 7, 
no. 27, pp. 2-48.
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