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Executive Summary
Talk of economic reform in China comes with many labels and catch phrases — giving the market a
“decisive role” in allocating resources, “mixed ownership reform,” “supply-side structural reform,” “dual
circulation,” “high-quality development,” or “new quality productive forces,” among others in recent years.
This report examines a representative snapshot of the steel industry over the 13th and 14th five-year
plan periods and considers whether China’s rhetoric has been matched by genuine efforts to reduce
government intervention and put the industry on a sounder, more market-based trajectory. It concludes
that it has not.

The analysis is based on a review of both major central government industrial policy measures appliable
to the steel industry, and the granular experience of three individual steel companies, to assess how the
government’s policy pronouncements have been carried out in practice. The three companies — Tianjin
Steel Pipe Group Co., Ltd. (“TPCO Group”), Jiangsu Changbao Steel Tube Limited Co. (“Jiangsu
Changbao”), and Dalipal Holdings, Ltd. (“Dalipal”) — are primarily producers of steel pipe and tube
products that have historically been major suppliers of seamless oil country tubular goods (OCTG) to
global markets.

These companies were chosen for several reasons. First, seamless pipe production is one of a few
market segments targeted by applicable central government industrial policy measures for consolidation
into a small number of large enterprise groups. Second, the segment falls at least in part into a category
of special steel products that the Chinese government has identified as a point of emphasis. Third,
OCTG is used in oil and gas exploration, suggesting that it might be a market segment where the
Chinese government would be more willing to permit market-based outcomes like firm entry and exit as it
shifts to greater policy emphasis on alternative energy sources.

Finally, the companies represent a good mix of ownership and operational structures. TPCO Group is an
unlisted, local state-owned enterprise (SOE) that has operated as part of even larger state-owned steel
conglomerates under the direct control of local authorities. Jiangsu Changbao and Dalipal are both
publicly traded, nominally private enterprises that the government treats as small or medium enterprises
(SMEs). Jiangsu Changbao only operates in the downstream pipe production segment, while Dalipal is a
vertically integrated company with its own scrap-based electric arc furnace (EAF) billet production and
sales operations. As a result of this variety, they permit a relatively efficient examination of both the
forest and the trees of the Chinese steel industry in recent years.

Each of these three companies reveals broader aspects of Chinese industrial policy in the steel industry
that run directly counter to the slogans and catchphrases meant to convey impressions of market-based
reform. Despite repeated pledges to reduce steel industry overcapacity, the Chinese government
continues to systematically intervene to support both perpetuation of uncompetitive existing capacity and
expansion of new capacity through state-directed mergers, relocations, and facility upgrades, all backed
with generous financial and other support.

e TPCO Group: Between 2016 and 2023, TPCO Group underwent a state-directed financial
bailout and ultimate acquisition by central-government steel conglomerate CITIC Special Steel.
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Throughout this process, itself arising from a failed 2009 state-directed merger of several local
SOE steel enterprises in Tianjin, government authorities directed revisions to loan terms, debt-to-
equity conversions, and additional loans, guarantees, and equity infusions totaling tens of billions
of RMB. The transaction resulted in CITIC Special Steel absorbing and sustaining approximately
3.5 million tons-per-year of seamless steel pipe production capacity that would have otherwise
been forced to liquidate. Perpetuation of uncompetitive capacity in this manner is emblematic of
the Chinese government’s policy of industry “consolidation” by merger and acquisition, which
simply creates heavily subsidized behemoths designed to target global market share.

¢ Jiangsu Changbao: Even as it moves to create giant, national steel industry conglomerates, the
Chinese government has implemented support policies for small and medium enterprises
(“SMEs") to target high-value, niche market segments. This support includes not only a variety
of significant grants for facility upgrades, but also a broader set of financial services that expand
the state-directed financial sector’s role in supporting government industrial policy and
dramatically reduce the capital costs of Chinese steel firms. Despite accumulating very little
traditional debt through bank lending or bond issuance, Jiangsu Changbao has been able to
finance its operations through tools like “bankers’ acceptance drafts” that have been encouraged
by SME support policies and that effectively act as interest-free short-term loans.

o Dalipal: The Chinese government has also intervened aggressively to alter the geographic
layout of the steel industry. Often framed as policies to reduce environmental burdens in heavily
populated areas, these initiatives not only support relocation of existing capacity into
concentrated industry clusters like coastal industrial parks, but also heavily subsidize
simultaneous facility upgrades and expansions of relocated facilities. Over the course of a
government-ordered facility relocation initiated in 2017, Dalipal has taken advantage of
“differentiated capacity replacement” policies applicable to scrap-based EAF producers, and
significant financial support for facility upgrades, to nearly triple its OCTG production capacity
and double its EAF billet production capacity.

