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1-£1CHINA._~Econom1c leflcultles Lead to PrOJect Cancellatlons _ﬁ:

: Summary,and Conclu81ons

l. o Economlc dlfflcultles are. forc1ng Chlnese :
authorltles to: issue orders:td. scale :down: constructlon of

- the planned:US $5: b1lllon Baoshan -Steel’ complex, resultlng
.in the- cancellatlon -and.-suspension.of contracts with" forelgn
. ¢ompahies. : Al number-of. other.industrial:’ prOJects 1nvolv1ng
" ‘foreign.participation have: also: recently been- suspended:.or. -

. cancelled.:: .Concern.'at: senior policy-making levels in. Chlna

'jregardlng control -over: 'state-budget-deficits and other major l-'

‘.jstate financial- outlays appears  to. be: the key" spec1f1c

reason -for: the: move.. - Shortages of" experlenced .and’. rellable

"3°ff1nanc1al admlnlstrators, and:-local:pressures on reglonal
© .+ authorities- for: lncreased employment, are ~among: ‘the -
_1mportant factors: operatlng to: frustrate adequate central

j?government management: of:. limited state- funds... some: lack of
. sympathy. with: present: ‘hational pollc1es exists. at reglonal

rQlevels and ‘may- ber contributingto:central: government

Jfinancials problems.\ The decisionto’ reduce the commltment

. [to :ther Baoshan . prO]eCt underllnes ‘the:. serious.-and - L _

;]far—reachlng deficiencies: in.all of the- constructlon/deSLgn R

. .capabilities: currently at “the: dlsposal of'-the .central. :

“.government;: particularly: w1th respect: to: large scale ' .

. .‘economic. programs-and plans.i It .will:. be sone .time- before _

" 'China can- correct ithese: def1c1enc1es Thls latest’ Chlnese .
decision: regardlng Baoshan: should- lead Western firms. :

*f_currently contemplatlng any, major- technlcal and flnanc1al

i nvolvement ln Chlna “to. proceed w1th caut10n.;~”~
LT T . R Do (CONFIDENTIAL) _

.. (Version.frangaise- au verso) - . . -
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~”CHINE;‘ Des’ dlfflcultes economlques entralnent 1 annulatlon

de. ErO]etS
Resume et conclu31ons | |
1. f"-ﬁ En raison’ de: dlfflcultes 4! ordre econemlque, leSa: ;

'réduits les:plans. de. construction: du’ complexe pour la -
fabrication et le. traltement de-l'acier & Baoshan, dont le N
colt ‘avait &t& &valué 3 $5 milliards E-U., ce-qui entraine ~~. - - i
‘l'annulation-et la- suspen31on de. contrats conclus avec des. ' ‘
sociétés etrangeres.: Un certain nombre. d'autres projets
_-;ndustrlels auxquels devaient participer des éentreprises.
&trangéres-ont: aussi &t& suspendus.ou annulés: récemment.: . .- : .
-Cette mesure decouleralt ‘'surtout, semble-t-il,-de l'inquiétude . ﬁ‘t

" des-&chelons" superleurs du gouvernement chinois devant.le peu

de contrdle exerce sur-les déficits budgetalres et autres:

. grandes. dépenses’ de 1'Etat. .La p&nurie d'administrateurs des . o

finances: expérimentés. et. honnetes, ainsi que les pressions que :
. font les localités. sur. les ‘autorités régionales pour obtenir

~ plus d'emplois, sont au. nombre des facteurs qui contribuent le
plus & empecher une saine gestion, par. le gouvernement_-'
central -des. fonds publics assez limités. = Les ré&gions.
n'approuvent. pas: entidrement les pollthues nationales:

"=actuelles, ce qui aggrave peut=€tre les problémes financiers

du- gouvernement central. . La décision de réduire iles plans de . ..
construction de 1'éncrme projet de Baoshan fait. ressortir. les .

