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Dear Ministers,

I am pleased to submit the final report of the Industry-Government
Task Force on the China Power Sector which was created by your
predecessors in February of this year.

China, the most populous country in the world, is modernizing rapidly
and is already Canada's fifth largest export market. China's power systems
have almost as much capacity as Canada's at present and will probably
be twice as large by the year 2000 because they are expanding more rapidly.
China will probably spend between $140 and $200 billion in expanding its
power sector over the next fifteen years. Up to $30 billion of equipment
and services will likely be imported.

We are convinced that Canadian exporters can win a reasonable share
of this business, provided Canada uses its available resources systematically.

We have also examined Canadian trade performance and prospects
in six other key sectors in China: agriculture, forestry, mining, oil and
gas, telecommunications and transportation. Canadian exports of
commodities will continue to dominate bilateral trade in the first three
of these sectors but we note good prospects for increasing exports of
Canadian services and equipment in each sector.

Our report provides an analysis of trade opportunities in these seven
principal sectors in China and suggests elements of a Canadian strategy
which could increase our exports in this major market. As requested, we
have concentrated on actions by the federal government which can support
parallel actions by the exporters.
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Our focus has been strongly oriented to commercial opportunities
in China for Canadian suppliers. We appreciate, however, the strong linkages
which exist with our development assistance. Because of the geography,
history and resources development experience in both countries, we see
continuing opportunities to provide Canadian technical assistance for
economically sound developmental projects in China which are compatible

with expanding trade between the two countries.

Throughout this assignment we have become increasingly aware of
the complexities and dynamics of the huge market which China represents.
Events have moved rapidly since our Task Force was created some five
months ago. For example:

-  China finalized its Seventh Five Year Plan, covering the period
1986-1990;

- Official visits to China were made by the Prime Minister, the
President of CIDA and the Minister for International Trades;

- CIDA announced the doubling of its planned commitments under
the China bilateral program to $200 million between 1987 and
1992;

- EDC announced the establishment of a $350 million concessional
financing facility for China;

- CIDA announced its new Technology Development Program to
provide $5 million for feasibility studies in China;

- Babcock and Wilcox Canada won orders of some $200 million for
boilers in two Chinese power plants, with financing by EDC;

- China has accepted CIDA's offer to finance the feasibility study
by a Canadian consulting consortium of the world's largest hydro
project at Three Gorges on the Yangtze River. Concurrently
other Canadian consultants are expected to help plan power systems
in Southern China under another CIDA project; and

- Encouraging progress has been made in promoting sales of Canadian
equipment and services for the Gehe Yan hydro project (proposed
to be supported by concessional EDC credit-mixte financing).

We believe that our report will prove to be a valuable resource
document for Canadian exporters to China, as well as to the various
departments of the federal and provincial governments which support such
exporters. Accordingly, we hope that you will agree to make this report
available to a larger audience.
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Our analysis of trade opportunities in the power sector has been more
extensive than in other sectors because of the focus of our terms of
reference. We recognize, however, that export prospects are as great
or greater in other sectors in China and suggest a more detailed analysis
might also be warranted in certain other sectors.

My colleagues on the Task Force - Peter Haines, Al Kilpatrick, Robert
Walker - and I have appreciated having been asked to undertake the
assignment, which we have enjoyed completing. We would welcome an
opportunity to discuss this report further with you.

Yours since: 5

President
/jjm
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SUMMARY

China is emerging as a significant economic power whose total GNP 1is
already approximately the same as Canada's. China's economy grew
substantially, although somewhat erratically, over the period 1949 to the
mid-70's. Following introduction of an economic reform program in 1978,
economic growth has been substantial. A growing trade deficit in late 1984
and throughout 1985 has led Chinese authorities to be more selective with

their imports.

Infrastructure  Dbottlenecks, particularly in electric power and
transportation systems, are constraining China's economic development.
Government policies emphasize accelerated investment in such infrastructure in
the Seventh Five Year Plan, covering the period 1986 to 1990. Despite the
dampening of overall economic growth to a more manageable target of 7 per cent
ber annum, there is clear evidence that Iinfrastructure improvements,
particularly in the power sector, are receiving priority and that the volume

of associated imports is increasing.

Canada has made Iintermittent efforts to interest China 1in the
Capabil ities of Canada's power industry, following the establishment of
diplomatic relations in 1970. The level of meaningful contacts, with China's
Ministry of Water Resources and Electric Power and with other power industry
organizations, was significantly increased from 1981 onward amd has led to the
identification of major areas of potential cooperation and to a modest but

growing level of exports.

China represents one of the largest markets in the world for electric
pbower equipment. Its power systems have almost as much total capacity as
Canada's at present and will probably be twice as large by the year 2000.
Investments in the China power sector in the next fifteen years are expected
to total between $140 billion and $200 billion. Much equipment will be
imported because of limitations in Chinese manufacturing capacity and as a

means of acquiring up to date technologies.
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Canadian exports to China of power systems equipment totalled less than
$40 million during 1981 to 1985, but business is increasing as Canadian firms
become more active in this market. Earlier this year Canada won an order
worth approximately $200 million for boiler components for two large thermal
generating plants. Business prospects are also enhanced by the activities of
Canadian consulting engineers who have been working for the Chinese power
authorities on several major projects: the HVDC transmission line between

Gezhouba and Shanghai and three hydroelectric stations - Gehe Yan, Three

Gorges and Longtan.

Export prospects have been assessed in China for the electric power
sector and, in less detail, for six other key sectors: agriculture, forestry,
mining, oil and gas, telecommunications and transportation. Canadian exports
to China from these seven sectors have averaged an estimated $1.4 billion
annually in the past three years, with 90 per cent for commodities,
particularly wheat . A tentative estimate indicates that prospective future
exports might rise slightly by 1990, with increased exports of services and
equipment plus more forestry commodities offsetting anticipated declines in
sales to China of agriculture and mining commodities. Total annual export
levels to China might increase to 89%5 bidlddons by 1995 and S$3s5 billion by
2000. Canadian exports to China over the period 1986 to 2000 could total

between $30 billion and $40 billion according to this projection.

Many factors will combine to determine actual future levels of Canadian
exports to China, including that country's overall balance of trade. Canada
may not represent a major market for exports from China but Canadian
willingness to buy Chinese goods will certainly affect export prospects to

that country.

This report concentrates on past and future activities of the federal
government in support of exporters in the China market, particularly in the
power sector. There have been four principle types of federal financing for

exports other than wheat:

a) CIDA's Bilateral Program has committed an average of some

$20 million annually since 1982 on technical assistance projects,
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b)

c)

d)

mainly concentrating on agriculture, energy, forestry and human
resources development. This development assistance, which is
projected to double in the next five years, has aroused considerable
interest about China but has not involved export of capital

equipment.

Some $6.8 million was disbursed during the past five years under
CIDA's Industrial Cooperation Program. These funds support
initiatives by Canadian exporters to develop trade with China.
Pre-feasibility studies of six power projects represented 38 per cent
of this program funding in China. In June, 1986, a Technology
Cooperation Program for China was announced which will provide

further funding for feasibility studies.

External Affairs has provided three types of funding for trade
activities in China. Some $7.7 million was authorized for 759 PEMD
projects in the past four years plus $1.3 million for trade fairs and
mission support. In addition $0.9 million was provided for three
pre-investment studies in the power sector as part of a trade

promotion initiative.

The Export Development Corporation has provided financing for
Canadian exports to China by means of a $2 billion line of credit,
first extended in 1979 and renewed in 1984. Some $158 million has
been committed over the period to mid-1986, 90 per cent in the power
sector. The recent establishment of a $350 million concessional
financial facility, expected to be part of the EDC line of credit,
could provide up to some $1 billion of credit mixte finance if

blended with funds at Consensus rates.

Commercial lending activities by Canadian banks in China have been modest

in the past but five banks have now established offices in China amd may be
eéxpected to expand their activities in future. If the banks are prepared to
lend approximately $1 billion in total over the next fifteen years in China,
an assumption which appears reasonable, and if the banks were to finance

15 per cent of the value of export transactions supported by EDC, the combined
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total export financing which might be available from EDC and the banks to the
year 2000 might be of the order of some §7 billion. This figure is
considerably less than the §$30 to $40 billion which would result from the
prospective total Canadian exports outlined earlier, some of which would,
however, be supported by the Canadian Wheat Board. Although the amount of

available financing will apparently not constrain exports in the near tern,

this matter warrants consideration and monitoring in the longer term.

China has obtained financing from a variety of sources to support its
ongoing transformation to a major economic power. In 1980 China joined the
world Bank, which approved more than $3 billion in loans in the five years
from mid-1981. Roughly 20 per cent of these loan funds were for power sector
projects. China joined the Asian Development Bank in 1986 and will be

el igible to start borrowing from that institution in 199

Barter arrangments finance a very large amount of China's international
trade. All trade with the USSR is based on barter, as is most trade with
other COMECON countries. China apparently swaps its oil exports with Japan

for steel imports, a transaction valued at USS 2.7 billion in 1984 alone.

Other OECD countries have agreed to provide extensive concessional
financing to support their exports to China. Facil ities currently 1in
existence provide for more than $6 billion on concessional terms, with almost
90 per cent offered by Japan. Other countries also offer such subsidized
financing in order to win specific contracts. Most of this concessional
financing 1is targeted on infrastructure projects. The recently announced EDC
facil ity for concessional financing should make it easier for Canadian

exporters to win orders in the competitive Chinese market.

canadian trade with the world's most populous country already places
china as Canada's fifth most important trading partner. Canada-China trade
relations are evolving rapidly, particularly as China establishes a new
framework of laws and regulations governing its internal and external
commercial activities and moves toward full participation in the General

Agreement on Tariffs and Trade. mhe Task Force is convinced that Canada needs



a coherent overall strategy to guide trade development efforts in this large,
complex and dynamic market. Wheat sales, for example, have accounted for
approximately half of total exports in recent years, but such sales are
declining as China becomes more self-sufficient. Del iberate policies are
required to focus on alternative opportunities for exports in all sectors as

China's economy evolves.

Provincial govermments also provide support to Canadian exporters and
there is scope for closer coordination between the federal and provincial

govermments in these matters.

The Task Force concludes that the federal government needs to maintain a
consistent and systematic overview of political and economic developments in
China in order to guide trade development activities there. Recommendations

which apply to all sectors, including the power sector, follow:

@) The China Working Group, an ad hoc inter-departmental body in
existence since 1984, should be formalized and strengthened as the

primary focus of the federal government for trade promotion in China.

b) Specific sectoral and geographical responsibilities which are
assigned to each trade officer dealing with China should be made
known to the China Working Group and to all exporters active in the

China market.

C) Federally supported activities to assist in generating business in
China should routinely contribute to Canadian understanding of that

market.
d) Political and diplomatic support from the federal government should
be sustained and augmented by increased sectoral information

gathering and dissemination.

e) External Affairs and DRIE should continue to organize specific

technical missions to visit China to help Canadian exporters to
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become better informed about specific export opportunities and to

meet potential clients in specialized sub-sectors.

f) The China working Group should develop consistent criteria for

supporting pre-investment activities in China.

g) In providing federal support to Canadian exporters, apart from
support for market analysis or market penetration activities such as
those funded through PEMD, consideration should be given to factors
concerning the exporter's long term commitment to developing business

in China.

h)e. - Better information is required on the capabilities and capacities of
most Chinese industries as well as regular updating of information on
the capabilities, capacity and competitiveness of Canad ian
industries. Accordingly, the federal amd provincial governments are
encouraged to develop up-to-date surveys of key industrial sectors in

Canada and in China.

i) The government should consider providing credit mixte financiny for
strategically selected capital projects in China to permit exporters
to continue to win orders where Canadians offer world-class

technology at competitive prices.

3.) An evaluation of the effectiveness of the trade and developmental
activities in China of External Affairs and CIDA's Industrial
Cooperation Programme and an examination of how to make them more
effective in future should be planned and implemented under the

guidance of the China Working Group.
Certain recommendations pertaining to the power sector are offered by the
Task Force in addition to the foregoing general recommendations covering all

sectors:

a) The Task Force supports the offers made by the federal government to

support three specific activities in the power sector: the Three
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Gorges feasibility study, the South China planning study and the
model study of the hydraulic turbine for the Three Gorges project.

b) Special attention should be focussed upon opportunities for supplying
equipment and services for thermal power plants and EHV transmission

developments.

c) Federal government assistance, particularly for pre-feasibility and
feasibility studies, should only be offered for projects where there
is a strong likelihood that Canadian exporters will have the
opportunity of bidding and winning contracts during project

implementation.

d) EDC financing at Consensus rates, or concessional rates if required
to match foreign competition, should be sustained for power sector
projects. Canada should consider offering concessional financing in
support of implemehtation of the Gehe Yan hydroelectric project, for
which an official request for such assistance has been received.
Further requests for financing of thermal power plants can be

anticipated and should receive comparable consideration.

e) A decision on the request for additional financing for engineering
studies of the Longtan project should be deferred until the results
of the present studies have been analyzed and the possible

justification for further assistance carefully considered.

The Task Force has concentrated its attention on the power sector 1in
China because of its mandate from Ministers. However, this review of trade
patterns and prospects between Canada and China has confirmed that there are
very real opportunities for increasing Canadian exports 1in several other
sectors. Further analysis, discussion and action by industry exporters and

Supporting government departments and agencies could be profitable and should

be undertaken.
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1.0 INTRODUCTION

Synopsis

This chapter explains the genesis of the Task Force and how it carried
out its review of Canada's past and prospective future involvement in the
power sector and six other sectors of importance which together account for
more than 95 per cent of Canadian exports to China.

1.1 MANDATE

The industry-government Task Force on the China Power Sector was created
in February, 1986 by the Minister for External Relations, the Honourable
Monique Vézina, and the Minister for International Trade, the Honourable James
Kelleher. Four members were appointed to serve on the Task Force, two from
the private sector and two from the public sector, as follows:

Chairman: Mr. Frank Petrie
President, Canadian Export Association

Members : Mr. Peter J. Haines
Vice-President, Professional Services Branch
Canadian International Development Agency

Mr. R. A. Kilpatrick
Assistant Deputy Minister
International Trade Development Branch
External Affairs Canada

Mr. Robert L. Walker
R.L. Walker & Partners
Consulting Engineers

The Ministers asked the Task Force to review Canada's involvement in the

Eower sector in China and to prepare a report focussing on three primary
ssues:

a) an inventory of federal financing available for trade
development in China and the place of the power sector in an
overall federal strategy; and,

b) the 1likely extent of private sector demands for federal
assistance in power projects in China during the next five to
fifteen years.

c) the selection of firms for federal support.