These are only three examples in one relatively small segment of the Chinese steel industry.
Interventions like these are called for in industrial policy measures at both the central and local
government level and are thus occurring throughout the industry. They illustrate the Chinese
government’s ongoing refusal to accept market-based outcomes in the steel industry, and its willingness
to export the burdens of resulting distortions like overcapacity and unfair pricing into the markets of
China’s trading partners.

|. Bailouts and Acquisitions
Industry consolidation has been articulated as a key focus of the Chinese government’s industrial policy
priorities for the steel industry, with policy documents emphasizing the need to address the “small,
scattered, and disorderly” (/]>H&ifL) nature of the industry’s development. While state-directed mergers
and acquisitions have been a longstanding facet of Chinese industrial policy, recent steel industry plans
have doubled down on creating vertically and horizontally integrated mega-firms to reduce the intensity
of “vicious competition” among domestic firms, while positioning the industry for dominance in global
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markets. Framed as a means of increasing efficiency and reducing overcapacity, mergers and
acquisitions in the Chinese steel industry have become vehicles for bailing out and perpetuating
uncompetitive and financially unsustainable production capacity.

Box 1: Industrial Policy Goals for Steel Industry Consolidation

Steel Industry Adjustment and Upgrading Plan (2016-2020), MIIT (2016): “Promote industry leading enterprises
to implement cross-sectoral, cross-regional, cross-ownership-structure mergers and reorganizations to create
several world-leading large steel industry groups. Create several world-class, specialized pillar enterprises in areas
like stainless steel, special steel, and seamless steel pipe to avoid vicious competition due to homogenization of
high-end products. Support high-quality enterprises in large steel producing provinces to use assets as a link and
promote intra-regional steel enterprise mergers and restructurings and form several large steel industry groups,
change the ‘small, scattered, and disorderly’ situation, and increase regional industry concentration and market
influence.”

14th Five-Year Plan for Development of Raw Materials Industries, MIIT, MOST, MNR (2021): “Support
enterprises in hastening cross-regional, cross-ownership-structure mergers and reorganizations to increase
industry concentration and develop international operations. . . . Nurture a group of [five to ten] industrial chain
navigator enterprises . . . . For steel and other enterprises undertaking substantive mergers and reorganizations,
bestow supportive capacity replacement policies. . . . Encourage financial institutions to provide comprehensive
financial support services based on risk control and commercial sustainability principles to raw materials
enterprises undertaking mergers and reorganizations or transformation and upgrading.”

Guiding Opinion Regarding Promoting High Quality Development in the Steel Industry, MIIT, NDRC, MOEE
(2022): “Encourage industry leading enterprises to undertake mergers and reorganizations to create several world-
class, super-large steel enterprise groups. Relying on the industry’s superior enterprises, nurture one or two
specialized navigator enterprises in areas like stainless steel, special steel, seamless pipe, and cast iron pipe.
Encourage steel enterprise cross-regional and cross-ownership-structure mergers and reorganizations to change
the ‘small, scattered, and disorderly’ situation of the steel industry in certain regions and strengthen enterprises’
internal development momentum. . . . Bestow capacity replacement policy support for the construction of smelting
projects by enterprises completing substantive mergers and reorganizations. Encourage financial institutions to
actively provide comprehensive financial services according to principles of risk control and commercial
sustainability to enterprises undertaking mergers and reorganizations, layout adjustments, or transformation and
upgrading projects.”

