Circutar of the State Councll on Accelexating the Restructuring of the Sectors with
Production Capacity Redundancy ’

(No. 11 (2006) of the State Council)

The people’s govemments of all provinces, autonomous regions and
municipalittes directly under the Central Govetnment as wel as o the ministries
and commissions of the State Council and the institutions directly under the State
Counci:

It Is o major and difficult task in the *11th Ave-Year Plan® period to promote the
shrategic restructuring of the economy as well os to slevate the intemational
competitiveness of all soctors. At the prasent time, some sactors make such blind
investment and Inefficient expansion that they hove Incured production
capacity redundancy, which has tumed Into o predominant problem in the
oconomy. If not solved In @ timely manner. the problem may futher aggravate
the conflict ng in the imational industrial structure and thus impede a sustainable,
fast, balanced and sound development of the economy. In order to accelerate
the restructuring In those sectors with production copocity redundancy, we
hereby nofify the retevant issues as follows:

L. Theimportance and Urgency of Accelerating the Restructuring of the Sectors
with Production Capaclty Redundancy

In recent years, the incessant upgrading of the consumption structure as well as
ihe acceleration of the indusirialization ond urbonization process have maotivated
a fast growth of such sectors as iron &stesl, cement, electrolytic alumimem and
automobiles. Due to the extensive growth polem of our economy, imperfect
institutton and mechanism, such problems as biind investment and low-quafity
expansion have arisen In the fost development of the foregoing sectors. In 2004,
the state adopted, in a fimely manner, a series of macro control measures so that
the blind expansion in some sectors has been preliminarily cracked down upon,
the overincrease of investment has shrunk and the relevant goals regarding the
acquisition, restructuring, close-down and bankruptcy of enterprises as well as the
elimination of cutdated production capacities thereof have been fulfiled.

However, in view of the whole situation, the problem of production capacity
redundancy in some sectors as incurred from an ovarnvestment has not been

solved In the root. There Is an obvious redundancy in the production copacity of -

such sectors as iron & steel electrolytic auminum, calclum carbide, ferroalloy.
coke and automobies. As to such sectors as cement, coal, power and textile,

although thelr production and demand could, for the time being, strike a balance,

thelr ongoing construction scale is so farge that a problem of production capacity
redundancy potentially lies ohead. Under such circumstonces, some regions and
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enterprises still keep on Initiating new projects in the toregoing sectors, which wil
definitely further aggravate the conflict of the production capacity overwheliming
the demand. Furthermore, except for the gross redundancy in such sectors, there
exit other sarious prablems regarding inationatl enterprise organizational structure,
Industrial techinical structure ond product structure. At the present time. the
unfavorable aftermaths, as incured from the proguction copacity redundancy of
some sectors, have visudlized in such forms as down-fall of product prices.
increase of inventory, decrease of enterprise profit margin and increase of losses.
If such situation is let go at random, the conflict rooting In the binding force of
resource scarcily wit pop up further, the isus ot structural imbalance wA) be
worsen off, there will witnass an obvious increase in enterprise bankruptcy as well
as in unemployment. 50 we shoutd resolutely make efforts to solve all the problems.
We shoud hotd an overall picture that, to accelerate the restructuwing of those
sactors with production capacity redundancy, s not only an objective
requitement to consolidate and advance the achlevement In macro controd but
also an important and difficut task In this regard as well as is not only an uigent
requirament to effectively direct the economic and societa devetopment onto a
track of scientific development but also an important measure to maintan a
favorable current momentum of stablo and comparatively fast economic growth
on a confinual basis.

Though the production copacity redundancy in some sectors has incured a
negotive Impact on the economic and social development, it, at the same time,
provides an opportunity to promote the restructuring. Only under such condition
that the market supply overwhelms the market demand. and that the market
compatition is consequently heated may the enterprises be willing to of rather be
compelled to adjust their structure and eliminote their outdated production
capacity. The slote has. In the process of comying out the macra contral,
occcumulated the relevant experience fo coordinate the industio! policies with
other economic policies so as o form comparatively standardized ndes for market
occess. which provide definite instiitional stondards and means to promote the
Industrial restructuiing and ellminate the outdated production capacity. Al
regions and retevant deparmeants shall further build up and camry into effect the
scienlific development concept. further advonce thelr understanding in the
necessity and urgency of an overall and sound development as well os transition
of economic growth pattem, infensify their prospective insight, avoid any
wiindness, elevate their intiation ond self-consclousness, exploit a ghven sttuation
for ali possible favcrable tactors tor development and tum harm to good so as 10
accelerate the restructuring of the sectors with production capacity redundancy.