. lacunes :sériecuses et profondes. que: comportent toutes les

~compétences en:matiére de construction: et :de-design dont.
dispose. actuellement le - gouvernement central, surtout -

© lorsqu'il s'agit: de programmes .et de progets &conomiques. de

grande: envergure. ‘I1 faudra du temps 34 la Chine pour combler

-ces lacunes. Cette décision ré&cente.concernant Baoshan

devrait inciter ‘les’ soci&tés occidentales qui envisagent . _

-~ actuellement de grands projets techniques et financiers en - = - e
“Chine & agir avec prudence. . (CONFIDENTIEL) . -

:;LE’PRESENTUDOCUMENT'EST-LAﬁPROPRIETE“
< DU GOUVERNEMENT DU CANADA. IL EST -
' COMMUNIQUE SOUS RESERVE DE SON . .
 UTILISATION PAR LES SEULS SERVICES
| DE_RENSEIGNEMENTS DU GOUVERNEMENT
. DESTINATAIRE ET A LA CONDITION QUE
SA COTE. DE SECURITE NE SOIT PAS .
MODIFIEE SANS L'AUTORISATION EXPRESSE
DU "GOUVERNEMENT CANADIEN.

S eed]2
. RN " CONFIDENTIEL , S e
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Discussion. _
'2, The Chinesé Government,. under the pressure of

serious economic problems, has decided to suspend
construction.of 1argé.portions of the Baoshan steel complex
néar Shanghai-and-td-prolong the completion date of major
combonents.of.ﬁhe compiek now under construction. In
addition, a.number of other industrial projects in-
'pefrpchemicals,'mining_and non-ferrous metals involving .
fbreigﬁ participation have recently been cancelled or
suspended. Baoshan is the largest industrial complex now
being built. in China with foreign assistance. . The value of -
the basic steelmaking and ancillary plant. complex hads been
placed at some US $5. billion, although Chinese officials
have concluded that the ultimaté cost could be two to three
‘times higher once expendituresiqn all infrastructure support
facilities have been included. ' The Chinese decision to
curtail radically construction of the Baoshan compiex places
immediately at risk Japanese and West German contracté worth
some US $1.85 billion (includiné'second—phase capacity'
expansion of the basic steel mill plus hot strip and cold
rolling mills). Chinese officials have indicated that their
'decisioh on Baoshan reflects difficulties with the preéent
national economic policy of readjustment ana the attendant
financial problems. o (CONFIDENTIAL)

3. The most apparent.economic problem Currently“faéed
by the Chinese central government is the further budgetary
deficit in'l981, following heavy deficits in 1979 and 1980.
Recent large, new state programs-aimed.at'improving the
iﬁcomes of farm and industrial'Workeré have boosted state
expenditures well beyond the state's capacity to'genefate
budget revenues.- Budget revenues actually fell'in 1979 and
1980, largely as a result of decisions which allow firms
throughout the. country to retain a larger portion of their

.uo-/3
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'Vflncome by reduc1ng the quantltles of tax monles that

'”inormally go to the central government budget.. We cons1der

'fnjthat the dlmen51on of current lmbalances ln budget revenues

;ﬂ¢“and expendltures could ‘not. have been predlcted by the _Zf L o
fChlnese Government because central authorltles dld not haveferf,"“h
,ihthe plannlng capac1ty nor- control over reglonal act1v1t1es "f ‘

H:*fto be: able to foresee or’ measure the le and sxze of the *-;jf”
iﬂadmlnlstratlve and operatlonal problems that would be o
Tnencountered in- the perlod 1979- 81. : (CONFIDENTIAL)

'%'4;:- The collectlon .of * taxes! by the central government

';has proved to. be more dlfflcult than mlght have been
R Jﬁfant1c1pated.“ The problems -appear: to relate ‘to.a- comblnatlon
tvﬁgfffflttf;N}of central. and: reglonal admlnlstratlve 1nexper1ence, f' _
T 'fylncompetence and skullduggery.. Cr1t1cal natlonal shortages
Qf}ﬂf'ftf"g?::of profeSSLOnally tralned and experlenced accountants ate’
| L Iev1dent1y bedev1lllng central and reglonal attempts to
-fitlmplement new: f1nanc1al procedures. Addlng to. the confu51on s
fare apparently w1despread arbltrary reductlons 1n the _
- rem1551on of taxes as well as: deceptlve and lllegal eva51on
'fﬁof taxes by varlous reglonal authorltles. . 1
L ' R ' - (CONFIDENTIAL) |
’*}15;;5{'. The problems w1th budget expendlture ‘are: at least as.
f?great as those experlenced on. the revenue s1de._ We assume