Work Plan for Stable Growth in the Steel Industry, MIIT, NDRC, MOF, MNR, MOEE, MOC, GAC (2023):
“Encourage industry leading enterprises to undertake mergers and reorganizations to build world-class super-large
steel enterprise groups and support optimizing the layout of national steel production capacity. . . . Encourage steel
enterprises to undertake cross-regional, cross-ownership-structure mergers and reorganizations to change the
‘small, scattered, and disorderly’ situation of the steel industry in certain regions. Explore bestowing even greater
capacity replacement policy support on steel enterprises engaging substantive mergers and reorganizations.
Encourage financial institutions to actively provide financial services according to principles of risk control and
commercial sustainability to steel enterprises undertaking mergers and reorganizations, layout adjustments, and
transformation and upgrading projects.”
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While the Chinese government’s emphasis on industry consolidation is often associated with efforts to
reduce overcapacity, the industrial policy measures highlighted in Box 1 demonstrate that this is, at best,
a second-order priority. The top priority remains seeking competitive advantage in global markets by
reducing domestic competition for both factors of production and market share. “Overcapacity,” in other
words, does not exist until Chinese capacity exceeds global demand. Notably, and problematically, the
policy measures repeatedly reference “capacity replacement policy support” for steel enterprises
engaging in mergers and reorganizations. These “super-large steel enterprise groups” or “navigator
enterprises” designated to lead consolidation efforts are thus effectively exempted from the otherwise
stated prohibition on new projects without elimination of an equal or greater amount of existing capacity.

Equally problematic is the policy measures’ repeated call for “active” support from financial institutions
through the provision of “comprehensive financial services.” The Chinese government’s emphasis on
mergers and acquisitions has in practice combined with parallel policies focused on relieving the industry
of unsustainable debt burdens accumulated in the years following the global financial crisis.! For
example, the 2016 Opinion of the State Council Regarding Resolving Excess Capacity in the Steel
Industry and Realizing Development Through Difficulty called for capacity reductions and elimination of
“zombie enterprises,” but it simultaneously directed financial institutions to actively support restructuring
through mergers and acquisitions and the resolution thereby of bad debt burdens.?

Subsequent implementation measures issued by financial authorities also emphasized that “banking
financial institutions should increase their awareness of the steel and coal industries’ pillar role in the
people’s economy,” directing them to “continue providing lending support without recalling, withholding,
or cutting off loans” to debt-laden firms deemed to have longer-term competitive potential. For these
firms, financial institutions were directed to actively support mergers and acquisitions and to support debt
restructuring through interest rate reductions, maturity extensions, and debt-to-equity swaps, including by
forming and directing “creditor committees” to collectively establish restructuring terms.® Responsibility
for distinguishing “zombie” firms from those with competitive prospects was largely given to sub-central
authorities that often have misaligned incentives in favor of sustaining growth and employment over
industrial downsizing. The result of this policy combination has too often been to transform a stated
pursuit of market-oriented consolidation into a scheme of “bailout by acquisition” for steel enterprises that
should have been forced to exit the market through bankruptcy and liquidation.

TPCO Group Bailout & Acquisition by CITIC Special Steel

The recently completed acquisition of seamless steel pipe producer Tianjin Steel Pipe Group Co., Ltd.
(“TPCO Group”) by centrally owned steel conglomerate CITIC Special Steel illustrates this dynamic.
Between 2016 and 2023, TPCO Group underwent a government-led restructuring and acquisition
process that involved significant debt relief in the form of both revised loan terms and debt-to-equity

1 See, e.g., Debts Rise at China’s Big Steel Mills, Consumption Falls, Reuters (Mar. 2, 2016); Joong Shik Kang and
Wojciech S. Maliszewski, China Must Quickly Tackle Its Corporate Debt Problems, IMF Blog (Dec. 16, 2016).

2 Opinion of the State Council Regarding Resolving Excess Capacity in the Steel Industry and Achieving Development
Through Difficulty, State Council (Feb. 1, 2016).

3 Several Opinions of Three Ministries Regarding Financial Creditor and Debtor Issues Related to Resolving Excess
Capacity in the Steel and Coal Industries, China Banking Regulatory Commission (Dec. 1, 2016).
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swaps. To effectuate the transaction, authorities called upon a confusing cast of characters including not
only CITIC Special Steel, but also state-owned commercial banks (“SOCB”), a web of holding companies
under the Stated-Owned Assets Supervision and Administration Commission (“SASAC”) of Tianjin
municipality, and an electricity generation and equipment manufacturer owned by Shanghai SASAC —
Shanghai Electric Group — that had no apparent prior interest in TPCO Group, or the steel industry more
broadly.