The Task Force was asked to examine the competitiveness of Canadian firms
in the power sector and to identify criteria which the federal government
Could use to choose projects to be supported. The Task Force was also
réquested to comment on how federal assistance for hydroelectric projects
should be related to assistance for other projects in the power sector and to
Canadian opportunities in other sectors in China.

The terms of reference of the Task Force are set forth in the letter
dated February 7, 1986 from the Ministers for External Relations and



International Trade inviting Mr. Petrie to chair the Task Force. A copy of
this letter is attached hereto, as Annex I. It should be noted that the
emphasis on hydro power in the Minister's letter was subsequently ammended to
include all aspects of power sector development.

The Task Force has interpreted its mandate as concerning mainly the trade
relationships between Canada and China since the Canadian International
Development Agency (CIDA) has already planned and is implementing Canada's
development assistance program. However, because China is Canada's fifth
biggest trading partner and our aid and trade objectives converge in the power
and other sectors of commercial and development priority in China, the Task
Force has not hesitated to explore the impact of various CIDA programs in the
context of all relevant federal programs which affect present and future trade
relationships between China and Canada.

1.2 PROCESS

Shortly after it was established the Task Force set up Working Groups to
prepare briefs on the power sector and on six other major economic sectors of
interest to Canadian exporters: agriculture, forestry, mining, oil and gas,
telecommunications and transportation. These seven sectors have accounted for
just over 95 per cent of Canadian exports to China during the last five
years. Each Working Group included sector specialists from federal agencies
and departments and several consultants, all of whom had direct experience
with the Canadian resource base and/or the development needs and commercial
opportunities within the relevant sector in China. Each Working Group was
encouraged to seek information and experience from Canadian private sector
organizations which have been actively pursuing work in China. Many
individuals and firms were contacted in this process.

The Task Force arranged for more formal consultations with selected
organizations from the power sector, the principal focus of the assignment.
Each organization was asked to submit a written presentation which responded
to certain common topics outlined in advance by the Task Force. Senior
representatives from each organization were invited to make verbal
presentations to Task Force members. A total of 24 written presentations were
received and 14 organizations discussed their presentations with the Task
Force. These organizations are listed in Annex II.

The sector briefs for the seven principal economic sectors provide
valuable background and contain much information which is not repeated in the
body of this report. These companion documents form Appendices A to G of this
report and follow a common format, with four principal chapters in each:

1. Opportunities in China

2. Canadian Industry Capability and Capacity

3. Competitive Considerations re Chinese Exports

4, Possible Federal Role in Supporting Sector Exports

Each sector brief includes a list of firms consulted in the process of
preparing the overview on the China market.



In mid-April the Task Force submitted a progress report to Ministers
V&zina and Kelleher which is attached as Annex III. This final report of the
Task Force was prepared after the seven sector briefs were reviewed.

To respond to the mandate of the Task Force, Chapter 2 begins with an
overview of prospective developments in China's economy to the year 2000 and
then reviews potential opportunities for Canadian firms in the power and other
major sectors. Chapter 3 examines the potential demands and sources of
financial support for Canadian exporters to China. The fourth and final
chapter concludes with suggested elements of a federal strategy and
recommendations as how to make the best use of available federal resources to
maximize exports to China.

1.3 Acknowledgements

The members of the Task Force wish to acknowledge that this assignment
could not have been completed without extensive support and assistance.

A small group of advisors met regularly and provided continuous support.
These advisors included:

CIDA - Bill Fisher, Bob Hamilton, Don McMaster and Scott Wade
EDC - Tom MacDonald

External Affairs - Wayne Robinson and Peter Sutherland

DRIE - Bill Terry

Other members of these federal organizations also provided considerable
background information.

Working groups were created to prepare the briefs on seven sectors of
concentration in China. Members of these working groups, comprising
representatives of CIDA and relevant federal departments and external
consultants, are listed on the title page of the seven Sector Briefs which
comprise Appendices A though G of this report.

Exporters with China interests and activities were consulted widely.
Those in the power sector which were contacted directly by the Task Force are
listed in Annex II. Working groups in other sectors also contacted exporting
firms during the preparation of the Sector Briefs. These contacts are listed
in each Sector Brief.

The consulting firm of R.L. Walker & Partners was appointed to serve as
Secretariat to the Task Force.

The support of all individuals and organizations involved in the
Preparation of this report is gratefully acknowledged.






2.0 FUTURE TRADE OPPORTUNITIES IN CHINA

Synopsis

China's international trade has increased substantially since an
ambitious series of economic reforms was begun in 1978. Urban reforms
introduced in 1984 encourage more market—oriented operations by many
industrial sectors, although energy and transport are among several key
sectors which remain under state planning control.

Infrastructure bottlenecks are to receive particular attention during the
Seventh Five Year Plan (1986 to 1990). Between 1986 and 2000 China is
expected to invest from $140 to $ 200 billion in the power sector. China
lacks the capacity to manufacture all the power systems equipment needed and
also the technologies for large generation plant and EHV transmission. Hence
it is importing equipment on a substantial scale and is seeking associated
technology transfer as a component of major comtracts.

Statistics Canada data indicate that total Canadian exports to China have
averaged $1.3 billion annually over the past five years, primarily for wheat,
mineral and forestry commodities. Canadian exports of power equipment to
China have been modest.

Increased official contacts between Chinese and Canadian power
authorities and recent technical assistance programs supported by CIDA and
External Affairs have improved Canadian prospects for winning considerably
more orders in the years ahead. An overview is also provided of Canadian
Prospects in the agriculture, forestry, mining, oil and gas,
telecommunications and transportation sectors.

2.1 OVERVIEW OF CHINA'S ECONOMY

China's uneven economic performance, as reflected by the growth in GNP
over successive five-year plans since 1953, is illustrated in Figure 1.

Following establishment of People's Republic of China in 1949, rigidities
Soon set in. One of the more serious was a price structure that bore little
relation to the supply of and demand for goods and services. The dislocation
caused by the Great Leap Forward (1958 to 1960), the suspension of Soviet aid
in 1960 and widespread disruption caused by the Cultural Revolution (1966 to
1976) all contributed to slowing down technological development in virtually
all areas of industry. This series of destabilizing events, coupled with
Policies that placed excessive emphasis on the development of heavy industry,
has left the country with power shortages which will persist until the end of
the century, serious weaknesses in transport and communications, and a lack of
well-trained managers, technicians and planners. Although China is still very
poor (per capita income was US$300 in 1980), the country has made significant
progress in easing widespread poverty and in providlng better health care and
nutrition for its people.

To combat the above problems and to ‘achieve a higher overall level of
prosperity, an ambitious series of economic reforms was begun in 1978. In
rural areas, private leasing has replaced the commune system, contracting has
replaced mandatory production quotas, commodity prices have been allowed to



rise to reflect demand, and a 1imited free market has been allowed to
flourish. As a result, agricultural output, including rural industrial
activity which employs a growing percentage of the rural workforce, has grown
on average by 10 per cent per annum since 1979 (against 4 per cent per annum
between 1970 and 1978). Rural incomes in real terms have nearly doubled since
1978 and record harvests have allowed food rationing to be eased.

Following these successes in the countryside, a plan for urban reforms
was introduced in October 1984, These reforms aim to stimulate economic
activity by endowing enterprises with more decision-making powers, tying
remuneration more closely to performance, allowing a limited free market in
certain sectors and restructuring the prices of goods to better reflect their
true value. Despite this borrowing of elements of a free market economy,
China is certainly far from transforming itself into a capitalist economy; the
key economic sectors of energy, raw materials, defence, steel, electronics and
chemicals remain subject to mandatory plans.

A final aspect of China's new economic direction is the so-called
open—-door policy. Recently, China has sought to speed up its economic
development by encouraging joint ventures with foreign firms, sending
technicians and managers abroad for training, setting up special economic
zones to attract foreign investment and granting foreign exchange privileges
to import modern machinery and certain consumer goods.

12.0
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China's medium term development objective, which was formalized at the
12th National Congress of the Chinese Communist Party in September 1982,
calls for a quadrupling of agricultural and industrial output between 1980 and
2000. GNP in the same period should grow from about U.S. $300 per capita to
U.5.$800 per capita (in 1980 dollars)i/.

The Chinese economy in 1984 and 1985 suffered from overheated growth and
excessive imports (see Table 2.1). Industrial output jumped 21.4 per cent in
1985 following a 16.3 per cent increase in 1984. Agricultural output growth
after a number of years of healthy growth declined to 3.0 per cent in 1985, in
part because of adverse weather conditions affecting large areas of the
country.

TABLE 2.1
CHINA - OVERALL REAL ECONOMIC GROWTH, 1980 to 1985
Agricul-{ Indus- Total Gross Gross
tural trial Other Qutput National Domestic
Output Output Sectors Value Income Product
(Percent Growth) :
1980 1.4 11.0 9.1 8.4 6.4 na
1981 5s9 4.6 27 4.6 4.9 6.5
1982 11.3 7.8 13.5 Bie D 8.3 8.1
1983 Fiail, 11.2 10.7 10.3 9.8 9.0
1984 5 o 16.3 7.4 13.8 1349 14.2
1985 3.0 21.4 152 16.2 12.3 12.5
(Billion Current
Rmb)
1985 358 969 298 1,624 677 778
$ equivalent
(billions) 156 421 130 706 294 338
Souces: Rock Creek Research, China Macroeconomic Newsletter, Vol. 2, No. 5
March 10, 1986.

) Infrastructure, however, has not kept pace with the impressive gains in
industry and agriculture. Besides rail, road, port and communications
bottlenecks, outdated extractive technology, poor transport and inefficient
industries are causing serious energy shortfalls and rationing is common.

: As a result of a record trade deficit in 1985, China is imposing stricter
lmport controls, limiting exchange privileges and placing a greater emphasis
on exports., Since half of China's exports are primary products for which
Prices are falling (oil alone accounts for 25 per cent of export value) the
?uccess of manufactured exports such as textiles, themselves threatened by
lncreasing protectionism, will be crucial. Inflation running at between 8 and
11 per cent and corruption, both largely by-products of the economic reform
pProcess, are two other serious problems for China's leadership.

jj For comparison. the 1984 per capita GNP (in US$) of selected
countries was as follows: 1India — $ 260; China - $ 310; Hong
Kong; $6,300; Japan - $ 10,390; Canada - $ 13,140. (Source:
World Bank Atlas, 1986)



The Seventh Five-Year Plan (1986 to 1990) stresses that a slow-down in
economic growth will occur gradually during 1986 and 1987, but State
investment for capital construction will remain at about 1985 levels for 1986
and 1987. China's investment priorities for energy, transport and
communications in the near and intermediate term were confirmed in Premier
Zhao Ziyang's presentation of the Seventh Five-Year Plan (1986 to 1990) at the
National People's Congress in March 1986. It is evident that China is
continuing to import equipment and services required to eliminate
infrastructure bottlenecks, particularly in the power sector.

The emphasis during the coming years will be on consolidation rather than
innovation. The main thrust of reform will continue, however, with emphasis
on endowing enterprises with greater decision-making power, closing the gap
between planned prices and market prices and establishing a more
regulation oriented macro-economic management system. In the medium term, of
far more importance to China's leaders than impressive economic performance,
will be the successful consolidation of these structural reforms which, it 1is
hoped, will guarantee stable economic growth into the next century. This in
turn is dependent upon the ability of the top leadership to forge a broad
consensus on the ideological and technical questions raised by China's
ambitious drive towards modernization.

Acquisition of foreign technology has consistently been an important part
of investment planning since China's initial opening of its market to Japan
and western economies in the 1970's. In recent years China has shown
increasing willingness to import capital goods and raw or semi-finished
materials. At the same time the Chinese authorities emphasize the need for
joint ventures and technology transfer to help upgrade Chinese industrial
capabilities. These two themes - willingness to import essential capital
goods plus insistence on technology transfer - present very important
opportunities and challenges to potential exporters from Canada as China
transforms itself into a major economic power.

2.1.1 Foreign Trade

China's balance of trade has fluctuated in recent years, being in overall
surplus from 1981 through 1983, peaking at Us$ 6 billion in 1982.  Imports
soared in 1985, while exports increased modestly, resulting in a visible trade
deficit of US$ 9.7 billions for 1985, as shown in Figure 2. This was offset
by invisibles and repayment of loans so that official data indicate a net
decrease in foreign exchange reserves for 1985 of US$ 4.1 billion.

China's net commodity trade exports with its major trading partners from
1976 through 1985 are summarized in Table 2.2, and its performance in selected
import and export categories from 1981 through 1985 is illustrated in Figures
3 and 4.

As is evident for Figure 3, electrical machinery has represented over the
years 1981 through 1985 the second largest category of imports (after iron and
steel). The total tonnage of grain imports and, of particular interest to
Canada, wheat, had declined by 1985 to levels approximately one—-third of those
of 1981 and 1982, while grain exports, as illustrated in Figure 4, have risen
dramatically over the same period.
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Source: Economist, January 4, 1986

Figure 2:
China’s External Trade

China's major exports, apart from clothing and photographic equipment,
are dominated by commodity trade, agricultural products, oil and coal. Both
its heavy and 1light industrial production has been oriented to supplying
domestic requirements. However, modernization of industry, particularly light
industry, is in rapid transition with a view to developing products to
standards which will make them more saleable in international markets.

Canadian trade with China has been fairly steady over the past five
years., China is Canada's fifth largest export market and we are China's fifth
largest supplier. Total bilateral trade over the past five years is
summarized on Figure 5, with more detailed data provided in Annex IV. Total
Canadian exports have been on average 4.53 times larger than the total imports
over the past five years. Annual ratios have ranged from a peak of 6.54 in
1983 to a low of 3.12 in 1985.

Canadian exports to China in the period 1981-1985 have ranged from a low
of $ 1,018 million in 1981 to a high of $ 1,607 million in 1983, averaging
$ 1,277 million annually. Wheat sales, the largest single item, accounted for
53 per cent over five years and has been the major variable, ranging from $917
million in 1983 to $ 445.6 million in 1985. Mineral and metal exports
(copper, aluminium, zinc, iron and steel) accounted for 17.9 per cent of total
exports; wood products, pulp, lumber, paperboard and newsprint for 15 per

cent; fertilizers for 4.5 per cent ; and equipment and machinery for 1.1 per
cent.



Figure 3

Grain Imports by Quarter, 1981-85

Selected SITC Two Digit Import Series (CIF)
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TABLE

242

CHINA - ANNUAL NET EXPORTS 1976 to 1985
XCHANGE EARNINGS FROM COMMODITY TRADE

FOREIGN E

(MILLION US DOLLARS)

1,500

1,000

$ Million

500

1982

Source: Statistics Canada Data
Figure 5:
Canada — China Trade, 1981-1985.

