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Forest Governance and Trade – China, Global Markets and Legal Procurement Initiatives 
 3rd May 2005. Chatham House, 10 St James’s Square London, SW1Y 4LE

Objective(s): The meeting aimed to explore the current state of play in the domestic Chinese timber market, the global context of its trade and future market trends; and to discuss options for combating poor forest governance in some timber producing countries and the trade in unverified timber.
Domestic production: Trends, policy constraints and recommendations – Jintao Xu, Chinese Academy of Science; Deputy Director, Centre for Chinese Agricultural Policy

The presentation covered China’s effort to rehabilitate domestic forest environments, current policy trends and their potential environmental impacts and the macro and international dimension of this situation.

China’s current efforts to rehabilitate its domestic environment include two relevant areas of policy, forestry programmes and pollution controls. The impact of these initiatives have included increased plantation areas and volume, carbon sequestration, reduced water and soil erosion and a movement towards more wood-based, high-tech pulp and paper processing, increasingly sourcing from other countries.

New forestry policies are enshrined in six forestry programmes, which included a logging quota in 1998 and the creation of a Forestry Production Responsibility System encompassing household and community forestry and the facilitation of private investment through shareholding systems. The programmes are an effort to move away from the planned approach by giving farmers and communities user rights and the responsibility for making production decisions. The policy has led to around a quarter of the total harvest being produced by rural households.

In addition to forestry reform, the Agricultural Land Contract Law of 2002 establishes longer-term land contracts for farmers (30-100 years) encouraging investment in long-term planting. The contracts are now transferable, inheritable and can be used as collateral.

The aim of these new policies is to ensure that state forest is no longer managed by state forest agencies, but rather to introduce market rules and diversify management.

The current logging quota will be lifted, at least in part, in 2010 under pressure from the forestry and finance ministries. It is thought that actual logging figures are historically around 50% higher than quotas, so in the areas where the quota was implemented as a total ban, the reduction in logging has actually been higher than reported.  It was expected that plantation forests would fill the gap caused by the logging quotas but this has not happened due to poor policy incentives and productivity.

Value chains in the Chinese timber industry were also detailed. It was noted that just under a half of all imported timber was then processed and re-exported to Japanese and US markets. Data showed that for each dollar paid to Indonesian timber traders, Chinese processors earn around $2, and the Japanese and US consumer pays $4-6 dollars more. Although this is a reasonably standard retail mark-up, it was felt that the greatest responsibility should be given to those that earn the most money from the process – i.e. retailers.

The diplomatic implications of this controversial trade were discussed briefly. The tension between the drive for growth and the wish for a responsible international image was noted. The importance of Japan and the US to the Chinese government’s response to any international initiative on illegal logging was also recognised.  

Please see www.illegal-logging.info/china_presentations/China_jintaoxu_may05  for the powerpoint file of this presentation.

Farm and forest incomes and livelihoods – Professor Ye Jingzhong, China Agricultural University

It is not clear whether forestry in China can provide an effective livelihood for households or communities. In many cases, the benefits of the industry appear mainly to accrue to larger companies and the state. Despite some efforts on the part of the government, farmers do not appear to be interested in planting trees or benefiting from small-scale forestry, even though the geographical coincidence between forestry and poverty in China is evident. Some benefits are available however, particularly from community forests; timber from local forests accounts for 40% of rural energy and almost all of rural housing construction materials, and non-timber products are reasonably well exploited.

Forest resources in China are principally owned by the state, and areas under community management are often also local government-controlled in practice, but the management strategy may reflect local priorities better. There is not currently a clear model for individual forest ownership or control despite moves towards free-market management of the resource. There is diversity in practice between management in different provinces, townships and even between some same-village institutions. In each circumstance, rights, tenure security, decision-making, responsibilities and the distribution of benefits vary.

Since 1997, the proportion of domestic timber from collective forestland has steadily increased, while timber from state-owned land has declined.  In 2002, 46.3% of the commercial timber and fuel wood domestically produced was from collective forests, although as noted above, this can often, in practice be controlled by local government.  

Barriers to better poverty alleviation from forestry include:

· Distance from market and poor transport infrastructure;

· Tax disincentives (highly complex and often around 50% of value, up to 90% in extreme cases);

· Policy incoherence and high administrative barriers;

· Rent-seeking by local government;

· Insecurity of individual tenure;

· Boundaries not clearly marked;

· Uncertain quotas;

· Only low profit markets/products available to poor individuals/communities.

Forest areas are also under threat from government plans to expand tourism and entertainment industries in rural areas.

Please see www.illegal-logging.info/china_presentations/China_jingzhong _may05 for the powerpoint file of this presentation.

Imports Trends, Impacts on Supplying Countries, and Strategic Issues – Andy White, Forest Trends 

The presentation covered key market trends, impacts, implications and conclusions.