With no nominally private participation, these government entities played financial hot potato over the
course of approximately eight years, ending with TPCO Group’s primary pipe-producing subsidiaries
under 51% controlling ownership of a CITIC Special Steel subsidiary, Jiangyin Xingcheng Special Steel
Co., Ltd. A limited partnership created and controlled by Tianjin SASAC for the purpose of holding and
disposing of the TPCO Group’s non-performing liabilities retained a 49% ownership share in the post-
acquisition entity. The transaction resulted in continuation of 3.5 million tons of seamless steel pipe
capacity and increased CITIC Special Steel’s total seamless steel pipe production capacity to 5 million
tons, making it one of the world’s largest seamless pipe producers and one of China’s seamless steel
pipe “navigator enterprises.”

The following description is based on a detailed review and analysis of public media reports and the
publicly available financial information of TPCO Group, CITIC Special Steel, and the Tianjin SASAC
entities involved in the restructuring process. While critical details regarding the terms of the initial debt
restructuring are not available in the public domain, the information that is available suggests that
Chinese authorities provided as much as RMB 30.3 billion in direct equity infusions, debt-to-equity
swaps, loans, and loan guarantees to support TPCO Manufacturing over the course of the restructuring
and acquisition. This does not account for the value of any revisions to TPCO Group’s pre-existing loans
(interest rate reductions, maturity extensions, etc.), the terms of which do not appear to be publicly
available.

Box 2: Oops, | Did It Again...

This report focuses on the 2016-2023 bailout and acquisition of TPCO Group, but this has happened before. When
the TPCO Group’s 2016 restructuring process began, China’s original four asset management companies (AMCs)
— China Cinda, China Orient, China Huarong, and China Great Wall — held residual ownership of 6.108%, 3.027%,
0.432%, and 0.433%, respectively, of the company’s shares. These four AMCs were established in 1999 to buy
and dispose of the non-performing loans of China’s four major SOCBs — Bank of China, Agricultural Bank of China,
China Construction Bank, and Industrial and Commercial Bank of China. The four AMCs’ 10% stake in TPCO
Group was the legacy of a prior TPCO debt-to-equity restructuring that took place in 2001.

4 CITIC Special Steel 2023 Annual Report at 13.
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While it is unclear how the AMCs acquired TPCO Group debt, it was presumably by way of acquiring the non-
performing loans of the company’s SOCB creditors. During the 2001 debt-to-equity swap, the four AMCs
temporarily became TPCO Group ’s 100% owners after converting approximately RMB 4.6 billion in debt to equity.
In 2004, Controlling ownership was transferred to Tianjin SASAC by way of holding companies Tianjin Taida
Investment Co., Ltd. and Tianjin Steel Pipe Investment Holding Co., Ltd. TPCO Group was wholly owned by state
investors thereafter and apparently has never had any private investors.

Source: TPCO Group 2015 No. 2 Short-Term Notes Prospectus (Oct. 2015) at 22-24.

As discussed in Box 2, the CITIC Special Steel acquisition was the latest episode in a longer history of
financial boondoggle involving TPCO Group. The CITIC Special Steel acquisition itself arose from the
failure of a state-directed financial-crisis-era merger of several local Tianjin SOE steel firms into Bohai
Steel Group. In 2009, China’s State Council issued the Steel Industry Adjustment and Revitalization
Plan, which emphasized increasing industry consolidation through mergers and acquisitions among steel
enterprises.® It set a target of creating five large steel groups controlling 45% or more of total national
production capacity, with at least 40% of production capacity concentrated along rivers and in coastal
regions like Tianjin. The plan specifically directed several mergers among SOE steel companies,
including “the intra-regional merger of Tianjin Steel Pipe with Tianjin Tiantie Metallurgy Group, Tianjin
Steel Group, and Tianjin Metallurgy Group,” all local SOEs.® In July 2010, Tianjin authorities completed
the merger of these four companies into Bohai Steel Group, which was wholly owned by Tianjin SASAC.”

TPCO Group Ownership Prior to Restructuring
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5 Steel Industry Adjustment and Revitalization Plan, State Council (Mar. 20, 2009) at Para. 3(3).
6 Id. See also, Notice Regarding Work Related to Thorough Implementation of the State Council Guiding Opinion

Regarding Further Expanding Energy Conservation and Emissions Reduction to Hasten Structural Adjustment of the Steel
Industry, Ministry of Industry and Information Technology (Aug. 9, 2010) at § 1.