1983

1984

YEAR TOTAL JAPAN UNITED CANADA WEST USSR SING HONG OTHER
STATES GERMANY APORE KONG
1976 280 -503 11 -141 -388 =78 148 1,788 -558
1977 380 -646 76 -335 -190 24 130 1,876 -556
1978 ~de 40 -1,231 -378 =422 =550 25 204 2588 =1 ;379
1979 -2,010 -983 -1,076 -415 -1,019 =8 197 3,333 =0 . 039
1980 -1,280 -878 -2,465 =598 =422 =36 241 4;0%% =1;156
1981 52 -1,086 -2,683 -872 =301 =30 55D 4,033 436
1982 2,999 1,105 =2,008- =951 =47 =100 554 35675 662
1983 835 -1,065 -823 -1,222 =168 =122 461 4,080 -306
1984 -1 4720 --=35001 -1,175 =709 =309 -89 1,076 31755 =-1,268
1985 —£ 378 =71,481 -2,170 -780 -1,184 19 1,824 1,894 6,499
|Sources: Chinese Ministry of Foreign Trade and General Administration of
Customs.
2,000

EXPORTS

IMPORTS
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Canadian imports from China during the same five years have averaged only
$ 282 million annually, ranging from a low of $ 204 million in 1982 to a high
of $404 million in 1985. Outerwear and miscellaneous apparel has been the
largest category, accounting for 40 per cent of all imports.

2.2 INDUSTRY SECTORS OF INTEREST

The Task Force has been asked to suggest how federal assistance for the
power sector should fit in relation to requests for support which might be
anticipated within other selected sectors of significant commercial interest
to Canadian exporters: agriculture, forestry, mining, oil and gas,
telecommunications and transportation. Detailed sector briefs have been
prepared for each of these seven sectors and are appended to this report.

Hereinafter, the prospects for exports to the power sector are described
in some detail. This is followed by highlights of perceived trade
opportunities in the other six sectors. A summary projection of prospective
future exports is provided in section 3.4.3.

2.2.1 Power Sector

2.2.1.1 Past and Future Developments

China's population of just over one billion people is about 40 times that
of Canada. The total installed capacity in power utilities across Canada was
double that of China in 1960. In 1985 the Canadian systems, with a total of
95,000 MW, was only 10 per cent larger than the aggregate of China's power

Systems, China's systems have been growing faster and total generating
capacity is likely to exceed Canada's within the next five years. Figure 6
Compares the capacity of power systems in the two countries. Detailed

information on the power sector in China is provided in the sector brief of
Appendix A,

Canada's power systems consist mainly of hydro (58 per cent),
conventional thermal (31 per cent) and nuclear (10 per cent) generating
Plants, China, by contrast, obtains two-thirds of its power from conventional
thermal plants (mostly coal burning) and one-third from hydro.

A significant portion of the Chinese generating capacity constructed in
the past three decades consists of relatively small stations built to serve
local 1oads. In 1982, for example, more than 80,000 small hydro plants,
?°mprising about 35 per cent of total hydro capacity, were operating. An
lmportant feature of the Chinese power sector is the existence of many
independent power systems with relatively weak interconnections. :

In 1983 China had 32 power grids with capacities of more than 100 MW,
including 13 larger grids with capacities exceeding 1000 MW. The major power
grids, shown in Figure 7, accounted for 80 per cent of all capacity in 1982
and produced 90 per cent of the total electrical energy.

More than 75 per cent of all electrical energy is used by industry.
Despite the impressive growth of China's power systems, supply has not kept
pace with demand. Chinese officials consistently cite surveys which show that
20 per cent of industrial capacity is idle at any given time because of
electric power shortages.
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China has abundant resources of both coal and hydro, but most of these
resources are not located near the main load centres. Figure 8 provides an
overview of economic activity illustrating the concentration in China's East

reserves are in the North Central region, p
main hydroelectric resources are in the
from the Himalaya Mountains) a

flowing awa
the Yangtze

hydro developments.
even more capacity,
modernization.

{/ and Hongshui Rivers).

Although coal mines exist in all regions, the greatest

articulary in Shanxi Province. The
Southwest region (mainly rivers
nd in the Central region (including

The Ministry of Water Resources and Electric Power (MWREP) is the central
authority which oversees all aspects of power sector development. MWREP
intends to construct at least 30,000 MW of additional capacity during the
Seventh Plan; some 25,000 MW of coal burning thermal plants and 5,000 MW of

MWREP's Minister, Madam Qian Zhengying, has stated that
up to 40,000 MW, would be preferred to facilitate ongoing
These expansions are very large indeed. By way of comparison,

the Canadian power utilities added some 30,000 MW of capacity to their systems

=

In China the Yangtze River is known as the Changjiang or Long
River.

‘ - NUCLEA!

HYDRO
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Figure 8:

China—Regional Distribution of Industrial and Agricultural Production
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in the ten years from 1975 to 1985. The first phase of the La Grande complex
in the James Bay region included three hydro plants with a total capacity of
105282 MW, or one-third of the capacity which China intends to comstruct in
the next five years.

No official long term development program has yet been prepared for the
power sector in China. Alternative projections of future developments,
summarized in Figure 9, suggest that total capacity by the year 2000 could be
between 195,000 MW and 280,000 MW compared to 86,200 MW in 1985.

Almost all equipment needed for power generation, transmission and
distribution is manufactured within China. However, the technologies are,
with a few exceptions, not the latest and there are capacity constraints
relative to domestic requirements. Hence China has decided to overcome short
term constraints by importing major items of equipment and over the medium
term to modernize its electric power industry by arranging for technology
transfer through licensing and joint venture agreements.

Recent examples of Chinese willingness to import equipment are:

a) Thermal generating stations. China intends to purchase some 8,400 MW
of complete thermal plants from abroad in 1986 and 1987. 8ax
different plants have already been contracted for and four more are
expected to be under procurement in 1986, In 1985 China requested
international tenders from 11 groups in many countries, including
Canada, for four coastal power stations (each 2x350 MW); and
negotiated with Czechoslovakia for two 500 MW thermal plants and with
the Soviet Union for an 800 MW plant. Bids were received in early




b)
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1986 on a plant with two 600 MW units (Beilungang). Tenders for
three additional plants are expected to be invited during 1986 (two
plants of 2x350 MW and one of 2x600 MW).

Hydroelectric developments. The Lubuge project (600 MW) in Yunan
Province is being built with a combination of external financing from
the IBRD and supplier's credits. Tianshengqiao low dam hydro project
(880 MW) on the Hongshui River is being built with Japanese equipment
and financing. (The feasibility study for this project was grant
funded by the US Government). The IBRD is also expecting to provide
financing for the Yantan (1100 MW) and Shuiko (1400 MW) hydrelectric

developments.
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¢) EHV transmission systems. Canadian firms and others were invited to

bid in 1984 for equipment for up to tem 500 KV AC sub-stations. A
European consortium (Brown Boveri and Siemens) concluded a contract
for a 500 KV DC system in 1984 on which a Canadian consultant
(Teshmont) had been involved in preparing the specifications. (This
DC equipment is not manufactured in China or in Canada).

Joint venture and licensing agreements with Chinese enterprises have been
completed by several leading equipment manufacturers, including:

a)

b)

c)

d)

In

Combustion Engineering for 600 MW boiler wunits at Harbin and
Westinghouse for 300 MW turbine generator units at Shanghai (1980

licenses),

General Electric and a Sichuan factory for co-production of 600 MW
turbine generators,

ASEA license for 500 KV AC transmission equipment, and

Babcock & Wilcox, Canada license agreement with the Beijing Boiler
Works for boilers.

the fifteen years from 1986 to 2000, China is expected to invest

between $140 billion and $200 billion in developing its power sector. The
range of projected expenditures is summarized in Figure 10, which indicates
average annual expenditures in a range of between $5.6 billion to $7.6 billion
from 1986 to 1990, and $9.6 billion to $14.4 billion in the period from 1991

to 2000.

Even though the major portion of expenditures will be for domestic

4oo—1 1991 — 2000

—150
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Figure 10: ;
Alternative Projection of Capkallnvesﬂnent,1986—2000.
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equipment and services, it is projected that from 10 to 20 per cent of
expenditures will likely be for foreign supplied equipment and services.

The very high projected investment levels imply a major increase in the
share of the power sector in total domestic investment by China. Power sector
investment will need to rise from a level representing somewhat less than
1 per cent of GDP from 1980 through 1985 to approximately 2 per cent during
1986 to 2000.

The share of investment allocated to the power sector has in the past
been lower in China than in many other developing and industrialized
countries. The increased share estimated for the future is not unreasonable
given China's target of quadrupling industrial and agricultural output between
1980 and 2000. The World Bank estimates that power sector investment
requirements in all developing countries will represent about 2 per cent of
aggregate GDP during the period from 1982 to 1992. This is also broadly
comparable with recent power sector investment levels of four major developing
countries for which recent data are available (Brazil, India, the Philippines
and Thailand).

International sources of finance have played a modest role in power
sector investments in China in recent years, a role which can be expected to
increase in future. This matter is discussed further in Chapter s

MWREP officials have made it clear that foreign firms are only welcome on
the larger projects as they consider that their indigenous electrical industry
can readily supply all equipment necessary for the smaller class of hydro and
Steam thermal projects which will be constructed by the provincial power
bureaux, Thus contracts on which foreign firms can be expected to have
opportunities to bid will be those selected by the Ministry for international
competition or those reserved for foreign suppliers under specific bilateral
arrangements.,

2.2.1.2 Canadian Experience and Prospects

Chinese technical missions have travelled internationally since 1978 and
Chinese power authorities are well informed about the capabilitié€s of various
exporting countries in the power field. In 1973 and 1979 Canadian missions,
Co-ordinated by Industry, Trade and Commerce, had visited China to explain our
interest and capabilities in hydroelectric power technology.

When CIDA sent its first programming mission to China in May, 1982 it had
already been proposed that the energy sector should be one area of
Concentration for development assistance. The mission's analysis confirmed
that inadequate energy supplies were a major constraint to China's
development. By that time, China had decided that Canada had relevant
€Xperience in the planning, construction and operation of large hydroelectric
Projects and extra high voltage (EHV) transmission systems. CIDA's assistance
to China in the energy sector has accordingly concentrated primarily on hydro
and EHV transmission projects. and on field management and enhanced recovery
Wwithin the North China oilfield which has characteristics similar to those of
©ilfields in Western Canada.

During his visit to Canada early in 1984, Premier Zhao Ziyang enquired
whether Canada might be willing to co-operate with China in the development of
China'g power sector, in particular in the development of major hydroelectric
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projects such as the Three Gorges project on the Yangtze River. Subsequently
Canada was invited to make a presentation outlining Canadian capabilities and
sent a delegation led by External Affairs to China, in November 1984, for
discussions with MWREP. This delegation included representation from the
Canadian power industry and financial community as well as officials of
External Affairs, CIDA, the Department of Regional Industrial Expansion (DRIE)
and the Export Development Corporation (EDG). The delegation presented
Chinese authorities with a formal submission concerning Canadian
capabilities.l/ During the delegation's stay in Beijing the first power
sector Memorandum of Understanding was signed between MWREP and Canada,
confirming China's request for technical assistance and financial support for
three specific hydroelectric projects: Three Gorges, Gehe Yan and Longtan. A
copy of this MOU is attached at Annex V.

In October, 1985, a Chinese delegation led by Madame Qian Zhengying, the
Minister for Water Resource and Electric Power, visited many parts of Canada,
including major hydro and thermal generating plants. Discussions were held on
a variety of subjects relating to Canada-China cooperation in the fields of
hydro, thermal and nuclear energye. This delegation concluded a second
Memoradum of Understanding concerning future cooperation between the two
countries in the development of China's power sector. (See Annex VI).

In the past five years CIDA and External Affairs have agreed to finance
eleven technical assistance projects in the power sector, worth $11.3 million
in. .tetalk. These projects, summarized in Table 2.3, deal mainly with
hydroelectric generation and EHV transmission studies. The largest project in
financial terms, worth $7.45 million, involves five Canadian power utilities
cooperating to assist six of MWREP's research institutes in applied research
for power systems development.

Canadian power sector exports to China, apart from the government-—
supported activities have been relatively small until the past year. At least
seven different organizations have been successful in winning contracts worth
approximately $240 million, as summarized in Table 2.4. Two of the successful
firms (ASEA Canada Inc. and Cegelec) won their first orders after China
invited Canada to compete for supply of equipment for up to ten 500 kv
sub-stations in 1984, no doubt as a result of the official dialogue about
future cooperation in the power sector. The largest order, worth
$ 203 million, the boiler-island components of the two thermal generating
stations (Shan An and Nantong), was awarded in February, 1986 to Babcock &
Wilcox Canada as part of a successful consortium led by General Electric of
U.S.A. and including Ansaldo of Italy. This consortium won a turnkey contract
in stiff international competition for the complete supply of two thermal
generating stations, each of 700 MW. For those contracts the export credit
agencies supporting all competitive bidders agreed to adhere to Consensus
rates. EDC financing for the Canadian portion of the contract has been
successfully concluded.

Future Canadian prospects for winning contracts in the power sector in
China depend on several related factors: China's requirements, federal
government support and, most important of all, the competitiveness of Canadian
exporters. In this context it is useful to recall the observations made about

E] Canadian Capabilf?fes for the Development of - Major
Hydroelectric Projects and EHV Transmission Facilities,
Department of External Affairs, October 1984.
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Table 2.4

RECENTLY SUCCESSFUL CANADIAN EXPORTERS IN CHINA POWER MARKET
Company Approximate Sources of Products Contract Remarks
Value of Finance Period
Contracts
($ million)

Babcock & Wilcox Canada 203.0 EDC Boilers for two 1986-1988 |Consortium led by General Electric
2x350 MW thermal of USA won two contracts totalling
power plants over $ 500 million for turnkey

erection of two coal-fired power
plants. Eleven consortia bid in
international competition.

ASEA Canada (Inc.) 10.0 EDC Instrument Trans— 1984-1985 |Includes contract for 500 kV
formers substation, bid under Canadian

Commercial Corporation. Two other
contracts from parent firm.

Trench Electric 9.0 China; Transmission line 1982-1986 |First visit in 1981 with PEMD

World Bank; |reactors, line traps support. Technology assistance
EDC and capacitive line agreement negotiated. Most sales
transformers through German marketing office.

Timberland Equipment 8.0 China; Conductor stringing 1978-1986 |Contracts in each year since 1978.

World Bank; |equipment Well established in China market.
Commercial
Banks

Westinghouse Canada 7.0 China Steam turbine 1985
assemblies for
boiler feed drives

Cegelec 4.1 EDC 500 kV SF6 circuit 1984-1985 |Initial contract for 500 kV
breakers substation, bid under Canadian

Commercial Corporation.