. Overoll Requirements ond Principles to Promote the Restructuing of the
Sectors with Production Capacity Redundancy

The overall requirements to accelerate the restructuing of the sectors with
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production capacity redundancy are: We should, under the guidance of the
sclentific development concept and on the basls of the market mechanism.
axpioit a given situation for all possible favorable factors for development. control
the increased capacity, optimze the structure, give tfreatment on a cass-by-cose
basis, support the superior and eliminate the inferior so as to step forward
substanfially In the current year and achieve effective outcomes though years of
efforts. The following principles shall be upheald in the specific worlc:

(1) We should give full play to the fundamental role of the market in allocating
resowrces. We should, based on the market orlentation, utilize the restrictions on
the market and resources to intensify the reversed transmission of the pressure for
easing monetary condliion so as to promote the gross balance and structural
opfimism. We shoukd adjust and rationalize the prces of resource products so as 1o
befter exert the function of the price leverage in adjustment and thus premote
enterprises’ independent innovation and structural acjustment.

(2) We should employ the economic and legal means as well as necessary
administrative means In @ comprehensive manner. We should intensify the
guidonce by industrial policles. support by credit policies, adjustment by the
palicles for finance and taxes so as to promoto the industrial restructuring. We
should elevate and sfrictly implement the ratevant standords for market access
egarding environmental  protecton,  securily. techniques. tond and
comprehensive utillzation of resources so as to direct the orientation of market
investment. We should improve and strictly implement the relevant laws and
regulations and regulate the acts of both enterprises and the govemment.

(3) We should insist on glving treatment on a case-by-case basls ond promote
the support for the superior ond efimination of the inferdor. We should, according
to the specific shtuation in an industry, region or enterprise, offer classified
guidance as well 0s refevant protection and restriction. We shoutd insist on thé
combination of supporting the superior and eliminating the Interior, the
combination of upgrading and restructuring and ellminating the fallbehind as
well as the combination of acquisiion and reorganizotion ond close-down and
bankruptcy. We should utilize and digest the present production capacity in a
recsonable manner and further opfimize the structue ond allocation of
anterprises.

(4) We should Improve institution safeguard that ensures a continuous
restructuring. We should combine the curent Issues with long-term issues,
accelerate the progress of roform, efiminate the obstactes in [nstitution or
mechanism on the way of restructuing. and promote the testucturing in the
sectors with production capacity redundancy In an orderly manner so as to
pramote a continuous. tast and sound development of the economy.
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. Key Measures for Promoting the Restructuring in the Sectors of Production
Capachty Redundoncy

The key to promote the restructuring in the sectors with production capacity
redundancy is to give full play to the fundamentat role of the market in allocating
resources and fully exert the market strangth to promote the competition as well
as the survival of the fittest, The people’'s governments at all levels shall, in the
process of restructuring, ploy the role of not only reguioting the market order by
way of further promoting the reform so as to create the relevant conditions to
exert the function of the market mechaniam but qlso employing the retevant
economic. legal and necessoly administrative means In @ comprehensive
manner to intenslify the gudonce and moke positive promotion. In 2006, we
should, by means of restructuring, reform and eliminotion through seloction,
accelerate the restructuning progress in the sectors wilh production capacity
redundancy.

(1) We should effectively prevent any rebound of the fixed-asset investment.
which is a key prerequisite to promote smoothly the restructuring in the sector with
production copocity redundancy. In case the investment Is inflated again, the
fall-behind production copaclty will be ke dying embers that flare up. And
consequentty the conflict as incurred by the gross redundancy and unreasonable
structure will be more and more thorny rather than be solved. We should continue
canying Into effect the policies of the Central Government for macro control ond
strictly keeping watch on the strobes of land and credit. stictty contral the
investmaent scale of fixed assets so as fo create the necessary prerequisites of ond
a fovorable environment for the restructuring In the sectors with production
capacity redundancy.

(2) We should shictly control those newly initiated projects. We should, occording
to the relevant laws and regulations, fommudate more shict standards regarding
environment, security, energy consumptian, water consumption, comprehensive
utilization of resources as well as quality, techniques and scale and elsvate the
threshold for access. We should give different freatments to projects under
construction ond those under the planning of construction and continue the
relevant straightening-out and rectification. As to any project tal fails to meet
the relevant requirements of the state for market access regarding the relovant
planning, Industrial poficios, policies for land supply. environmental production
and work safety, the construction thereof shall be stopped according to law. In
the case of refusal to implement any relevant order, we should employ the
relevant economic, legal means as well as necessary administrative means to
settie (t and investigate the {lablities of relevant personnel. As is the general
principle, we should not grant Gny approval for the establishment of a new steel
plont and shall carry out stict examinalion and approval on a project involving
the relocation of G stee! plant or Involving the elimination through selection on
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outdated production capacity of a steel plant. We should elevate the standords
for well-sizes in coal exploration and clarify the rasource recovery rate as well as
the requirements for work safety. As for a newly estobished automobies &
complete vehicle production enterprse as well as any investment project
invalving the production of frans-category products by o curent enterprse. both
the requirements of the Industrial policies and the requrements for Independent
brand and independent development of products shall be satisfied. Where any
curent enterprise establishes a factory in o different place, its production and
sales volume shall be over 80% of the approved production capacity, as s a
requisement. We should elevate our efficiency In utilizing foreign investment and
prohibit the access of any (oralgn nvestment with Poos techniques and security,
high energy-consumption and heavy poliution.