7 Bohai Steel to Separate: Four Enterprises to Be Administered by SASAC and Perhaps Delisted in the Future, Sina
Finance (Apr. 22, 2016).
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By 2016, Bohai Steel Group was insolvent and was unable to repay approximately RMB 192 billion in
liabilities.®. TPCO Group was a significant contributor to these financial difficulties. Between 2012 and
2016, the last year for which TPCO Group’s complete financial information is available, the company’
total liabilities increased from approximately RMB 38 billion to nearly RMB 50 billion, while its net income
fell from approximately RMB 182 million to RMB -1.8 billion.® Notably, TPCO Group’s debts were
concentrated overwhelmingly and increasingly in current liabilities, suggesting that the company was
struggling to obtain additional long-term financing, notwithstanding its close connections to the local
government. It was thus forced to continue raising new short-term debt to repay its existing liabilities,
which substantially outstripped the value of its liquid assets throughout the 2012-2016 period.

TPCO Group Debts-to-Assets 2012-2016
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TPCO Group emphasized the precarity of its financial situation in a 2015 short-term notes prospectus,
the company’s final commercial debt offering before entering the restructuring in 2016. The risk factors
highlighted the company’s high and increasing debt-to-assets ratio, its overwhelming reliance on short-
term debt, and its need to borrow additional money to enable repayment.’’ Of the RMB 500 million in
additional short-term debt that TPCO Group sought to raise, RMB 400 million would go toward repaying
existing bank loans, while RMB 100 million would be used to purchase raw materials for its pipe mills.*!

8 Bohai Steel Hollowed Out: Yan Zesheng Under Inspection for Sudden Appearance of RMB 200 Billion in Debt, Suspicions
Likely Surround State Assets, Sina Finance (May 30, 2019).

° TPCO Group 2012-2016 Annual Reports.

10 TPCO Group 2015 No. 2 Short-Term Notes Prospectus at 7-9.

1 Id. at 19.
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In other words, TPCO Group was unable to cover either its short-term debt obligations or its basic
operating expenses with its own revenues as of late 2015.

In April 2016, the Tianjin government unwound the 2010 merger that created Bohai Steel Group and
placed its four subsidiary enterprises under the administration of state-owned asset management
companies controlled by Tianjin SASAC.'2 For TPCO Group, this meant transferring Bohai Steel
Group’s stake to a new Tianjin SASAC entity, Tianjin Bohai State-Owned Assets Operating and
Management Co., Ltd. (“Tianjin Bohai Asset Management”), an indirect subsidiary of Tianjin Taida
Holdings and thus Tianjin SASAC.*® As a result, Tianjin SASAC indirectly owned 84.27% of TPCO
Group through multiple holding companies after the April 2016 share transfer.

In February 2017, Tianjin Bohai Asset Management injected RMB 720 million of additional capital into
TPCO Holdings in what appears to have been the first government equity infusion into of the
restructuring process.'* TPCO Group’s ownership structure appears to have remained unchanged until
2019, when Tianjin Taida Holdings transferred its direct 57% direct stake in TPCO Group to Tianjin Bohai
State-Owned Capital Investment Co., Ltd., another holding company wholly owned and operated by
Tianjin SASAC and established in March 2016 for the sole purpose of restructuring Bohai Steel and its
four subsidiary companies.*®

When in Need, Call ... Shanghai?

Apparently tired of passing questionable TPCO Group equity assets around the circle of Tianjin SASAC
holding companies, authorities sought external reinforcements. For reasons unknown, reinforcements
came from nearly 700 miles south, from the state-owned electricity generation sector in Shanghai.

There are limited publicly available details regarding this step in the restructuring process, but it appears
to be where the majority of the debt relief occurred in relation to the assets ultimately acquired by CITIC
Special Steel. It appears that TPCO Group’s two primary steel pipe manufacturing subsidiaries — TPCO
Pipe Manufacturing Co. and Jiangsu Tianhuai Steel Pipe Co., Ltd. (hereafter collectively “TPCO
Manufacturing”) — were spun off with at least a portion of TPCO Group’s total debt. This debt was then
converted to equity by a special-purpose holding company in which former creditors of TPCO Group
were given ownership interests along with Tianjin SASAC.

According to available contemporaneous reporting, in 2018 the Tianjin municipal government decided to
address the TPCO Group’s debt crisis by forming a “Creditors Committee for the Stable Development of
TPCO Group.” The committee was led by TPCO Group’s largest creditor, the Tianjin Branch of Bank of
China (“BOC Tianjin”) and was to operate under the principal of “no calling in loans, no withholding
funds, and reducing existing interest rates.” While a number of creditors were apparently unwilling to

12 Bohai Steel to Separate, supra n. 7; The Sorrow that Only Tianjiners Understand: The Life and Death of “Big Seamless”,
Xinhua (Apr. 25, 2016).