Canadian General Electric 0.6 China Two static exciters 1985-1986
for Gezhouba hydro
generators

B.C. Hydro 0.5 World Bank |Review of designs 1985-1986 |Consulting assignment for East
and specifications China Power Bureau on Second World
for 500 kV Bank power project (Xuzhou to
transmission line Shanghal transmission line)

Note: These contracts were won without financing from CIDA or External Affairs

Source: Information from Canadian exporters
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Canadian power equipment by the Chinese Minister of Water Resources and
Electric Power, Madame Qian, during her two week visit to Canada in October,
1985:

a) Quality. In Madame Qian's opinion, the quality of Canadian
goods and services is world class.

b) Price. Canada is perceived as being too expensive.

¢) Terms and conditions of financing. Madame Qian was of the
opinion Canadian terms for loans and credits were not soft enough.

d) Willingness to transfer technology. Technical training is a
definite priority, however, Madame Qian was unclear whether a
willingness to transfer technology would be adequate compensation
for a higher price.

e) Balance of trade between China and the vendor country. The
impression given by Madame Qian was that the more equitable the
balance, the more predisposed MWREP would be to purchase goods
and services. It seems likely that China will use its import
requirements in support of a broader balance of trade and
foreign policy objectives in future.

Commercial prospects for Canadian exporters will clearly depend in large
measure on the amount of export financing which Canada is prepared to offer
China for project implementation, as discussed in Chapter 3 of this report.

A precise 1list of all future projects of interest to Canadian firms is
difficult to prepare, in part because information concerning all projects
which have been approved for inclusion in the Seventh Plan, covering the
Period 1986 to 1990, has not been released.l/ It is not clear whether the
Chinese authorities have a firm list of priority projects after 1990, although
a number of hydro and thermal developments have been referred to as likely
candidates for implementation in the next plan period.

Appendix A includes a list of all major power projects identified by
MWREP and the World Bank. Specific hydro projects in which Canadian firms
have already been involved are outlined hereafter and explained further in

Appendix A.

The Three Gorges Water Control Project on the Yangtze River is believed
to be the 1largest single water resources project being studied for
implementation anywhere in the world. It includes a planned power capacity of
between 13,000 and 17,000 MW (depending upon final selection of the reservoir
normal pool level in the range between 150 m to 170 m), and twin flight
shiplocks capable of passing 10,000 ton tows to enhance river transportation.
The reservoir storage will be operated to provide major flood control benefits
to downstream areas. Project construction could take from 15 to 17 years to
complete after project financing is arranged. Capital costs, as estimated by
MWREP, for project development and associated transmission facilities, amount
to $9 billion (1985 prices) for the 150 m design normal pool level.

I

China has not, in the past, released information on specific
projects to be finalized under its planned program in advance
of formal project authorization.
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The Three Gorges project has not been specifically included in the
Seventh Plan. However, it is understood that under the Seventh Plan funds
have been set aside for large projects which may be approved during the plan
period. It is probable that the Three Gorges project will be approved in 1987
or 1988, after completion of a bankable feasibility study which is estimated
to cost $ 8 million and require 12 to 15 months to complete. CIDA's President
confirmed in Beijing in April, 1986 that Canada was prepared to provide a
grant for this study. MWREP confirmed its intent to proceed with the
feasibility study of the Three Gorges Project on June 18, 1986 and accepted
CIDA's offer to provide the services of CIPM-Yangtze Joint Venture, which is
already working on certain aspects of the preliminary design studies for the
Three Gorges project, jointly funded by External Affairs and CIDA/INC.

The Gehe Yan Water Control Project is a multi-purpose project including
1,200 MW generating capacity, located on the Qingjiang, a tributary to the
Yangtze River some 100 km downstream from the Three Gorges Project. A
CIDA-supported feasibility study was completed in October, 1985 by Hydro
Quebec International and CIPM. The study indicated that the project is
technically and economically feasible and would cost Bmb 1,583 million
($ 688 million) in mid-1985 prices, exluding price escalation and interest
during construction. The consultants have estimated that Canadian equipment
and services valued at up to $350 million could be required for project
implementation over eight years, and have requested consideration of
concessional financing support. One problem affecting consideration of
project support is understood to be the concern of the Hubei Provincial Power
Bureau regarding the terms under which any available Canadian financing would
be onlent by the Bank of China.

The Longtan hydro project in South China involves the largest of a
cascade sequence of ten proposed hydro developments on the Hongshui River.
Design studies of aspects of this 4,000 MW project are being undertaken by
CIPM-Yangtze Joint Venture with financing from External Affairs. This project
is earmarked for inclusion in the 1990 to 1995 development plan. The Canadian
consultant has recently requested a further $252,000 from External Affairs to
carry out additional studies aimed at determining the optimum design.

As already indicated it is expected that thermal power developments over
the next 15 years will constitute about 75 per cent of new generation capacity
additions to China's power systems. Table 2.5 lists 33 large thermal projects
which are expected to be built during the Seventh Plan. Many of these
projects have already been tied to particular suppliers or countries under
bilateral financing arrangements. Two of these stations, Shan An and Nantong,
have been contracted to a consortium led by GE of the USA, which included
Babcock and Wilcox of Canada and Ansaldo of Italy. However; i:of the .13
projects for which suppliers have yet been determined, it has been suggested
that Luo Huang and the Yinkou projects followed by the Han Zhou and Huangpu
projects may be the best prospects for Canadian suppliers. There are
indications that the Huaneng International Power Development Corporation (a
separate enterprise of MWREP which is charged with responsibility for turnkey
import contracts for thermal power stations) is likely to pursue future
contracts on a negotiated basis, requesting concessional financing, rather
than issuing international invitatioms to bid as was the case for the four
stations contracted for in 1986.



TABLE 2.5
THERMAL POWER STATIONS IN SEVENTH PLAN PERIOD (1986-1990) gy
POWER PLANT PROVINCE CAPACITY TYPE BUYER SUPPLIER/COUNTRY LOAN STATUS
g:an An Hebei 2 x 350 Coal  HIPDC GE/Ansaldo/BW(Can) Commercial  Signed
. gang Tianjin 2:x:330 Coal CWE GEI/Italy Mixed
atong Shanxi 3 x 220 Coal  MWREP Hungary Barter
2::: Tou Shanxi 2 x 220 Coal  MWREP Czechoslovakia Barter
- gze Shan*i 4 x 220 Coal MWREP Russia Barter
= ;z““ty Tianjin 2 x 500 Coal  MWREP Czechoslovakia Barter
% B n Inner Monogolia 2:x:500 Coal MWREP Russia Barter
Dalian Jian Helongjiang 2 x 200 Coal  MWREP Russia Barter
an Liaoning 2' x-350 Coal HIPDC Mitsubishi Supplier's Signed
Credit
i?:an Ya Shan N.E. 2 x 200 Coal  MWREP Russia Barter
oning Liaoning 2 %7200 Coal MWREP e e e NOT YET DECLDED———~— Most probably
Yingkou Liaonin 2x3 ) s
Fiishos g x 350 Coal NOT YET DECIDED-===v-
e Liaoning 2 x 300 Coal NOT YET DECIDED------ 2nd stage
g ong Liaoning 2 x 800 Coal MWREP Russia Barter
e hao Shan Liaoning 1 x 600 Coal MWREP ————— NOT YET DECIDED————~
Nantcgmai Shanghai 2 x 600 Coal HIPDC  =—====—a NOT YET DECIDED———--
3 Jins Jiangsu 2 x 350 Coal HIPDC GE/Ansaldo/BW(Can) Commercial Signed
Betl 4 East 2 x 300 Coal MWREP  ===-—=—- NOT YET DECIDED————
ungang Ninbo 2 x 600 Coal MWREP 1 x 600 W.B. Tender
Zhejiang 1 x 600 NOT YET DECIDED------ Most probably to
be negotiated
Gl with tender winner
a Lian Yun Harbour 2 x 200 Coal Province ==——=--- NOT YET DECIDED-——----  Most probably
S, Fend barter
Fulhs andong 2 x 200 Coal MWREP Russia Barter
o Fujian 2 x 350 Coal  HIPDC Mitsubishi Supplier's  Signed
Hexhiss et Credit
Sl andong 2 x 350 Coal  HIPDC Hitachi(?) Negotiated
Yao Heng Henan 2 x 300 Coal MWREP Belgium Mixed Signed
Mo Zoug Henan 2 x 300 Coal MRREP = =———==—== NOT YET DECIDED------
Yontors Hubed 2 x 300 Coal MWREP  =mm=—-——- NOT YET DECIDED------ Invitation to bid
Ba i g Hunan 2 x 300 Coal  HIPDC U.K. Soft
Busng ao Guangdong 2 x 350 Coal MWREP i e NOT YET DECIDED=—r—~—=
gt Bi: Guangdong 2 x 300 Coal MUREP L o === NOT YET DECIDED—==-=-
Iagis % Guangxi 2 x 125 Coal MWREP  ==—==—=e—= NOT YET DECIDED=-=-=---
g o ou Sichuan 2 x 350 Coal CWE(?) Alsthom Soft Negotiable
B She:“S Chongging 2:% 350 Cosl.  RIPBC ¢ =—===-== NOT YET DECIDED
-_______5 Shaanxi 2 x 320 Coal  MWREP Romania Barter
Source: Canadian - 2
= industry - not confi;med by official Chinese sources.
2.2.2 Agriculture
and have been remarkably

China's

under

agricultural
Successful so that the world's most populous
self-sufficient in food production.
production so
Productivity.

policies

the emphasis

will

programs

continue to be

country is now essentially

China's arable lands are virtually all
on increases in

The State Council of China estimates that the entire rural

economy will require a cummulative $500 to $700 billion in investment funds by
the year 2000.

Food processing, storage and distribution have been identified as key
bOttlenecks, which require significant investments to further increase the

Output of China's agricultural sector.
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Wheat sales, the cornerstone of Canada's trade with China, are declining
as China becomes increasingly self-sufficient. Canadian agriculture interests
should increase efforts to generate new demand for feed grains and canola by
helping to develop Chinese livestock, feed milling, oilseed processing,
malting and brewing industries. Further sales of dairy cattle and semen
should also be pursued as China's agricultural policies seek to diversify
production away from staples towards animal husbandry, vegetables and
industrial crops.

Technical assistance provided by CIDA facilitated the negotiation of
China's first animal quarantine agreement with a foreign country, Canada, and
this has recently led to exports of breeding stock to China.

Further details of activities and potential opportunities for agriculture
sector exports are described in Appendix B.

2.2.3 Forestry

Proposed targets for forest establishment and management will involve
costs estimated at $ 24 billion over the period 1985 to 2000, mostly for local
labour, although some equipment may be imported under projects supported by
the World Bank and CIDA.

The wood products industry will need to make major investments to supply
necessary lumber, particularly for housing which in turn is driven by
increasing rates of urbanization in China. Probable investment levels and
specific projects have yet to be identified but many opportunities are
envisaged for Canadian suppliers of equipment and services for wood harvesting
and transport, manufacturing, waste control and energy saving.

Paper-making capacity will have to double by 1990 to meet planned targets
and increase by a similar amount in the following decade. Probable investment
levels are unavailable. Excellent prospects are judged to exist for Canadian
participation in the supply of equipment and high quality pulps and related
technical services.

Further details of current activities and potential opportunities for the
forestry sector are described in Appendix C.

2.2.4 Mining

China has the world's second largest proven coal reserves, located
regionally as illustrated in Figure 4. Coal is the dominant energy source,
providing 70 per cent of China's overall energy requirements. Production was
790 million tons in 1985, and is targetted to reach 1200 million tons by the
year 2000. Open pit mining, in which Canadian companies have considerable
technological expertise, will continue to expand in China although underground
mines will remain the mainstay of Chinese production for the foreseeable
future.

The Canadian mining industry is the third largest in the world and Canada
is the leading minerals and metals exporting nation, including sales averaging
gome $ 250 million annually to China (excluding potash) over the past few

years. China has become the sixth largest producer in the world of nonferrous
metals and the fourth largest producer of steel. China's aim is to double the
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production of most minerals during the 1986 to 1990 period. A large number of
investment projects have been identified for the years ahead but the Sector
Working Group was unable to assemble the information base necessary to develop
a clear picture of overall market prospects and their potential value, despite
the activities and some commercial successes of several Canadian firms selling
services and equipment. In general terms the best prospects for Canada appear
to be in the following areas: '

- technical and scientific cooperation;

- mineral exploration technology and equipment;

- mining, processing and smelting of copper, lead and zinc
ores, concentrates and metals;

- mining and processing of gold ores; and

— coal mining and processing.

Further details of current activities and potential opportunities on the
mining sector are described in Appendix D.

2.2.5 0il and Gas

0il provides about 20 per cent of China's commercial energy requirements
while gas provides only 3 per cent. China exports some 10 per cent of
Production as crude oil and refined products, mainly to Japan, and these have
accounted for 20 to 25 per cent of its foreign exchange earnings. The recent
drop in world oil prices is having an adverse impact on China's foreign
exchange balance. However, the impact is less severe than suggested by the
Price decline as much as China's oil exports are on long term contracts.

In the 1980 to 1985 period China invested an average of about
$1.3 billion yearly in the oil and gas sector, 30 per cent for exploration and
70 per cent for development, according to the World Bank. Investment
requirements for future exploration and development are expected to average
about $ 3.0 billion annually, or $ 45 billion in total in the next 15 years.
Refinery investments could total $ 20 billion over this same period. No
estimate is available for requirements for pipelines and distribution systems.

China views Canada as a world leader in certain technologies, including
long distance pipelines (particularly control systems), sour gas processing,
heavy oil development, production monitoring and control systems and equipment
and services for remote areas. In 1985 Alberta-based companies in the
Petroleum sector exported goods and services to China valued at $ 77 million.

Future prospects for Canadian industry in this sector in China are good,
based on the growing mutual understanding of experts in both countries.
Because individual Canadian exporters tend to operate somewhat independently
it is difficult to obtain an overview by industry of the potential level of
future exports.

Further details on current activity and potential opportunities for
exporters within oil and gas systems are described in Appendix E.
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2.2.6 Telecommunications

China's total imports of telecommunications equipment, including sound
recording and reproducing equipment, were valued at US$ 1.15 billion in 1984,
according to China Business Review (September-October, 1985) with Japan,
accounting for 74 per cent of the total. During the 1986 to 1990 plan period
China proposes to spend some $ 5 billion in the telecommunications sector,
with emphasis on the importation of technology. However The Economist
(January 11/86) has reported that “statistics on the Chinese telecoms market
are scarce and unreliable. Estimates of the market size in 1985 for equipment
varied from US$ 250 to US$ 600 million".