@ We should efiminate the outdated production capocity through selection. We
should, according to law. close down those small-sized enterprises that destroy
rasources, pollute the enviraonment and fall to meet the relevant requirements for
work safety, elimmnate through selection the outdated production copacity by
stages and batches ond dispose of the autdated production equipments by way
of destruction. We showuid, in a step-by-step manner, eliminate through setection
the outdated production capoclty of cement such as vertical kiln, close or
eliminote small open fumnaces of calcium carbide or those with a production
copacity of lower than 10, 000 tons; ¢liminate. as soon as possible, terroalloy
submerged arc fumoces with a powar of lower than 5, 000 kilovolt/ampere
(except special ferroalloy), ferroalloy blast fumaces with a volume of less than 100
cubic meters; Iron-smetting blast fumaces with o volume of less than 300 cubic
maeters and steel-smetting converters and etectronic fuinaces with a production
capacity of lower than 20 tons. We should etiminate thoroughly the facilities as
involved tn indigenous coking ond improved coking: stop the use of mini petrol
engines and condensing coakfled minisgt of 50, 000 kilowatts and ellminate
those small coal mines that fall to meet the e@quirements for scale as prescribed in
the industrial policies and standards for work safety. *

(4) We shoutd promote the technical innovation. We shoud support large-sized
enterprises’ projects Involving technique innovation compatible with the retevant
Industrial policies. of high technicat level and conduclve to industrial upgrading.
We should, putting the focus on elevating the technical tevel, improving the
variefies. protecting the environment, ensuring the secudty. debasing the
consumption ond elevating comprehensive utiization, carry out reforms and
Innovation in the traditional sectors. We shoukd promote the project of replacing
small thermol power generators with large ones and applying codl Instead of
petrol as well as any other project allke. We should support automobile entarprises
in their bullding o research and development system and develop. on the basis of
assmilating the relevant techniques as infroducad, those techniques with
Independent intellectual property right. We should support the development of
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key textile techniques, research and development of the whole-set equipments
and the pubic Innovation platformn of clustered industios as well as independent
costume brands. We shoukd support the mojor techrical Innovation of large-sized
iron & stesl conglomerates as well as their new product projects, accelerate the
development of groin-oriented cold rolled sllicon stee! sheets, elevate the
production of automobite sheets, and promote the domestic production of
lorge-sized cold/hot continuous roling sefs. We should also support the
construction of coal mines with high yielding and efficiency as well as the
technical iInndvation regarding the security of coal mines.

(5) We shoukd promote the merger and restructuring. We should, according to
the market princlples, encourage those large-ske entermrise conglomerates with
competitive strengih to camy out transsegional and trans-industriol merger and
restructuring by employling thelr assets, resources, brands os well as the morket
mechanism and promote the centralization of industry and develop them into
those of karge scate and of karge bases. We should promote the jaint restructuring
betwoen o prodominant lorge-sized Iron & steel enterprise and other iron & staol
enterpiises in the same region so as 1o form several iron & steel entemnxise
conglomerates with on annual prodiuction capacity of more than 30 million tons.
We shouki encourage large-sized cement entemprise conglomerates to
imptament acaquisition. restructuring ond unlification over middie/smallksized
cement plants so as to intensify ifs influence on the reglonal market, We should
break through the production and business allocation of current carbonization
enterprises, canmy out merger and unification between carbonization enterprisas
ond Iron & steel entemprises and chemical industrial enterprises and therefore
develop them lowaords those featwed by integration of production and
opplication, on-scale business operation, diversification of products and
comprehensive application of resources. We should support karge-sized coal
enterprise to acquire, merge, reform and re-construct @ batch of small coal mines
so a5 to realize the Integrafion of resources, elevate the mining recovery rate and
work sofety level.