3 Tianjin Boihai Asset Management 2023 No. 4 Super Short-Term Notes Prospectus at 38.

14 Id. at 36-37.

15 Tianjin Taida Holdings 2020 Commercial Paper Prospectus at 56; About Tianjin Bohai State-Owned Capital Investment,

Tianjin Bohai State-Owned Capital Investment Website (accessed Mar. 12, 2024).
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participate in the restructuring process, BOC Tianjin pressured them into doing so. At the beginning of
the process, BOC Tianjin injected RMB 600 million into TPCO Group to support the company’s
immediate interest payments and cover operating expenses. In April 2019, the Creditors Committee
issued a “Plan for the Reform and Development of TPCO Group” that set forth the details of its
restructuring agreement with TPCO Group. The restructuring plan itself does not appear to be available
in the public domain, but it appears to have included (i) the spin-off and debt restructuring of TPCO
Manufacturing, and (ii) sale of a 51% stake in TPCO Manufacturing to a “strategic investor,” Shanghai
Electric Group.®

Some details regarding this stage of the debt restructuring are available in the context of subsequent
asset transfer announcements on behalf of former creditors. According to one asset transfer
announcement, the Creditors Committee’s debt relief plan left a portion of debts in effect, presumably
with revised maturities and/or interest rates, while converting the remainder to equity through two
tranches of convertible bonds (Tranche A and Tranche B).’

It appears that creditors agreed to form a special purpose limited partnership to manage their post-
conversion shares in TPCO Manufacturing. This entity, Tianjin Youtai Enterprise Management
Partnership (“Tianjin Youtai”) is 98% owned by Tianjin Youxuan Equity Investment Fund Management
Co., Ltd. (“Tianjin Youxuan”) and ultimately controlled by Tianjin SASAC.*® The remaining 2% of Tianjin
Youtai is owned by Bank of China Asset Fund Management Co., Ltd., a wholly-owned Bank of China
subsidiary established in 2017 “as one of the first group of trial debt-to-equity swap implementation
organizations approved by the China Insurance Regulatory Commission.”®

Concurrently with the debt-to-equity swap and any revision of loan terms, the Creditors Committee drew
in Shanghai Electric Group, which established a holding company, Shanghai Electric Group Pipe
Company (“Shanghai Electric Pipe”) specifically for the purpose of acquiring a majority (51%) stake in
TPCO Manufacturing in November 2019, with Tianjin Youtai retaining 49%.2°

The actual values of the Creditor Committee debt-to-equity swaps and the Shanghai Electric investment
do not appear to be available in the public domain. As noted above, however, asset transfer
announcements related to shares held by Tianjiin Youtai provide clues regarding the values of the
Tranche A and Tranche B debt-to-equity swaps noted above. One announcement relates to the transfer

16 City Explores Marketized Agreement to Restructure and Resolve Financial Risk and Assist SOE Reform, Financial
Innovation “Combo Punch” Opens a Path to TPCO'’s Rebirth, Tianjin Evening News (Feb. 26, 2021).

w Announcement on the Solicitation of Intentions for the Transfer of Convertible Bonds of the Debt-Foreclosed Asset
“Tianjin Steel Pipe Group,” Yintong Qianhai Financial Asset Exchange (Apr. 28, 2023).

18 Planned Transfer of Tianjin Bohai Steel No. 13 Enterprise Management Partnership Equity, Tianjin Youtai Enterprise
Management Partnership Equity, and Tianjin Gangxin Asset Management Co., Ltd. Class B Convertible Debt, Disi Chanquan (Mar.
17, 2023). Based on company website information, Tianjin Youxuan’s sole investor is Tianjin Jinrong Asset Management Co.,
Ltd., a subsidiary of Tianjin Jinrong Investment Services Group Co., Ltd., which is 65.7% owned by Tianjin SASAC and 34.3%
owned by Tianjin Taida International Holdings Group, a majority-owned subsidiary of Tianjin Taida, which is owned by Tianjin
SASAC and was TPCO Group’s former majority shareholder.