Canada's telecommunciations equipment manufacturing industry 1is very
large, with global exports accounting for an increasing share of the
business. The industry has produced equipment valued at an average of
$ 2.7 billion annually in recent years, with exports increasing from 50 per
cent in 1982 to 78 per cent in 1984. Remote sensing revenues have increased

rapidly, reaching $ 120 million in 1984, including 40 per cent from exports.

; Two large competitors to Canada - Cable & Wireless from Britain and ITT
from USA - were the first to set up joint ventures in China.

Many Canadian firms have been interested and active in China, with sales
over the last three years totalling between $ 50 and $ 100 million. The
Chinese see Canada as a good and reliable supplier of telecommunications
equipment, based on the:

- excellence of Canadian domestic networks,
- provision of services to rural and remote areas, and
— development of remote sensing applications.

Canadian companies expect to be able to achieve sales to China of between
$ 50 and $ 100 million annually within the next five years, representing 3 per
cent to 6 per cent of China's expected imports in the telecommunications
sector. There seems little demand for consulting services except when
associated with specific technology transfer.

Further details of the current activities and projects for exports in the
telecommunications sector are described in Appendix F.

2.2.7 Transportation

Transportation constraints are repeatedly identified by Chinese officials
as one of the two most critical bottlenecks in the economy. Energy is the
other bottleneck and the two are closely related, since coal accounts for
roughly 40 per cent of all freight carried by the railroads.

Annual investments for transportation infrastructure are accordingly
expected to be very large, averaging $ 5 billion annually over the period 1986
to 1990. Some 40 per cent will be spent on railways, 20 per cent on marine
transportation, 20 per cent on roads, and 20 per cent on civil aviation and
urban transportation.



Near term prospects appear to lie in urban transit technology, such as
joint-venture manufacture of subway cars and bilevel rail cars. The Urban
Transportation Development Corporation (UTDC) and Lavalin are currently
Studying an ALRT line for Beijing. Prospects for Canada also appear to be
strong in the railway field, which is projected to utilize 11 per cent of the
national budget over the next five years. Canadian Pacific Consulting
Services have won a $ 2 million contract (in 1984) for a feasibility study of
a coal handling system in Shanxi Province and have undertaken several other
assignments. CANAC Consultants are now studying the pilot application of a
railway yard computer operation system, an activity which could lead to
efficiency improvements and future business throughout the country.

In the aviation sub-sector, de Havilland has sold nine Twin Otters to
China. Pratt and Whitney Canada have shipped 40 aircraft engines in the past
three years and expect to deliver another 40 in the current and next year.

The Sector Working Group estimates that Canada could sell from $ 30 to
$ 100 million annually of transport products and services to China, with

Prospects rated as follows:

Good

« Specialized consulting services

. Computer software - technology transfer

. Light rapid transit

. Subways and commuter equipment (bilevel coaches)
. Telecommunications

. Containerization technology

« Bulk commodity handling technology

« Aircraft (medium/small) and engines

Possible

. Locomotives and/or diesel engines
. Rotary dump wagons or components
« Electrification supplies

.« Signalling equipment

« Containerization equipment

« Bulk commodity handling equipment

Further details of current activities and projects for exports in the
transport sector are described in Appendix G.
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3.0 FINANCING CONSIDERATIONS FOR CANADIAN EXPORTS

Synopsis

Since it became a member in 1981, China has agreed to borrow more than
US$ 3.0 billion from the World Bank, including some US$ 0.5 billion for four
power projects. However, barter deals and bilateral concessional finance have
accounted for the largest portion of China's power sector imports. Many
Canadian exporters now regard China as a spoiled market.

Japan, China's largest trading partner, has offered two credit-mixte
facilities totalling some $5.7 billion, primarily for energy, transportation
and communications equipment. In 1984 and 1985, ten other OECD countries
offered concessional financing of up to $1.6 billion on 48 contracts. China
also arranged with Eastern European countries for barter tramsactions worth
very large but indeterminate amounts to pay for the importation of capital
goods and commodities.

Since 1979 EDC has offered a line of credit to China totalling $2.0
billion, of which some $159 million had been committed by mid-1986. In May,
1986 a concessional financial facility worth up to $350 million was
announced. It is expected that this facility will be blended with the
existing EDC line of credit for China, permitting Canadian exporters to access
upwards of $1 billion on more competitive financing terms.

Since 1982, CIDA has disbursed about $20 million annually under its
bilateral program, primarily concentrating on developmentally sound projects
in agriculture, energy, forestry and human resource developments, and plans to
double its program during the next five years. Some $6.8 million have been
disbursed by CIDA's Industrial Cooperation Program for pre—feasibility
activities during the past five years. The recently announced Techmology
Cooperation Program provides funds for feasibility studies on projects
Selected by Chinese authorities.

External Affairs has authorized $9.2 million since 1982 to assist
exporters under its PEMD and fairs and mission programs.

Power sector planning activities in China have utilized $12 to $13
million of federal support in the past five years and a further $13 million
have been requested. Consultants and manufacturers are convinced that future
exports will, in large measure, depend upon the amount and terms of financial
support which can be provided, assuming that Canadian quality and price meet
those offered by our competitors.

3.1 GENERAL

As a consequence of the progress of economic reforms flowing from China's
more open-door policy, China's foreign trade nearly quadrupled between 1975
and 1984 and grew even more rapidly in 1985. In recent years China has
managed to preserve a healthy trade balance with exports generally exceeding
imports until 1985, when imports surged in response to continuing internal
economic reforms. The 1985 negative trade balance of about US$ 9.7 billion
caused the government to take measures to restrict certain classes of
investments and imports and to increase exports.
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Several aspects of China's current -trade policy which will affect
Canadian exports can be discerned, but the overall impact on future Canadian
exports is difficult to predict, because the mechanisms for policy
implementation are still being developed, tested and refined.

One significant longer term policy, according to the World Bank, is to
incur moderate foreign trade deficits, with increased but cautious reliance on
external finance. Another overall policy is to use limited foreign reserves
to import essential technology and critically short materials. These policies
should result in an increased willingness to use foreign exchange to finance
important projects in sectors judged to have overall priority for national
development, particularly the power, transport and communications sectors
which are definite bottlenecks.

A somewhat contradictory policy, however, makes it easier for industries
earning foreign exchange to import equipment and services than for industries
which do not earn foreign exchange. Electrical energy and transportation
services (other than the international air carrier services of CAAC) are not
marketed internationally and do not earn foreign exchange directly. Hence
these sectors have had to struggle to obtain permission to import. The oil
and gas sector, by contrast, accounts for a substantial part of China's
foreign exchange earnings and reportedly has little difficulty in importing
necessary equipment and services.

Chinese policy makers are apparently now willing to consider increased
imports of equipment and services in the power sector in recognition of the
sector's indirect role in helping other industries to win more export
business. The recent order for thermal power plants is an example. The same
may be true in the transport sector, particularly railroads where large
numbers of locomotives have been ordered from General Electric (USA). But
such infrastructure projects appear to depend in large measure on associated
external finance as the authorities try to minimize the overall trade
imbalance. Exporters in these sectors can expect continuing pressure from
Chinese agencies to provide export credits and to be willing to undertake
countertrade.

China's willingness to import technology is expected to be influenced in
large measure by its overall economic performance, particularly as this
affects its balance of trade and foreign exchange reserves. Recent increases
of imports for its power and transport sectors and to modernize industrial
production facilities appear to be influenced by export credits, as discussed
in the following section.

Since 1949 China has developed a significant trade relationship with
COMECON countries; primarily on a barter basis. Although this level of trade
declined during the 1960's and early 1970's, during the past decade China has
increasingly turned to long term barter agreements with the USSR and with
COMECON countries, despite continuing disagreements which have inhibited
normalization of diplomatic relatioms.

3.2 International Sources of Finance

Commercial financing, official export credits and developmental
assistance on a bilateral (i.e. CIDA) or multilateral basis from the
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International Bank for Reconstruction and Development (IBRD) can be used to

provide convertible currency to Chinese borrowers to purchase goods and
. services from abroad. In some case, this convertible currency can be made

available to cover certain aspects of local costs incurred within China.

Canadian financing sources for projects in China are reviewed in Section
3.3 of this report.

The objectives of the different lending institutions vary widely.
Concessional lending is commonly extended to a developing country by aid
agencies to finance large projects, often in cases when the projects do not by
themselves generate sufficient foreign exchange to enable the country to repay
these loans on a commercial basis but are judged to be essential for the
orderly development of the sector. The International Development Association
(IDA) of the World Bank group lends on this basis. The IBRD, on the other
hand, lends at terms slightly above its cost of funds for developmental
projects in countries deemed capable of repaying loans on more commercial
terms.

China joined the Asian Development Bank in 1986, and will be eligible to
start borrowing from that institution in 5 years.

Since mid-1981, in excess of $ 3 billion in loans has been approved for
China by the World Bank group. IDA involvement in China has been primarily in
education and health. The IBRD is mainly active in telecommunications, power
and other infrastructure activities.

The IBRD has so far agreed to finance four power projects: two hydro
plants, one transmission system and one thermal plant (including transmission
facilities). Details are provided in Table 3.l. These four projects have
accounted for roughly 10 per cent of World Bank lending in China. IBRD loans
of US$ 539.4 million accounted for 17 per cent of total project costs and are
being used mainly to finance specialized equipment not readily available in
China. In the two hydro projects the IBRD is not financing turbines and
generators, since these are expected to be co-financed by export credits
offered by suppliers. The World Bank's largest loan of US$ 225 million is for
a two-unit thermal plant (Beilungang), with the Bank financing only the
foreign costs of the first unit. The second unit is expected to be financed
by commercial bank loans and/or export credits.

If the pattern of recent years persists, with the IBRD committing in
excess of § 1 billion to China annually, power sector loans might be expected
to account for US$ 100 to US$S 200 million annually.

The IBRD's expressed policy in the power sector in China 1is to
concentrate in future on hydropower developments and backbone transmission
lines. This indicates that thermal generating projects, expected to account
for some 75 per cent of additional capacity in the next fifteen years, will
not be supported by World Bank financing.

Most Canadian exporters report that China has been so successful recently
at obtaining concessional financing from export credit agencies that China is
now regarded in certain circumstances as a spoiled market. Six other
countries have offered credit-mixte financing to the Bank of China worth a
total of $6.4 billion, as summarized in Table 3.2. In addition to these
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CHINESE POWER PROJECTS FINANCED BY WORLD BANK
No Title & Description Total World Bank Loan Items to be
Project {Amount Date Financed
Cost Approved
US $ million
1 |Lubuge Hydro - 450 MW 811.7 145.4 {Jan/84 {Selected civil works
(Yunan Province) specialized equip-

ment, consultants;
and training

2 |Second Power Project - 282.8 117.0 {Jan/85 Specialized equip-
(Jiangsu Province, East ment, consultants
China Power Grid). and training

500 kV transmission line,
Xuzhou to Shanghai

3 |Third Power Project-1200MW|1,044.9%{ 225.0% June/86 {Major equipment for

Coal-Fired Thermal plant first of two units;
at Beilungang (East China consultants and
Power Grid) using coal training

from Shanxi

4 |Yantan Hydro - 1100 MW I,033.1 52.0 {June/86 {Specialized equip-
Guangxi Autononous Region ment and consultants
TOTAL 3,172.5 1 539.4

Source: World Bank

facilities, Sweden, Italy, France and West Germany offer credit-mixte
financing on a fairly regular but ad hoc basis. Australia, the Netherlands
and Austria have each offered similar financing for specific contracts.

The USA is reportedly considering legislation to provide credit-mixte
financing of $300 million to $500 million annually, in terms of higher
authorization by the Export Import Bank and authorization to the US Agency for
International Development (USAID) to operate in a communist country. These
funds are not yet approved or targeted on any particular country so the
potential impact on competition for exports to China is unclear at this time,

Concessional financing for preliminary studies of investment projects in
China has been provided from the USA through the Trade and Development Program
of its International Development Cooperation Agency. At the end of 1985 some
$4 million of the total available funds of $6 million had been committed for
studies of projects in various sectors. In January 1986, USA officials
offered the remaining US$ 2 million for engineering studies of the Three
Gorges hydroelectric project, but this offer was rejected by China. However,
the same funds were apparently included in revised USA offer (of March 1986)
to finance a bankable feasibility study of this project by American
consultants.
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Table 3.2

CURRENT CONCESSIONAL FINANCING OFFERED TO CHINA BY OTHER COUNTRIES

l. Exchange rate as of December 6, 1985

Country and Facility Amount Cdn Currency Rate and Targeted
Institution S$Millions Terms Sectors
Japan/EID Dedicated 2,370 Yen 1 3054 Hydro-electric
or MITI to seven g: 10 yrs power, railways
projects r: 40 yrs and telecommunica-
tions
Japan/EID Untied 3,346 Yen 126 .5% 0il and coal
or MITI line of g: 2-6yrs development
credit r: 9-13yrs projects
Britain/ Line of 206 f£Sterl- i: 5.0% Unofficially power
ECGD credit ing g:-5 VIR and mining
r: 15 yrs projects
Denmark/ Line of 28 U.S5.5 1¢ 0.0% General purchases
EKR credit g: 10 yrs of capital
T :*35 yrs equipment
Denmark/ Dedicated 197 Ua8eS i s 0,07 N/A
EKR to specific g: 10 yrs
projects r: 35 yrs
France/ Line of 272 V8.5 N/A Telecommunications
BFCE Credit
Switzerland/ Line of 50 Ue5.8 1: 0.0% Not targeted. To
GERG Credit g: 10 yrs be blended with
r: 20 yrs consensus rate
funds for specific
projects.
Belgium/ Line of 10 U.S.$ 1+°0.0% General purchases
MFA Credit g: 10 yrs of Belgian capital
s 30 yrs equipment.
TOTAL 6,399
i: Interest Rate
g: Grace Period
Notes: r: Repayment Term

2. Amounts from Japan and Britian represent blended total utilizing
concessional funds. Amounts from other countries represent
concessional funds which can be blended with loans at Consensus rates

to provide increased total funding.
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The UK announced earlier this year that it is offering China an expanded
£300 million per year concessionary loan fund for 5 years. Loans will carry
an interest rate of 5 per cent over 20 years including a five year grace
period. Lenders are to be reimbursed the difference between the cost of the
soft loan and that of commercial loans. This will allow UK exporters to
select their own commercial sources of credit, with the Export Credit
Guarantee Department subsidizing the cost of capital.

Notifications from competing export agencies of concessional financing
offered between January, 1984 and December 1985 indicate that eleven OECD
countries, in attempts to win contracts, have offered concessional funding on
51 occasions worth up to $ 2.2 billion. These notifications are summarized in
Table 3.3. The power sector has attracted the largest amount of such
concessional financing offers.