©) We shoukd Intensify the coordination between the policies for credit. land,
construction. envitonmental protection and securtty and the relevant Industricl
poficies. We should earnestly implement the Decision of the State Council on
Promulgoting and Implementing the Interim Provisions on Prometing the Industrial
Restructuring (NO. 40 (2005) of the State Councll) and make efforts to detail the
measwes fomulated 1o implement all the policles. As to the relevant
devslopment planning of as well as Industrial policies for such industries as iron &
steel. electrolytic aluminum ond automoblles. we should intensify the
implementation of these policles, strengthen the examination theraover and
improve them In proctice as well. As to any industrial development planning or
industrlat policy that has not been promulgated. we should make efforts to
formutate and perfect it for the seardiest promulgation. Such deportments os
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finoncial institutions and state kand resources. environmental protection ond
security supervison shall, in strict accordance with the requirements of the state’s
macro control as wel as the relevant industriat paiicies. optimize the credit system
and the structure of lond supply. support those projects and enterprises, which
meset the relevant state indushrial policles ond requirements for market access In
the supply of land and loans. and shafl, at the same time, prevent any major
up-cnd-down In the credil sector ond posliively support any merger or
restructuring camying (avorable market prospects, producing good benefits and
conducive to the formation of © scale economy. As to any praject or enterprise
that fails to meet the relevant state industial policies, land supply pollcies and
requirements for market access or which has been clearly eliminated by a state
order..no koan or land shal be supplied thereto and the departments In charge of
urban plonning, construction. environmental protection and securlty supervison
shatl not handle the relevont formalities therefor. We shoukd firnly crock down on
any act of canvassing investment by unlowfully lowering the land piice or
dobasing the standards for environmental protection or security, or any act of
blindly inifiating a project. We should Improve the relevont policies and measures
for rastricting the export of those products of high energy-consumption. heavy
pollution or resource products.

() We should further comy out the reform in such aspects as the adminlstrative
administration, investment system. pricing mechonlsm and market ext
mechanism. We should, according to the requirements for bullding o sociatist
market ecanomic system, further promote the reform in the administrative
administration and Investment system, carry Into effect the Implementation of
seporating government function from enterprse management. improve and
shiclly cary out the system regarding the verification and archival fling of
enterprise investiment so as to achieve the goal of enterprises moking their own
decisions aboul investiment, bearing by themselves the relevant risks and banks
canying out independent credit assessment. We shoulkd prormote the price reform
for resource products in an active and stable manner. improve the pricing
mechanism thot reflects the masket demond and supply as well os the scarcity of
resources and establish and improve an ecological compensation mechanism.
We should estabiish and improve an enterprise exit mechanism and fosmulate os
well as promulgate the relevant policles for reform regarding personnel
arrangement, kand use, asset disposal and guaranty for the employees’ dghts and
interests, which will be conducive to promoting the mergers and restructuring of
enterprises and 10 enterprises’ exiting out of the market ond conduclve to
safeguarding employees’ legitimate rights and Interests. We should occelerate
the establishment and improvement of the relevant legal bylaws that preserve o
folr market competition and break the regionat blockade as well as regional
profection.

(8) We should improve the industiial information disclosure system. The relevant
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departments shall Improve the relevant statistical ond supervisng system ond do @
good job in the follow-up analysis on the dynamic operation of those sectors with
production capacity redundancy. We should establish, as soon as possible, the
retevant indicalors to measure the production capocity redundancy as well as
the data collection system and establish, in a wellplonned and step-by-step
manner, an infornation discloswe system on a regular basis so as to offer
guidance for Investment prediction In the market. We should intensify the
guldance for information regarding the ndustriol devetopment and biing into fully
play the function of the industrial assoclations, do a good Job In the market
research and disclose. at o proper time, the infomation on the supply and
demond of products. current production capacity, ongoing construction scole,
development tendency, raw material suoply and price fluctuation. At the same
time, we shoukd attach close attention to the production and investment of other
related industies and the development of thelr market supply ond demand so as
1o find and solve any up-coming probiem ond prevent the emergence of heavy
production capacity redundoncy In any other sector.

The task of acceterating the rastructuning in the sectars with production capacity
redundancy involves many aspects, cames strang policy orlentation. and is
difficidt and compiicated. All regions and relevant departments shall Intensify the
concept of the overall situation, intensify the organization and leadership, camy
out close coordination ond do o good job in an active and ordery manner. They
should comectly handle the relation between reform, devoiopment ond stability
and. based on the redl situation of O specific region or entity. improve the
supporting meosuses, somestly sotve ony difficulty or problem arising from ony
merger, bankruptcy or restructuring of enterprises. do a good job in the personnel
arrangement and asset preservation, control the losses to the minimum extent so
as to avold any societal instabllity. All reglons and relevant depariments shotl
repoxt, in a timely manner, the implementation of the present Circular fo the State
Councd. The Notllonol Development and Reform Commission shall In
collaboration with the relevant departments. make efforts to formulate the
specific policies and measures and do a good job in the relevant implementation.

The State Council

March 12, 2006
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