Imports continue to rise dramatically, and the rapidly changing pattern of imports, processing and exports have created chaos in the international trade. Many countries with poor forest governance have been the source of cheap timber for Chinese markets and there is strong competition to produce the cheapest supplies. The bulk of this timber currently comes from the Asia pacific region, although Canada is the main source of pulp, with Indonesia and Russia also significant in this market.

The growth in imports has resulted from declining domestic production and increasing domestic demand. Low logging rates, immature forests and plantations, severe restraints on annual allowable cuts, disincentives to production, and outdated management of the forestry sector in China are combining with increasing disposable income, a move away from concrete to timber in building and furniture, plus a huge increase in demand for paper products as the Chinese population becomes better educated. These trends have been exacerbated by the development of an export-oriented processing industry, which turns around half of all imported timber, sawnwood and panels into furniture, primarily for sale to Japan, the EU and USA. None of these trends shows any sign of abating in the near future.

The impacts of these changes within China include: a shift of jobs and income to the east where imports arrive – leading to population movements; the restriction of forest production and incentives for processing from government; a shift from trees to fruits, nuts and bamboo due to deregulation of bamboo markets in the 1980s; the beginnings of a timber recycling industry, but too small to be significant at this point; and growth in large-scale industry over smaller local processing plants.

Outside China, the demand has led to increased deforestation, poor governance and social conflict. Examples detailed included Papua New Guinea where natural forests are likely to be depleted in 10-15 years and illegality and corruption are reported to be commonplace; the Russian Far East and Siberia where between 40-70% of supplies are thought to be illegal, widespread forest fires have been experienced recently and investment in processing plans is currently at an all-time high; and Myanmar where less than 10 year of natural forest remain, human rights abuses are reportedly widespread and harvesting is financed and staffed by Chinese.
Trade data analysis also suggests that some of the increases and decreases are counter-intuitive given what is known about the trade on the ground. It has been suggested that this points to significant amounts of illegal timber entering the Chinese system and distorting official figures. Even the removal of the quota system in 2010 is unlikely to stop this unless there is a huge effort to improve monitoring at ports and the capture of illegal imports.

Conclusions:

· Demand-side measures such as the EU licensing scheme, public procurement policies and investment exclusions are important first steps;

· Poor management of the forest estate is a global phenomenon and poor people who live in and around them are the main losers – reform of forest governance is vital;

· Increased sustainable production requires an overhaul of these forest management systems;

· Overcapacity is already built into the Chinese system, supported by government subsidies, but it continues to expand rapidly;

· Problems relating to supplies from countries experiencing conflict and the implications of that trade require immediate attention;

· Independent monitoring of all efforts is required for credibility.

Please see www.illegal-logging.info/china_presentations/China_andywhite _may05 for the powerpoint file of this presentation.

Future scenarios - Sten Nilsson, International Institute for Applied Systems Analysis 

Detailed figures relating to annual domestic production, over-cutting, particularly for fuel wood, illegal harvesting and long-run fibre supplies from various sources were given, and it was asserted that the Chinese demand for imported timber of 17 million cubic metres of timber in 2000 would grow to 48 million in 2010 and 80 million in 2020. However it was recognised that official statistics should not be relied upon.

In addition to Chinese demand, significant growth in domestic demand, particularly for pulp and paper products relating to improved literacy and education, and domestically-oriented processing capacity was also reported in India. Given these models, domestic supply of pulp was considered a vital precondition of sustainable management of the sector. 

Plantations have been identified as one way to deliver increased domestic production, but in many developing countries the level of growth in plantation creation and levels of production have been too low to meet demand. In addition, water crises in some key plantation areas such as Australia have restricted output. Low productivity is a key factor in China, where it is relatively expensive to produce plantation timber as a result of the water table, steep gradients and poor forest management policies.

China is part of the international picture of timber demand but the real levels of timber deficit can only be seen globally. It is clear that independent and transparent data collection and analysis is required if a genuine picture of the problem is to emerge.

Please see www.illegal-logging.info/china_presentations/China_sten _may05 for the powerpoint file of this presentation.

Sourcing Certified timber products from China – Mike Packer, Timbmet

Timbmet has a £120 million turnover of which a significant proportion is from tropical forests. The company has three main purchasers in China and is currently expanding its procurement of Forest Stewardship Council (FSC) certified goods.

This shift towards certification is based on both ethical and business drivers, of which the most important are the pressure to improve supply chains in order to improve global forest governance, better management of business and reputational risks and exploiting new business opportunities where they arise.

Emerging UK markets for certified timber were also described. These included government contracts under the new timber procurement policy, including joint venture opportunities, local authority contracts under voluntary procurement policies, the development of a Code for Sustainable Building (governing the building of four million new houses) and individual voluntary commitments by contractors, retailers, house builders and sub-contractors who recognise growing consumer concern over the issue.