?ffgthat Chlnese off1c1als ‘made - some attempt to forecast the
qfamount of budget funds whlch could be. saved through
”.1mplement1ng readjustment pollc1es. Those forecasts were" ,

p:fev1dently far too optlmlstlc,.judglng by the cr1t1c1sms in

'f;the off1c1al press regardlng capltal program . .
ilmplementatlon.f The blggest dlfflculty has been a fallure,
[to reduce effectlvely expendlture for new 1nvestment, wh1ch
fls a large portlon of total budget expendltures.- ThlS has
-jbeen one of the most 1mportant factors contrlbutlng to the
'~w1de gap between budget revenues and expendltures.'
' ' (CONFIDENTIAL) PR
© Y. CONFIDENTIAL - SR
AUST/NZ/US/UK/CANADIAN EYEb ONLY

1000268 -




s state budget.% Ineff1c1ent 1nvestmentsyln new- enterprlses

1-;never produce effectlve taxes, but hlghly profltable
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"“-L¢6;247_; In a: drastlc move last year, the central government

eef,cut by one thlrd the quantlty of funds to be allocated by
'lfjthe state budget for. total capltal constructlon lnvestment
'71n 1980 To the dlsmay of" the Government, the total of ‘
Jiffstate budget plus non—budget funds spent for 1nvestment 1n'g~¥
-Tf;@l980 1ncreased by a large margln over: 1979 Therefore, far
ffrom belng able to reduce total capltal spendlng,_the . '
'ﬁ-Government lacks the power to stop 1t from rlslng Funds
_'Tﬁreleased by the central government to the reglons, and
"e:llntended to 1ncrease the product1v1ty of 1ndustr1es -
_ yproduc1ng such thlngs as consumer goods, are belng dlverted
fiﬁlnto reglonally 1nsp1red new 1nvestment pro;ects.; The bulk
u’:fzof these lnvestnents will™ probably never produce a pay back
“ftequal to: thelr costs and are therefore 1neff1c1ent outlays.

':They do not have the favourable economlc effects of outlays

nwhlch people want. The ultlmate loser in | thlS case is the

’51consumer goods flrms do and, most 1mportantly, more or less-'d
- 1mmed1ately. . RN "»', R :_ e (CONFIDENTIAL) _
:?7. o The central government does not have enough able'ﬁ-
_financlalzpersonnel and other spec1allsts to enable it to
- tighten its. control of natlonal financial. flows.- Even if
':fsuch personnel werelavallable, thlS alone would not . b
I'necessarlly cure all current problems.; Strong pressures at
-*;the reglonal level make it dlfflcult for local off1c1als to o
' ﬁw1thstand popular calls for 1ncreased local employment and
"f?new 1ndustr1es to lmprove the local standard of llv1ng.“ It
_;fls also" p0531ble that some of ‘the- central government s .
:ffproblem is derlved from a reglonal conV1ct10n that the }
:ycentre does not really take 1ts own pollc1es ‘too serlously.;'

;f.!/sj]jl;
. ' CONFIDENTIAL - R
AUST/NZ/US/UK/CANADIAN EYES ONLY

-7-cyused to boost pay packets when workers produce more 'goods T.H;T-"'-J
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.7iThe Baoshan steel works is & case in p01nt.J From a reglonal o

standp01nt,_the prOJect has probably appeared to contradlct

'lh_ffthe central government 'S clalm that. 1t wanted a cutback in

1nefflclent, pOorly planned large scale, heavy 1ndustr1al :l3:=.”
-undertaklngs.g In thlS regard, whlle ar portlon of the cost

""ffof the multlbllllon dollar progect 1s known, the flnal costs

rarer in fact lndetermlnate because sone large expendltures

' '{:Flle well out 1n the future.} It 1s also probably generally

'?known in reglonal off101al c1rcles in Chlna that no adequate'ff':

"Lenglneerlng fea51b111ty study and cost—beneflt analy51s

”Qdﬂappear to have been undertaken elther by the thnese

.;ﬁ Government or the part1c1pat1ng Japanese companles before

ffthe Baoshan pro;ect was commenced. The Chlnese authorltles
‘_'dld not carry out the studles,_apparently because they are .
'{desperately short of experlenced archltectural englneerlng

S.and. economlc personnel.: ‘The- Japanese companles were eager

"zto undertake this: prOJect and probably assumed from the

'spec1f1catlons glven them by - the Chlnese Government that

_ adequate ba51c englneerlng and economlc studles in. support
-;fof the’ proyect had’ been undertaken.\ Some grounds tnerefore
- seem to ex1st for reglonal concerns that the centre either