Japan has become China's most active trading partner, with net exports to
growing from low levels in 1983 and early 1984 to more than US$ 1.6 billion in
the fourth quarter of 1984 and nearly US$ 5 billion in the first half of
1985. These amounts exclude Japanese goods trans-shipped through Hong Kong,
which, if included, would increase Japan's trade surplus further. Official
Chinese Customs Statistics, compiled by the Rock Creek Research Institute,
show that net exports to China by Japan have been particularly heavy in SITC
category 7, machinery and transport, far in excess of net exports by all other
countries. In 1984, for example, Japan's net exports to China of category 7
equipment totalled US $3,664 million, compared to US$ 1,068 million from the
USA, US$ 420 million from West Germany and only US$ 16 million from Canada.
In the first quarter of 1985 net exports of machinery and equipment increased
considerably, with Japan continuing to be the dominant supplier. China
reportedly swaps its oil exports to Japan for steel.

Much of Japan's exports are facilitated by two credit-mixte facilities,
worth in total some $5.7 billion and targeted on hydroelectric power,
railways, telecommunications, oil and coal development projects. This
concessional financing by Japan is in large measure responsible for the
strength of that country's favourable trade position concerning machinery and
transport, the second largest category of net imports by China and a category
of great interest to Canadian industry.

3.3 Canadian Sources of Finance

Several sources of finance can be provided by Canada to support exports
for capital projects in the power and other sectors in China. In order of
importance these include the federal government, the commercial banks, the
provincial governments and equity participation by investors. Each is
discussed separately.

3.3.1 Federal Government

Federal agencies involved in financing Canadian exports include the
Export Development Corporation and the Canadian Wheat Board. The Wheat Board
confines its activities to extending credit to foreign buyers of western
Canada grains, normally for payment within three years. EDC provides credit
insurance or guarantees for grains not covered by the Wheat Board, other
commodities and for capital goods and services.
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Table 3.3
CHINA: SUMMARY OF CONTRACTS OFFERED CONCESSIONAL FINANCING
BY OTHER COUNTRIES IN 1984 AND 1985
A. BY SECTOR
Sector Number of Contract AmOuan/ Average Grant
Notifications (up to Cdn. $ Millions) Element (%)
Manufacturing 17 526.1 26.8
Agriculture 15 230.1 39.5
Power 10 766.3 26.1
Telecommunications 5 545.4 28.9
Forestry 3 60.0 28.4
Petro-Chemical G 58.5 253
Total 5% 2,186.4 29.6
B. BY COUNTRY
Country Number of Contract Amount Average Grant
Notifications (up to Cdn. $ Millions) Element (%)

1. Denmark 15 386.8 37.6
2. Sweden 13 575.0 2536
3. Italy 7 115.8 37.6
4. West Germany 4 144.0 29.3
5. France 4 147.9 32.2
6. Japan 3 53756 18.8
7. Belgium 1 4.5 20.9
8. Australia 1 45.5 25.0
9. Britain i 37.9 250
10. Netherlands 1 10.5 25.4
11. Austria e 5 180.0 26.6
Total 51 2,186.4 29.6

EDC also provides medium and long-term export financing directly to
foreign buyers of Canadian goods and related services, and indirectly through
note purchase arrangements at terms consistent with the OECD Arrangement on
Officially Supported Export Financing. Except for the nuclear sector, the
OECD arrangement requires that repayment terms not exceed ten years for loans
to China. (Separate agreements specify different terms for some specific
sectors of export activity). Minimum interest rates (Consensus rates) are
also set by the OECD, according to schedules that vary with the cost of funds,
but nonetheless allow for financing proposals in China at rates which are
fixed at the time of commitment for the life of the loan. At present the
minimum permitted Canadian dollar interest rate for China under the Consensus
is 8.8 per cent!/. EDC has in place a General Financing Protocol, signed with
the Bank of China in October 1984, to facilitate the provision of financing
Support totalling up to $2.0 billion to Canadian exporters. The current

&

China is a category III country and is entitled to the best
rate. Rates are subject to review every six months.
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protocol replaces an previous line of credit from 1979 with the same ceiling.
Under these protocols some $35 million was committed over the period 1979 to
1985 and a further $124 million in the first half of 1986. (Some 90 per cent
of EDC total funding of $159 million has been in the power sector).

The government announced in May, 1986 the establishment of a $350 million
concessional financial facility to be established between EDC and the People's
Republic of China. The $350 million made available is intended to form part
of the General Financing Protocol signed between EDC and the Bank of China in
October 1984. Transactions requiring concessional financing support will be
considered on a case-by-case basis in accordance with prevailing guidelines
for financing support under Section 31 of the Export Development Act. This
concessional financing could result in soft loans in excess of §1 billion if
blended with Section 29 funds at Consensus rates.

Government financing on a grant basis is provided by CIDA for projects
requested by the Government of China that meet developmental eligibility
guidelines as well as Canadian content criteria. This funding is normally
provided under CIDA's bilateral program.

When CIDA's bilateral program in China began in 1981 its Indicative
Planning Figure (IPF) for the period 1982 to 1987 was $80 million, or about
$16 million annually.l/ The CIDA bilateral program has concentrated on
agriculture, energy, forestry and human resources development with commitments
as outlined in Table 3.4. CIDA's bilateral program focusses on technical
assistance and does not provide for financing of capital projects. In 1985
the IPF was increased to $100 million or $20 million annually. Prime Minister
Mulroney announced in Beijing in May 1986 that CIDA's committments for
projects in China will increase to $200 million for the period 1987 to 1992.

Table 3.4
CIDA BILATERAL PROJECTS APPROVED IN CHINA, 1982-1986
Commitments

No. of Projects Amount % of
Sector Approved $Million Total
Agriculture 7 20.0 23.8
Forestry 3 17.0 20.3
Energy 25 13.8 16.5
Human Resources Development 15 32.0 38<1
Other 6 1.1 La3
TOTAL 33 83.9 100.0
Source: CIDA

1/ Disbursements by CIDA, which necessarily lag the commitments, have ranged
from less than $1 million in 1982 to more than $16 million in 1985/86.
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CIDA's 1985/90 IPF of 5102 million is already more than
80 per cent committed. With additional resources becoming available after
1986, new projects can be developed which respond to Chinese needs and
Canadian interests.

Cabinet decided not to implement the proposed Trade and Development Fund.
However, it has been announced that credit-mixte loans, which may be extended
under EDC's Canada Account to match foreign concessional financing, should be
counted as part of Canada's Official Development Assistance in accordance with
internationally accepted developmental criteria.

CIDA also operates the Canadian Project Preparation Facility through the
Industrial Cooperation Division (INC), which provides up to $350,000 for
eligible prefeasibility or project definition studies in 1less developed
countries. The program is responsive to exporter requirements and assumes
that follow-on project financing will not invove CIDA's bilateral program.
The Industrial Cooperation program also includes grants to exporters to offset
project identification costs, preliminary and viability studies, and testing
and adaptation costs associated with proposals to transfer Canadian technology
through joint ventures for projects in less developed countries.

In June, 1986 a mnew CIDA/INC program was announced to finance
feasibility studies by Canadian firms. A total of $5 million will be provided
under the Technology Cooperation Program for feasibility studies on priority
projects identified by the Ministry of Foreign Economic Relations and Trade
(MOFERT).

Since 1981 the Industrial Cooperation Division has disbursed $6.8 million
to support its program for China. More than half of these funds were for
studies under the Canadian Project Preparation Facility. Details are provided
in Table 3.5. The six power projects which have received a total of $2.58
million from the Industrial Cooperation Program, represent 38 per cent of
total funding provided for China and 71 per cent of funds from the Project
Preparation Facility account.

In May 1985, the Cabinet Committee on Economic and Regional Development
approved funding for trade development and trade promotional initiatives for
the Asia/Pacific and United States regions. Out of these funds, approximately
$6.5 million was allocated for initiatives in the Asia/Pacific region.
External Affairs has been able to undertake the following activities in the
power sector in China, (included in Table 2.3):

a) A feasibility study of the Longtan Hydro Project - $600,000.
b) Part of the feasibility study for Three Gorges - $300,000.
c¢) Study of Possible Investment in Chinese Power Sector - $42,000.

More funds are expected to be made available between 1986 to 1990,
although the amount to be allocated for China is as yet unclear. So far, the
only activity that has been earmarked for the power sector in China for 1986
to 1987 is a $300,000 commitment to support Canadian General Electric in the
development of a turbine model for the Three Gorges project.
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Table 3.5
CIDA - INDUSTRIAL COOPERATION PROGRAM DISBURSEMENTS FOR CHINA PROJECTS
1981-1986
PROJECT TYPE NUMBER OF PROJECTS AND DISBURSEMENT BY YEARS
FIVE YEAR
81/82 82/83 83/84 84/85 85/86{ TOTAL
Project No. —— @)) (1) (5) (7
Identification S - 21,891 18,800 540,386 13,745 654,822
Seminar Workshop No. - @) @5 9) 9)
Meetings $ -- 300,000 218,437 305,828 50,200 874,465
Missions No. - - - ¢2) (6)
$ — = = 4,275 3275619 331,894
Industrial No. —- s (2) (5) (5)
Development $ i =5 261,413 312,965 44,023 618,401
Starter Study No. (6) (6) el 5y (39)
Starter Study $ -- 10,000 69,183 56,788 52,269{ 188,240
Viability No. (D) (1) (8) (18)
Study $ 454325 20,538 158,950 90,341 315,154
Canadian Project
Preparation Now=2i(1) (1) (1) (2) (5)
Facility $ 125,000 238,114 156,000 937,000 2,169,41013,625,524
Technical No. - 62 (2) (4) (2)
Input $ == 74,000 50,686 88,125 38,475 251,286
TOTAL No. (1) (18) (20) (50) (91)
$ 170,325 664,543 774,519 2,404,317 2,807,607{6,821,311
Source: CIDA

Support is also available through External Affairs' Program for Export
Market Development (PEMD), where provision for a cost-sharing arrangement with
the exporter can facilitate the presentation of feasibility studies to
potential buyers on very favourable terms. PEMD will also assist in defraying
costs associated with bid preparation, market identification, trade fair
participation, consortia formation and defining and implementing market
penetration proposals.

In all cases, PEMD assistance 1is repayable from incremental sales
generated. In the past four years PEMD approved a total of 759 project
applications for China and authorized $7.7 million in federal assistance, of
which 38 per cent had actually been spent by the end of March 1986. PEMD
activities in China have increased steadily each year as a proportion of the
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overall PEMD program so that China is now the most active country. Further
information on the PEMB program support for China is summarized in Table 3.6.

External Affairs also provides support for trade fairs and missions.
Support to participate in trade fairs and mission to China and missions from
China to Canada totalled $1.3 millions from 1982 to 1983 through 1985 to 1986
as indicated in Table 3.7. Expenditures in 1985 to 1986 included $547

thousand supporting Canadian participation in a major international
agriculture trade fair in Beijing.
Table 3.6
PEMD SUPPORT FOR CHINA ACTIVITIES, 1982-1986
No. of
Fiscal Projects Assistance Actual Recorded Total
Year Approved Authorized Expenditures Benefits Repayment
($000)
1982/83 69 733.4 552.4 6,912.9 Harl
1983/84 135 1,062.0 614.1 349.7 7.0
1984/85 243 3,505.3 1,418.2 33745 6.8
1985/86 312 2,383.7 371.5 0 0
4 YEAR TOTAL 759 7,684.4 2,956 42 7,600.1 18.9
Year 1982/83 1983/84 1984/85 1985/86
China Projects approved as
% of Total 1.7 3.2 5:3: 8.7
China Assistance Authorized
as 7% of Total 1.8 2.5 5.2 647
Source: External Affairs

3.3.2 Commercial Banks

Canada's commercial banking sector, including the Schedule B banks, also
has an interest in the China market. Some concern has been expressed about
the effects of continued weakness in the export price of oil, which is
contributing to pressure on China's trade balance, and about the impact of
heavy borrowings forecast over the medium term to meet the country's high
growth targets. However, all Canadian Schedule A banks have expressed a keen
interest in extending financing in that market, notwithstanding the strong
competition for business that has reduced lending margins. Five Canadian
banks have now established offices in China. In most cases these banks are
currently well under their authorized lending limits for this market. An
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Table 3.7
TRADE FAIRS AND MISSIONS SUPPORT FOR CHINA 1982 to 1986

FISCAL YEAR TOTAL BUDGET
1982 to 1983 S 27,000
1983 to 1984 295,555
1984 to 1985 200,075
1985 to 1986 784,200
Four Year Total $1,306,830
1986 to 1987 $765:223,500%

* Projected

Source: External Affairs

enhanced commercial presence may be possible through co-financing ventures
that are promoted by international financial institutions such as the World
Bank.

It is difficult to obtain a reliable indication of the volume of loans
which Canadian banks might be willing to make for major projects in China.
Informed opinion indicates that all banks in total might be prepared to lend a
total of $1 billion over the next 15 years provided that good projects were
proposed and that China's economic and financial situation remains healthy.

Many export transactions involve EDC financing up to 85 per cent of the
Canadian export value with the remaining 15 per cent financed from other
sources such as commercial banks. If the Canadian commercial banks were
prepared to lend $1 billion for projects in China, and if EDC could provide
funds in the 85:15 ratio, a combined total of some $6 billion might be
available to finance Canadian exports. Of course, such export orders could
not be won unless many conditions were met, particularly competitive prices
and competitive financing terms.

3.3.3 Provincial Governments

To an ever increasing extent provincial governments are becoming involved
in China trade promotion. At the present time, Ontario has five full-time
officers working on China trade and British Columbia has set up a special
three-man task force on China headed by Canada's former Minister-—Counsellor
(Commercial) in Beijing. Alberta has two officers and a large support staff,
Quebec has two full-time officers and the remaining Provinces have at least
one officer who dedicates a significant amount of time to trade with China.
These officers also service the twinning relationships that have been
established between Canadian and Chinese provinces.
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Most provincial governments offer some funding assistance to exporters.
Alberta, Ontario and Quebec in particular have programs that include loans to
exporters to assist in financing various costs associated with exporting,
including prefeasibility and feasibility studies, travel and advertising.
Assistance from these sources, however, is quite modest in relation to capital
project requirements. Quebec may also be prepared, through the Société du
Développement Industriel, to consider guaranteeing export loans to foreign
buyers, to complement financing arranged through EDC or other financing
intermediaries.

The provincial governments and in certain cases cities are also hoping to
establish a presence in China. Ontario is working with the Province of
Jiangsu to establish a Technology Exchange Centre in Nanjing which will house
two co—-directors from Ontario. The city of Montreal is planning to establish
a representative in Shanghai, its sister city in China.

All of this increasing activity is useful for Canada and the exporting
community. However, it also highlights the need for increased coordination
and discipline to ensure that Canadian interests are represented in a

consistent manner.