The main challenge in China is finding certified goods because the markets for certified products are not mature or adequate to meet demand. Although in some cases certified timber may be bought to produce furniture, the premium available from buyers is too limited to encourage the necessary investment in chain of custody to turn certified timber into certified products. This is particularly notable in the US market, where there seems to be little or no specific market for certified goods.

In order to ensure certified supplies to those Chinese processors who are willing to deliver certified products, efforts have been made to establish business-to-business links between appropriate timber producers and Chinese importers, mainly through the China Forest Trade Network. The majority of the timber imported through these arrangements is currently from Africa, but increasingly from other parts of Asia and Guyana.  

Please see www.illegal-logging.info/china_presentations/China_timbmet _may05 for the powerpoint file of this presentation.

UK Trade Asia Initiatives and response to public procurement policies - Andy Roby, UK Timber Trade Federation (TTF)
The presentation included a brief overview of the UK market, the relative levels of hard- and softwood, the trade’s recent efforts at sourcing legal and sustainable timber and the role of China in the global supply chains of UK traders.

The UK market for timber, in particular for hardwoods is currently growing. Key drivers of this demand include consumer demand, government procurement and sustainable building policies, corporate social responsibility (CSR), the TTF responsible purchasing policy, mainstream bank policies, the EU FLEGT Action Plan and competition with other, less sustainable, building materials. 

Recent research shows that this market growth is resulting in a premium price for certified hardwoods of between 2-30%.

Trade initiatives in Africa and Asia were detailed, particularly a new European initiative aimed at sourcing legal timber from five key trade partner countries in these regions. In addition to specific projects, the Federation has established a Responsible Purchasing Policy, which aims to ensure that its members undertake a risk assessment of all suppliers and develop credible methods for procuring verifiably legal or sustainable timber. The policy includes a step-wise approach to helping suppliers eliminate risks and purchasers eliminate risky suppliers.

China is a major supplier, but also clearly a major consumer of high-risk logs so UK traders are concerned about sourcing from there. If these concerns are to be overcome, Chinese suppliers will eventually be required to invest in chain of custody systems, but the TTF audits and questionnaires can serve as a first step towards timber products that are acceptable to the sensitive EU market. It was noted that the system may require verification at a later date and information on any supplier is welcome from NGOs on the ground.

Conclusions:

· A country risk register, although politically difficult, would solve many problems for traders;

· The UK industry recognises that it has a responsibility to act and is keen for this to be supported by UK and EU governments;

· The Chinese private sector will respond to market demands for verifiably legal and sustainable timber products as soon as markets are willing to demand and pay for them;

· The UK industry is keen also to work with the Chinese private sector and share lessons and analysis.  

Please see www.illegal-logging.info/china_presentations/China_ttf _may05 for the powerpoint file of this presentation.

Discussion 

Knowledge gaps

The size and speed of change in China mean that an accurate picture of the timber trade is hard to develop. This is exacerbated by the lack of a tradition of transparency and independent reporting. It was proposed that independent data collection should be paid for by donors, and that accurate reporting should be incentivised.

Data relating to large-scale processing demand within China is relatively detailed and appears to be accurate; however the understanding of domestic and small and medium enterprise (SME) consumption patterns is less clear. 

Analysis of conversion rates, efficiency, employment patterns and protections, and levels of capitalisation and investment is also required.

It was felt to be important not to take a pure sectoral view in China; participants were keen to understand better the place that timber plays in the wider natural resource-based industries.

Market structures and opportunities

While large processing companies are better understood, the SME sector is large and involved in serving both domestic and export markets. Timber trading is generally undertaken by smaller players, while the pulp and paper sector is dominated by fewer larger corporations, reflecting the level of capital required to establish such operations. The timber processing sector as a whole is one of the most liberalised in China, with up to 98% in private ownership.  

Pulp and paper production is generally for domestic markets, although there is also a significant and growing packaging sector, serving other export markets. There is a strong trend towards consolidation of the smaller operators, which is encouraged by the government. It is likely that this will lead to more awareness of reputational risks and better leverage for buyers in the long term. 

It was noted that larger companies and those connected with US and European buyers were beginning to recognise legality issues as a potential business opportunity. It was also felt that European companies with Chain of Custody (CoC) and efficient processing technology ought to be supported in establishing export links with China.

International and regional pressures

There is a general aim among governments in the region to achieve more efficient resource use in Asia, and the Chinese are also keen to improve economic and business links with their Asian neighbours, particularly within the Association of South East Asian Nations (ASEAN). A degree of political pressure from Malaysia was reported, as the government there feels that its private sector is being undercut by cheaper operators because of the government’s relatively effective stance on illegal imports.