-”ffhas not taken ltself serlously or’ that lt ‘has beer operatlng

' -one pollcy for ltself and a dlfferent one for ‘the - reglons.-r
L _; ' _' R L (CONFIDENTIAL)'

'[8.vf Although it'is llkely that f1nanc1al con51deratlons o

1regard1ng both the domestlc and forelgn currency costs of

Baoshan are- at the root of the central government s dec151on X

“lto curtall the progect, the move cannot help but ald the

ffcentre to 1mpress on. the reglons the serlousness of the
fformer s readjustment alms.; From a domestlc stand—
:poLnt, the cutbacks therefore have several real 1mmed1ate
_1advantages.ﬁ Externally, however,_Chlna 1s llkely to. flnd

;'_that such cutbacks bear -a. hlgh cost.f The Japanese ;-'

' Government may reduce ltS a1d commltments ‘to Chlna, and
' IR K : '. R R 'j.2./6#

L ‘ CONFIDENTIAL - .
AUST/NZ/US/UK/CANADIAN EYES ONLY

000270




Document disclosed under the Access to Ihformation Act
Document divulgué en vertu de la Loi sur I"accés & I'information

CONFIDENTIAL
AUST/NZ/US/UK/CANADIAN EYES ONLY

-6 -

Japanese. firms may prove reluctant to commit themselves to
any similar large-scale project in the near future.

E (CONFIDENTIAL)
9. - While Japanese organizations will have te_shoulder
some of the blame for their present contractual and
financial problems at Baoshan, their ekperience is a

salutary lesson for the Western business community with

"existing or pending interests in the Chinese economy .and

market. As’ a result of shortages of technical experts and
funds, the Government of China is-curfently incapable of
competently participating in the designing, plahning,
managing and funding of large-scale industrial projects.
It will be some time before China can train sufficient
nuﬁbers of personnel to undertake these projects.
Therefore, any Western firm intending to help develop a
large-scale complex in China may have to consider insisting
on having virtual control of .all construction/design
responsibilities and on hav1ng iron-clad guarantees
regarding payment for goods and services.

(CONFIDENTIAL)

CONFIDENTIAL :
AUST/NZ/US/UK/CANADIAN EYES ONLY

000271




|

RESTRICTED

Document disclosed under the Access to_ﬂlhfo”rmation Act
Document divulgué en vertu de la Loi sur 'accés & I'information

IAC Special Assessment 4/81._

. DISTRIBUTION

RESTRICTED -

COPY NO.

DGIS 1-21- (21)
. BEXt/2SI 22-41 - (20)
- IACLO(W) - 42-44 (3)

IACLO(L) 45 , o

Ext/ELP 46-47. (2)

RCMP 48-57 - (10)

PSB 58

CSE 59-63 (3)

S&l 64 -

Clerk of the Privy- Council and 65

Secretary to the Cabinet

Associate Secretary to the Cabinet 66

Deputy Secretary to the Cabinet 67

~ (Plans)
Senior Assistant Secretary to the Cablnet . 68:
(Economic Policy)

Assistant Secretary to the Cabinet 69
(Foreign and Defence Policy)

Assistant Secretary to the Cabinet 70 -
(Emergency Planning)

E&I : o 71

Tokyo- {through Ext/ZSIR) 72

-Canberra - (through Ext/ZSIR) 73

Finance 74-75

IT&C 76

EMR 77

Agrlculture 78

Bank of Canada 79

Spares . 80~-84 (5)

NZLO - ' (through Ext/2SIR) 85 - '

AustLO ' 86

USALQ . 87

UKLO 88

000272




CONFIDENTIAL

AUST/NZ/UK/US
CANADIAN EYES ONLY"

) AUST/NZ/US/UCK
CANADIAN EYES ONLY

PCO-BCP 91

Document disclosed under the Access to Info?mation Act
Document divulgué en vertu de la Loi sur 'accés a I'information

CONFIDENTIEL

RESERVE. AUX ETATS SUIVANTS:

¥
.
3
i
' r
;
I
CONFIDENTIAL .
CONFIDENTIEL I
RESERVE AUX ETATS SUIVANTS:
CDA, ROYU, E-U, WN-Z, AUST
000273