The East Asia Bureau of External Affairs meets informally with the China
program officers of the Provinces three to four times a year to discuss areas
of mutual interest. Recently these meetings have been poorly attended and
usually by different officials on each occasion. These meetings should be
continued and the Provincial Governments should be asked to name
representatives who will be their China liaison with Ottawa and Beijing.

3.3.4 Equity Investment

In November, 1984 Madame Qian Zhengying, China's Minister of Water
Resources and Electric Power, inquired about the possibility of Canadian joint
venture co-operation in development of key projects such as large
hydroelectric schemes. Equity participation in terms of joint ventures
between Canada and China was examined for External Affairsll. The analysis
suggested that equity participation in selected projects'_bould provide an
effective demonstration of how China could establish power utility enterprises
which are self-financing. It also identified the key principles and a
framework of conditions which would have to be adopted by China to attract
equity participation or significant foreign exchange loans for large power
projects such as the Three Gorges and Gehe Yan developments.

Chinese authorities have not put in place the necessary framework of
conditions to permit such foreign participation so there is little practical
point in considering equity investments in the power sector at this time. 1In
the reform era now underway in China, however, this situation could change
rapidly. ¢

3.4 POTENTIAL DEMANDS BY CANADIAN EXPORTERS

Virtually all Canadian exporters contacted by the Task Force expressed
the view that competitive financing for export orders needs to be provided,

i/ Review of Investment Opportunities in Power Sector Development
in the People's Republic of China, R.L. Walker & Partners and
Niagara Consulting Services (1981) Ltd., January, 1986.
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along with high quality goods and services at competitive pricing, if Canadian
firms expect to win significant orders from China. The same point has been
made consistently by Chinese officials at all levels, including the Minister
of Water Resources and Electric Power during her 1985 visit to Canada.

Some suppliers may be able to win orders in China without having to be
too concerned about Canadian financing. Contracts financed by the World Bank
require that Chinese authorities use international competitive bidding
procedures but, as explained earlier (section 3.2), such financing is
concentrated on specialized equipment and services and often excludes
conventional equipment which can be supplied from within China or
co-financed. The policy of the World Bank is to use its limited financial
resources to help generate co-financing of other components through export
credits.

Suppliers of highly specialized equipment, such as Timberland Equipment
and Trench Electric, have been able to win contracts because the Chinese
authorities are prepared to spend modest amounts of foreign exchange for their
equipment. Such specialty equipment suppliers can also expect to win some
business as subcontractors to larger firms. But contracts of this nature are
usually valued at most at a few million dollars. Competitive financing needs
to be provided for suppliers on the larger contracts because without such
financing suppliers will be handicapped and jobs will be lost in Canada.

3.4.1 Types of Financial Assistance

Several different types of financial assistance to support exports can be
identified as discussed hereunder.

a) Market Penetration and Client Influencing

Most exporters value highly the seed money provided by the federal
government to help them develop business intelligence and contacts,
particularly in the China market because of its vastness and complexity.
External's PEMD and trade fairs and mission programs and CIDA's Industrial
Cooperation Program are the major instruments and both are intended to
complement efforts and expenditures by serious exporters. Together these
programs have authorized nearly $16 million for activities in many sectors in
China over the past five years, with the level of activity and the amounts
involved increasing year by year to a total of just over $6 million in 1985 to
1986. However, some $4.7 million of authorized PEMD assistance has not
actually been disbursed so overall expenditure are about two thirds of the
figures indicated. (Details are given in Tables 3.4, 3.5 and 3.6).

Although the Task Force has not seen any comprehensive analysis of the
probable economic benefit to Canada generated by those expenditures, it
recognizes that the programs are effective and should be continued. Certain
recommendations on how these programs can be improved are provided in the
Chapter 4.

b) Technical Assistance for Economic Development

CIDA's bilateral program in China, funded in 1985 to 1986 at some
$15 million annually, focuses primarily on technology transfer and training in
three sectors - agriculture, energy and forestry as well as on human resources
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development for all parts of China's economy. Chinese officials and Canadian
exporters are well aware that the goodwill such technical cooperation can
generate can be an extremely valuable adjunct to trade promotion.

The IPF for CIDA's bilateral program has recently been doubled and
assistance will continue to be concentrated in the four sectors agreed between
CIDA and China. The Task Force believes the CIDA bilateral program has been
and will continue to be helpful in meeting China's developmental objectives
and in supporting exports in certain key sectors.

c) Financing of Pre-Investment Studies

An increasingly common practice of competitive exporting nationms,
including Canada, is to seek to improve prospects for future export sales by
offering free studies to help Chinese authorities in the pre-investment stages
of major development projects. Most exporters endorse this concept -
particularly consulting engineers - and the government uses four different
programs to finance these studies:

CIDA Industrial Cooperation Program (generally limited to $350,000
per project). As indicated in Table 3.5, some $3.6 million has been
committed on studies under the Canadian Project Preparation Facility in
the past five years for pre-feasibility studies.

- External Affairs trade development and trade promotion initiatives have
committed $942,000 for three power sector studies in the past two
years. Details are provided in Table 2.3. It should be noted that
there were special circumstances and External would not normally devote
as much of its resources to one sector.

- The CIDA bilateral program has offered $8 million for a feasibility
study of the Three Gorges hydro development in 1986.

— PEMD can also be used for feasibility studies.

The results of these studies cannot yet be evaluated in terms of economic
benefit to Canada because, by their very nature, the studies concentrate on
pre-investment activities. It is often several years after completion of the
feasibility studies that the projects in question are implemented. There are
both direct and indirect linkages between economic benefits to Canada and
these specific studies. The goodwill generated by CIDA's activities in the
power sector is believed to have indirectly resulted in Canadian firms being
invited to bid on the Lubuge hydroelectric project and on the package of
500 KV transmission sub-station equipment which ultimately resulted in export
orders of more than $10 million. Moreover, the commercial insights obtained
while actually working with MWREP institutes is normally much more detailed
than can be obtained through normal business development activities.

Canadian exporters might be expected to have fewer opportunities to bid
on contracts to China if Canada does not continue to provide such free
studies. Other exporting countries are doing it, and the Chinese authorities
now regard the practice as a type of entry fee for access to their market.

The instruments which have been available to support pre-investment
activities have had a significant gap. The CIDA bilateral program does
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include feasibility studies - these studies are, however, selected on the
basis of the developmental impact within CIDA's agreed priority program for
China and the number of feasibility studies is likely to be limited. The
other principal instruments providing support for pre-investment studies to
Canadian exporters (PEMD, CIDA/INC-CPPF) are essentially intended to cover
only up to apre—feasibility level of project assessment. EDC financing is
available to cover pre—-investment studies. However, experience has shown that
most such studies undertaken by foreigners are provided on a free of charge
basis. Accordingly it seems unlikely that China would apply for EDC financing
of these studies except where they form a part of a package of capital
investment financing.

The USA has had a Trade Development Fund in place for a number of years.
The World Bank has established a US$25 million technical assistance line of
credit (with IDA funds) for project preparation activities. Many bilateral
competitors are supporting full pre-investment studies on a grant basis.
Hence, in competing for major capital projects in China, Canadian exporters
have been at a disadvantage in not having a facility which can be accessed to
cover the final pre-investment stage of project investigations. The recently
announced Technology Cooperation Program of CIDA/INC should help bridge this

gap.

The strategy should obviously focus financing of pre-investment studies
on sectors and projects with good prospects for generating future exports from
Canada. Recommendations on this subject are offered in Chapter 4,

d) Commercial Finance

In addition to piggy-back loans with EDC, commercial banks may also
finance the purchase of Canadian goods and services by lending directly to the
purchaser.

Power projects in China have not been commercially financed until quite
recently. In mid-1985, however, bids were called internationally for four
coal-fuel generating plants valued at $1.0 billion. A Canadian firm (Babcock
& Wilcox Canada) in an international consortium used EDC support to help win
some $203 million of work. Similar opportunities can be expected in the power
and certain other sectors in future.

e) Concessional Financing

Canada has recently (May 1986) offered China concessional financing for
matching competitive financing offers as required to assist Canadian exporters
to win contracts for implementing capital projects. Several other countries
have been successfully winning contracts in the power sector in China by
offering concessional financing to back competitively priced proposals, as
summarized in Table 3.2. The most notable example of the successful use of
this tactic is provided by Japan.

3.4.2 Specific Demands in Power Sector

Federal government financing, totalling $11.3 million for major
activities in the past five years, has been authorized to support the
activities of Canadian firms pursuing work in the China's power sector. Power
sector organizations have also benefitted from the $7.7 million approved under
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PEMD for China and a small share of the activities under CIDA's Industrial
Cooperation Program which are not included in Table 3.5. Total approved
federal government support to the China power sector over the past five years
is accordingly estimated to be in the order of $12 to $13 million.

The federal government has already received further requests from the
Government of China for about $13 million for financing of technical
assistance in the power sector, as follows:

- $8 million for the feasibility study of the Three Gorges water control
project;

- $4.5 million for the South China planning study;

- $0.25 million for further studies of the Longtan hydro project.

Some 68 per cent of China's electric power is produced by thermal
generating plants, a pattern which will persist for some time. During the
past year China has decided that it is necessary to accelerate its development
of thermal generation capacity and a special agency, the Huaneng International
Power Development Corporation, has been established to import about
10 per cent of its annual thermal capacity additions on a turnkey basis.
Major contracts worth in total about $1.0 billion were signed earlier this
year for four thermal generating stations, each of 700 MW capacity. The first
significant contract under this new thermal program was awarded to an
international consortium with significant Canadian participation.

EDC has already agreed to provide a total of $159 million at Consensus
terms in support of Canadian exporters to China's power sector. EDC has also
been approached with a request to consider provision of up to $350 million of
concessional financing for Canadian equipment and services for construction of
the Gehe Yan hydro project. (This could be achieved by blending Section 29
and Section 31 funds). Further requests for concessional financing of thermal
power plants can be anticipated. The judicious use of some of the recently
announced concessional financing from EDC as credit mixte could help Canadian
exporters win strategically important power projects.

Starter studies of hydro developments by consultants, typically costing
between $200,000 and $600,000, tend to lead to further requests for government
funding - either for more detailed studies (Three Gorges and Longtan projects)
or for project implementation (Gehe Yan). Such hydro projects by their nature
take a long time to study and implement. So far Canadian firms have won
several small contracts from Chinese clients in the hydro generation
sub-sector, including two static exciters sold by CGE for the Gezhouba hydro
plant. China is obviously going to devote more capital to thermal generating
projects than hydroelectric projects in the next five to fifteen years.
Canadian firms can be expected to continue to pursue contracts for both types
of generation projects and to seek EDC financing for support.

The starter study for the Gezhouba EHV transmission line provided
additional fees on that work for the Canadian consultant (Teshmont) from the
Chinese client. Canadian suppliers have sold some $15 million of equipment
for sub-stationms. There are likely to be increasing opportunities for
Canadian firms to win additional contracts for EHV transmission systems
associated with the rapid expansion of power system projected over the next 15
years.
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Substantial additional requests can be expected for future power sector
activities in China, bearing in mind recent developments in this market and
the increase in activities by Canadian firms. While it is obviously not
possible to be precise about the financing requirements it has been estimated
that China will 1likely spend between $140 billion and $200 billion in the
power sector over the period 1986 to 2000, of which some 15 per cent or from
$20 to $30 billion might be anticipated for import of foreign equipment and
services., It is not unreasonable to postulate that Canadian firms could win
up to 10 per cent of this business, representing between $2 and $3 billion in
contracts over the next 15 years, for most of which Canadian financing would
be required.

Historically Canada was amongst the top six exporters of heavy electrical
equipment internationally but lost this position some years ago. Domestic
orders and occasional export contracts were sufficient through the late 1960's
and 1970's to effectively utilize Canadian industrial capacity. However, the
heavy electrical industry is currently reported to be operating at about
40 per cent overall capacity utilization level. Although not all electrical
and mechanical equipment for Canadian power systems is Canadian sourced, the
majority of power utility equipment is manufactured domestically. Electrical
and mechanical equipment represents about 40 per cent of power utility
investements. Currently total investments by Canadian utilities are running
at about $6 billion annually and are expected to continue at about this level
throught the 1990's (see Figure 11, Chapter 4).

The Canadian electrical industry is reported to have a capacity which
would represent approximately $6 billion per year at an 80 per cent
utilization level, half of which is currently not being used. On the basis
that Canadian exports to China power sector developments might total
$2 billion over 15 years, it seems reasonable to assume that there would not
be a significant capacity constraint should this level of Canadian exports
materialize.

As discussed in Section 3.3.2, a total of $6 billions of Canadian
financing might be available over the next 15 years and would be more than
sufficient to meet anticipated demands for power sector exports. However, as
discussed hereinafter in Section 3.4.3, potential financing requirements for
export sales identified across the seven sectors reviewed by the Task Force
appears to considerably exceed the level of financing assumed to be available
at this time. While the amount of available Canadian financing does not
appear likely to constrain exports in the near term, the situation should be
monitored closely in the 1light of future updating of projected export
prospects. :

3.4.3 Prospective Future Exports

In accordance with its mandate the Task Force has concentrated on
prospects of Canada's electric power sector for further exports in China.
Consideration has also been given to the export prospects of other sectors
since the potential demands for government assistance should bear some
relationship to anticipated levels of future exports.

Some indication of exports by all seven sectors in the recent past and
the potential level of exports in future years is provided in Table 3.8.



RO

Average past exports listed in Table 3.8 are slightly higher than data
reported by Statistics Canada in Annex IV. Discrepancies may be partly due to
the inclusion of services in Table 3.8 (not reported by Statistics Canada) and

differing estimates by industry groups of past sales.

The figures in Table 3.8 indicate that total exports from the seven key
sectors averaged $l1.4 billion annually over the past three years, with
commodity exports in the agriculture, forestry and mining sectors accounting
for 90 per cent of the total. Agricultural commodities alone account for

approximately half of past total exports.

If wheat and flour exports decline as expected in the near term, overall
Canadian exports in 1990 might nevertheless be some $1.7 billion, reaching
$2.5 billion annually by 1995 and $3.9 billion annually by the year 2000.
Exports of Canadian forestry products could increase substantially and account
for 46 per cent of all exports by the year 2000, according to this
projection. These figures indicate that overall export sales to China could
reach an aggregate total of some $30 to $40 billion over the fifteen year

period 1986 to 1990.

It is interesting to note that commodity exports have dominated our total
exports in the recent past and are expected to increase in 1995 and 2000.
However the exports of services and equipment are projected to increase faster
than commodities, increasing from about 10 per cent of total exports in the
past to more than 30 per cent by the year 2000. Opportunities for services
and equipment exports from the mining, oil and gas, telecommunications and
power sectors are each considered to offer significant potential for growth.