Chinese entrepreneurs are currently investing in extraction and plantation development in Indonesia, Thailand, Laos, Cambodia, Brazil, Argentina, New Zealand, various countries in central Africa and Guyana, with a view to securing long-term, cheap supplies, particularly of topical species.

The poor image of Chinese businesses internationally was reported to be a concern to the Chinese Government, particularly relating to economic involvement in conflict zones and countries with poor natural resource governance. There is an awareness of the increasing sensitivity of developed country markets to ethical risks and the Chinese Government is keen to avoid adverse trade measures based on such issues. The opportunity represented by growing markets for certified goods, particularly in the EU, has also been recognised. 

The Chinese Government has agreed to take part in the upcoming Europe and North Asia Forest Law Enforcement and Governance (ENA FLEG) process and is currently establishing a national position on the EU Forest Law Enforcement, Governance and Trade (FLEGT) Action Plan. China is not likely to be an EU FLEGT voluntary partnership priority country, as it exports mainly processed products which are outside the first phase of the licensing scheme. NGOs are keen to both expand the product coverage of the scheme and include China in the agreements as soon as possible. 

Illegal import issues 

Although China does not have a national prohibition on the import of illegal timber, a number of current laws were identified which, if enforced, could help stem the flow of illegal timber into the country. Phyto-sanitary and import restrictions, if applied in the three major ports via which illegal timber enters China, could have a major impact. In addition, it was noted that VAT regulations require detailed assessment of the volume of timber, which means that customs officials are currently checking log import lists in some detail. If this information were to be cross-checked with exporting countries it should be possible to get a clearer picture of the trade. Borders with Myanmar and Siberia were also identified as key areas that could be better policed, although, as in all countries, the lack of resources and capacity within the customs authority presents a barrier to controlling imports.

It was reported that the vast majority of timber imported into China from other countries in south-east Asia purports to be of Malaysian origin; however this is apparently fraudulent. Given the relatively small number of very large batches of imports (around 40 per year) it was proposed that a prior notification system be established between Malaysian and Chinese customs authorities.

Productivity

The relatively low productivity and efficiency levels in Chinese timber production were noted. Currently domestic pulp prices are around five times higher than an equivalent company in the US would have to pay as a result, in part, of the geography of the country. However it is hoped that the recent liberalisation of the sector supported by World Bank investment, combined with growing demand, will lead to some improvements in other constraints. 

Pulp and paper over-capacity

A number of large pulp and paper mills are planned in south east China and there is some concern that the required plantation land may not be available there. It may be that plantations under the control of European companies will achieve higher productivity, but over-capacity is already a significant risk. CIFOR estimate that planned plantation resources will supply half or less of the likely demand from the mills and there is already controversy about illegal cutting in natural forests. Plantations in the area also face a significant threat from cyclones.  

Domestic sensitivities – government, consumers and NGOs 

It was felt important to communicate effectively across the Chinese Government, particularly in the ministries of finance and law, and with local government in priority areas. 

The balance of power between central and local administrations was explored, and it was noted that local government appears to be more focused on economic growth whereas central government is more likely to respond to strategic and international priorities such as long-term security of resource supplies and reputational and diplomatic issues, particularly within Asia. Conversely, local government appears to have more power to influence forestry practices. Neither level of government has a high degree of control over the highly liberalised processing sector, which is more likely to be affected by business-to-business and market approaches.

The Chinese NGO sector is small but developing rapidly. Key issues of concern are pollution control, social protections and slowing down hydropower development. National campaigns have been used to persuade the central government to intervene in damaging local government planning decisions in the pulp and paper sector but illegal logging impacts outside China are not well understood. It was proposed that relevant documents should be translated into Chinese whenever possible.
Developed country NGOs also reported partnership work and capacity-building, particularly for independent forest monitoring, with local Chinese NGOs. 

General consumer awareness of forestry issues is also felt to be low. There is little evidence of consumption patterns becoming more sensitive to general ethical issues yet, although there is a very weak political demand for improved natural resource management in the region.

Certification and import risks

It was felt that forests outside state management are more likely to supply certifiable timber, and the liberalised processing sector will supply certified products as soon as the market demands them. In state managed forests bureaucratic barriers to improved forest management are considerable and short-term political priorities often take precedence over longer-term forestry concerns.

There is some concern among the UK timber trade that information reported by Chinese suppliers is not always reliable and there is a lack of independent verification. It was not clear whether Chinese suppliers understood certification or the basic tenets of sustainable forest management. Traders called for an agreement between the EU and China to establish the level of legality and appropriate verification required for responsible purchasing. 

The relatively small leverage of the timber sector was also noted and comparisons with the responsibilities of the furniture sector, which is worth around ten times the value of the basic commodity trade annually, were made.

The organisation of this meeting was made possible by generous funding from

The UK Department for International Development
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