These projections are necessarily speculative, but serve to illustrate a
level of exports which might be achieved if China's economy progresses as
expected and Canadian exporters are determined, competitive and well-supported
by programs of the federal government. Such a level of exports will also
depend on Canadian willingness to increase imports from China.
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Table 3.8

PAST AND PROSPECTIVE EXPORT SALES TO CHINA BY SECTORS

AVERAGE ANNUAL EXPORTS

SECTOR RECENT PAST |PROSPECTS IN FUTUREZ/
l983—198§l/ 1990 1995 2000 REMARKS

A. Services --$ million/year—

& Equipment

Agriculture

Services 2 4 6 9

Equipment 6 8 10 15

Forestry

Services N/A 4 6 8

Equipment N/A 16 24 42
Mining

Services N/A 25 50 50 {Some mining equipment may
Equipment 10 75 150 200 |be included in automotive

and industrial equipment

Power

Services 1 10 25 25 Assumes 10X Canadian share
Equipment 18 75 150 150 |of Chinese imports in low

investment scenario

(011 & Gas

Services and 62 150 200 250

Equipment

Telecommuni-

cations

Services and 25 50 100 200

Equipment

Transporta-

tion

Services 2 30 45 60

Equipment 10 40 60 80

SUB-TOTAL 136 487 826 1,089

B.Commodities

Agriculture 688 400 450 490 |(Mainly wheat and flour.
Fertilizer 64 90 110 130 |Potash.

Forestry 210 400 800 1,600

Mining 325 300 300 200

Sub-Total 1,287 1,190 1,660 2,420

Total 1,423 1,677 2,486 3,509

1/- past exports based on Statistics Canada data and/or industry estimates.
2/~ Future prospects estimated by Sector Working Groups.
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4.0 TOWARDS A CANADIAN STRATEGY FOR CHINA TRADE

Synopsis

Export sales of Canadian equipment generate substantial employment,
estimated from 32 to 49 person years per $1 million sales in seven key
sectors. The Canadian heavy electrical manufacturing sector is experiencing a
major recession and needs to increase export sales to keep this important

industry healthy.

The federal govermment has limited resources available to support exports
to China so needs to utilize these resources in the context of an overall
export strategy. China's economy, now larger thamn Canada's, is evolving
rapidly and represents major opportunities and challenges to Canadian
exporters.

Good prospects for export sales have been identified in the seven major
sectors which currently account for more than 95 per cent of Canadian exports
to China.

The Task Force presents eleven recommended actions by the federal
government which apply to all sectors and additional six recommendations
focussed on the power sector. The government requires a more formal mechanism
to provide an ongoing focus for trade promotion in China.

4.1 OBJECTIVES OF FEDERAL SUPPORT

A major objective of federal support for trade initiatives in China is to
increase exports from Canada to the world's most populous country and thereby
maximize net economic benefits to Canada. The principal benefit of such
exports will be increased employment of Canadians. CIDA requires that any
projects it supports must be developmentally sound.

-Related primary objectives of the export promotion program include
improving Canada's overall balance of trade and furthering technological
developments in Canadian industry.

A secondary objective of the federal export strategy should be to use
exports to China to strengthen Canadian industry in the light of our long term
domestic needs. This 1is particularly relevant for the electric power
industry.

Investments by Canadian power utilities peaked in 1978 and have declined
to less than $6 billion in 1985. The situation facing the Canadian power
sector within its domestic market is mirrored in the United States, which has
experienced an even larger proportionate reduction of investments by its power
utilities as illustrated in Figure 11. The USA has traditionally been a major
export market for Canadian heavy electrical products. Faced with severely
constrained markets in Canada and the USA, and increasing competion in
offshore markets, the heavy electrical manufacturing sector is currently
reported to be operating at about 40 per cent of capacity.

Domestic demand for electricity continues to grow, alfhough more slowly
than in 30 years prior to 1980. Utilities across the country will begin
spending more to expand and improve their power system as the current surplus
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Figure 11:
Capital Expenditures by Power Utilities in Canada and U.S.A.,
1974-2000.

capacity is absorbed. A strategy for the Canadian power industry should be to
promote exports from those parts of the industry whose economic health is
important for longer term domestic needs, both for the maintenance of existing
systems and the construction of new facilities. As illustrated in Figure 6,
hydroelectric power provides the majority of our electrical energy at
present. Future growth in capacity is expected to continue this pattern, with
projected develoment of hydroelectric power accounting for 50 per cent of the
increased total capacity by the year 2000. Conventional thermal plants and
nuclear generation are each projected to account for approximately 25 per cent
of the total increase.

The employment impact of export projects, potentially a very useful
economic indicator, has been estimated in different ways. One of the most
active consulting groups in China, CIPM, has estimated that hydroelectric and
thermal generating projects generate about 10 Canadian person years of direct
labour for each $1 million of total Canadian cost. DRIE uses similar figures
in the electrical products manufacturing sector.

CAPSEP, the committee of Canadian associations promoting exports by the
power industry, has indicated that a hydroelectric power station provides 36
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person years of direct and indirect employment for each $1 million of
equipment exported from Canada compared to 46 person years for equipment in a
thermal generation project.

Estimates by EDC, presented in Table 4.1, indicate that the total
employment (direct, indirect and induced) for each $1 million of export sales
varies by sector from 32 person years to 49 person years.

The difference in these estimates of employment impact arise primarily
from differing assumptions regarding Canadian content and the multiplier
effect of direct employment.

Table 4.1
ESTIMATED EMPLOYMENT PER $1 MILLION EXPORT SALES FOR VARIOUS SECTORS
Employment in
Person-Years per
$1 Million Contract
Industry Value

Person-Years per Canadian
$ Million of Content Direct &

Sector Canadian Exports Coefficient Indirect Induced Total
Electric Power 49 .76 24 13 37
Hydroelectric
Generation 47 53 26 14 40
Agriculture 56 .87 40 9 49
Forestry 47 .69 21 151 32
Mining 47 «69 21 11 32
0il and Gas 46 «69 21 11 32
Telecommunications 44 .81 23 13 36
Transport 57 .63 23 13 36
Source: Export Development Corporation

4.2 AVAILABLE INSTRUMENTS FOR FEDERAL SUPPORT

The federal governmment has a variety of instruments which can be used to
increase exports to China, as discussed previously. These include:

a) Support to exporters through External Trade, PEMD and fairs and
missions programs, various DRIE programs and CIDA's Industrial
Cooperation Program. Such support aims to facilitate efforts by
industry to analyze opportunities and penetrate the China market.
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b) CIDA's bilateral assistance program which provides mainly technical
assistance and training for developmentally sound projects in areas
where the Government of China requests assistance and agrees that
Canada has special expertise to offer. Capital projects are not
funded.

¢) Export finance through EDC. This can include loans on commercial
terms, in accordance with Consensus rates, or on concessional terms
under Section 31.

d) Contracting services through Canadian Commercial Corporation (CCGI=
Certain suppliers, usually the smaller firms, may want CCC to market
their products to the Chinese purchasers by means of
government-to-government contracts.

e) Diplomatic and political activities, which can include:

- information gathering and analysis of developments in Chinaj;

_ assistance from embassy officers in introducing and promoting
Canadian exporters;

— memoranda of wunderstanding Dbetween Ministries in the two
governments;

- representations to sensitize Chinese officials and decision makers
to exports from Canada; and

- support for Chinese participation in international bodies.

£) Canadian policies concerning the importation of Chinese goods and
services. The level of exports to China will no doubt be affected by
Chinese success in selling to Canada and introduction of Canadian
importers to China's exporters may become increasingly important.

g) Federal government leadership with provincial governments and the
private sector. Such leadership, properly exercised, can serve to
mobilize and direct available Canadian resources in pursuit of agreed
overall objectives.

All of these instruments should continue to be used to enhance Canadian
exports to China. As the economic connections between the two countries are
strengthened, increasing opportunities will exist for the creative utilization
of the available federal instruments to maximize Canadian trade with China, in
the power sector and in other sectors of concentration.

Many linkages exist between these federal instruments which, properly
utilized, can provide useful leverage to help increase Canadian exports to
China. However, such potential leverage cannot be made use of unless it is
carefully planned, coordinated and effectively exercised.

Different departments and agencies of the federal government have their
own perspectives on China and the market it represents for Canadian industry.
In April 1984 an ad hoc group of federal offices was drawn together to assist
the Canada-China Joint Trade Committee. The China Working Group, initially
set up by External Affairs for this purpose, includes representatives from
CIDA, DRIE, EDC, Agriculture, CCC, Energy Mines and Resources plus other
departments as required, for example, Finance. This China Working Group meets
intermittently to ¢try to coordinate federal government perspectives and
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Progra@s in China and has proven to be a valuable inter-departmental
mechanism. It is not a formally constituted body.

: Strategic considerations and tactics to use available federal instruments
0 meet Canadian objectives in China are suggested hereafter.

4.3 STRATEGIC CONSIDERATIONS

2 The federal government's resources available for supporting exports to
galna are }imiFed and need to be. targeted to activities which best meet

nadian objectives, particularly maximizing the economic return for Canada.
Before discussing particular tactics it is useful to review certain key points
affecting Canada's overall strategy for exports to China.

a) China's economy is already larger than Canada's and is growing
faster. Experts predict that China's Gross Domestic Product in the
year 2000 will be roughly equal to that of Japan's at the present
timgi/. China is already on the way to becoming a major economic
power and expects to be one of the world's super powers by the year
2050. Canadian aid and trade programs in China should complement one
another in view of our long term perspectives and our hoped-for
relationships with China in the 2lst Century.

b) China continues to make dramatic changes in the way its economy is
managed, changes of major significance to its trading partners. For
example, export opportunities in certain sectors, particularly the
power sector, have increased greatly within the past two years. An
effective Canadian strategy requires that the federal government
maintain and communicate to industry a continuous overview of
political and economic conditions within China, including trade
opportunities and the emerging commercial law regime in China.

c) Not all Canadian sectors can hope to be equally successful in
exporting to China. Chinese officials have already formed views on
Canada's strengths and weaknesses in various sectors. The federal
government must maintain a realistic overview of the relative
strengths of industry sectors and subsectors within Canada, and be
ready to concentrate scarce federal resources on our best prospects.

d) Industry must take the initiative in making export sales. Government
programs can assist in many ways - including market information
gathering and analysis, introducing firms to the market through
participation in fairs and mission programs, and providing finance
and support in client dealings - but individual firms have to accept

basic responsibility for marketing their products.

ties in obtaining reliable
he capacity of Chinese
Most exporters see a
industry in gaining

e) Individual Canadian firms report difficul
information on the overall market and on t
industry in various sectors and sub-sectors.
need for the federal government to assist
accurate perspectives on the China market.

porters are enhanced if they

f) The commercial prospects of Canadian ex
o be somehow endorsed by the

are perceived by their Chinese clients t

IT~__China Projection Report, Fall, 1985, Rock Creek Research.
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Canadian government. Thus one role of the federal government is to
be seen to be offering official endorsement for Canadian firms. This
need might change as the volume of trade with Canada grows and
Chinese buyers become better informed and more confident with
Canadian exporters.

Making sales in China requires persistence and usually involves
considerable efforts and expenditures by exporters, particularly at
the outset. This means that firms must have the resources to be able
to incur considerable front end costs, which makes it difficult for
small firms with 1limited resources to be successful in selling
directly to Chinese clients. Such firms are more likely to win
export orders as sub-contractors to the larger firms which deal
directly with Chinese clients. Federal government support should be
concentrated on firms which are willing to be involved in selling
directly to Chinese clients on a long term basis.

Since one of China's main interests is to upgrade its economy through
technology transfer, Chinese buyers want to deal with firms which are
in control of their own technology and are willing to consider
licencing and joint ventures to manufacture in China. Canadian firms
which lack the control over their technology should acquire such
control before receiving federal government support in the China
market. :

Canadian organizations accepting federal government support for their
business endeavours in China should be expected to cooperate with the
government, and hence with other firms in the industry, in gathering
and sharing market information which is not commercially confidential
among serious exporters in the sector. The federal government should
arrange to receive feedback from all firms it supports and to analyze
and disseminate such information systematically.

Chinese authorities have been quite willing to accept free studies by
foreign consultants at the pre-feasibility and feasibility stages of
projects. Consideration should be given to providing a program which
would allow for funding of comprehensive pre-investment studies of
selected developmental projects. Canadian offers of such studies,
basically federally funded efforts at business promotion, should only
be made where there are strong reasons to believe that they will
generate subsequent business for Canadian firms.

All federal programs to support exports to China should be
systematically monitored and evaluated so that lessons can be learned
continuously. Changes will be necessary, possibly frequently, to
take account of the very dynamic and rapid developments of Chinese
economic and trade policies as well as to reflect increasing Canadian
experience in that market.

Competitive financing should be provided for eligible export sales to
China. To the extent possible, this should be offered at Consensus
rates and terms. However, concessional support should be made
available for specific projects when necessary to match credit terms

offered by foreign competitors or in selected cases where it is clear
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from the state of the market and the activities of other suppliers
that concessionary financing is required to win the project.

m) The federal government, through External Affairs, needs to take a
more active role in obtaining, analyzing and disseminating
commercially valuable information on principal export sectors in
China. Recognizing this need, several sector working groups have
suggested the addition of sector specialists to our embassy in
Beijing. There may be more cost effective ways to achieve the
objective, which must depend on cooperation and two way
communications between active exporters, relevant government
departments and agencies and those responsible for the appropriate
systems of evaluating and disseminating commercial information.

4.4 FUTURE CONCENTRATION BY CANADIAN EXPORTERS

While all sectors of Canadian export activity should monitor the
potential in the Chinese market, it is felt at this time that the best
opportunities are in sectors and subsectors where Canadian strengths match
Chinese needs. Based on the analysis of current conditions in China, the Task
Force believes that Canadian exporters ‘should concentrate in the following
sector components:

a) Power: consulting services and equipment supply, particularly in
large generating projects (conventional thermal and hydroelectric)
and extra high voltage transmission systems.

b) Agriculture: basic commodities (particularly feed grains, malting
barley and canola products as wheat sales stabilize or decline
further), livestock and genetics, and services and infrastructure for
agribusinesses within China.

c) FPorestry: afforestation, wood products, paper products, consulting
services, and equipment.

d) Mining:  non-ferrous mineral sales, consulting services, and
equipment.

e) 0il and Gas: service intensive activities in wellfield exporation
and development, and capital intensive projects for gas treating
facilities, pipeline and refineries (specially for heavy oil).

f) Telecommunications: public domestic switched telecommunications
networks, international networks, spectrum management systems, remote
sensing, and navigation systems.

g) Transportation: emphasis on railway and urban transit sub-sectors,
with best prospects for consulting services, computer software,
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