19 Planned Transfer of Tianjin Bohai Steel, supra n. 20; Bank of China Financial Asset Investment Col, Ltd. 2020 Recruiting
Announcement, Bank of China Website (Mar. 9, 2020).
20 CITIC Special Steel Shenzhen Stock Exchange (SZSE) Announcement 2021-001 (Jan. 5, 2021) at 7.
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of 125,444,683.58 Tranche A shares and states that this is 1.28% of TPCO Manufacturing’s total
shares.?® Another announcement relates to the transfer of 147,752,022.71 Tranche A shares and states
that this is 1.51% of TPCO Manufacturing’s total shares.?? Based on this, and assuming a 1:1 debt-to-
equity swap ratio, Tianjin Youtai swapped approximately RMB 4.8 billion in TPCO Manufacturing’s debts
for equity, while Shanghai Electric injected approximately RMB 5 billion through its “strategic investment,”
for a total equity infusion of approximately RMB 9.8 billion.?® With respect to Tranche B, asset transfer
announcements suggest that an additional RMB 5 billion in debt was converted into interests in future
revenue related to land-use rights.?*

TPCO Manufacturing Ownership Structure Following Shanghai Electric Acquisition

Tianjin SASAC
c os
Shanghai SASAC 65.7%
Tianjin Jinrong Asset
100% Management Co.
Shanghai Electric Group ‘ 100%
Corp.
o Tianjin Youxuan
100%
| 98%
Shanghai Electric Pipe Tianjin Youtai
|
51% 499
TPCO Manufacturing

And Then Shanghai Will Call Beijing ...

Between 2021 and 2023, CITIC Special Steel, which is ultimately controlled by CITIC Group and thus the
Chinese Ministry of Finance, acquired 100% ownership of Shanghai Electric Pipe, or 51% of TPCO
Manufacturing, through two separate equity investments. Based on available financial information for
Shanghai Electric Pipe, disclosed via CITIC Special Steel’'s Shenzhen Stock Exchange announcements,
TPCO Manufacturing’s financial performance did not meaningfully improve after its acquisition by

21 Announcement on the Solicitation of Intentions, supra n. 19.

22 Planned Transfer of Tianjin Bohai Steel, supra n. 20.

23 Both asset transfer announcements suggest that the transaction created approximately 9.8 billion shares in the

restructured entity (125,444,683.58/0.0128 = 9,800,365,905; 147,752,022.71/0.0151 = 9,784,902,166.23), 51% of which is
approximately RMB 5 billion and 49% of which is approximately RMB 4.8 billion. See also TPCO Manufacturing Co., Ltd Open
Information Material (2021 edition), Shanghai Electric Group Website (accessed Feb. 29, 2024).

24 Planned Transfer of Tianjin Bohai Steel, supra n. 20.
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Shanghai Electric. As a result, both Shanghai Electric and CITIC Special Steel were required to provide
ongoing debt and equity financing to keep the company in operation during the course of the acquisition.

Shanghai Electric Pipe Financial Performance
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The acquisition process involved the following steps:

e February 8, 2021: CITIC Special Steel injected RMB 400 million to acquire 40% of Shanghai
Electric Pipe’s shares. Concurrently, Shanghai Electric Group provided a RMB 4 billion
shareholders loan, which was guaranteed by CITIC Special Steel and Shanghai Electric
Group in proportion to their shareholdings.?®

¢ November 30, 2021: CITIC Special Steel and Shanghai Electric Group provided guarantees
for a loan of RMB 1.33 billion to Shanghai Electric Pipe from CITIC Bank (a state-owned
CITIC Special Steel affiliate) in proportion to their shareholdings.?®

e October 1, 2022: CITIC Special Steel and Shanghai Electric Group provided guarantees for a
loan of RMB 2.5 billion to Shanghai Electric Pipe, again from CITIC Bank, in proportion to
their shareholdings.?’

25 CITIC Special Steel SZSE Announcement 2021-001; CITIC Special Steel SZSE Announcement 2021-002 (Jan. 5, 2021);

CITIC Special Steel SZSE Announcement 2021-010 (Jan. 20, 2021).
26 CITIC Special Steel SZSE Announcement 2021-053 (Nov. 30, 2021).
27 CITIC Special Steel SZSE Announcement 2022-056 (Oct. 1, 2022).
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e November 5, 2022: CITIC Special Steel and Shanghai Electric Group injected RMB 4 billion
in equity capital into Shanghai Electric Pipe in proportion to their shareholdings.?

e February 22, 2023: CITIC Special Steel injected RMB 1.9 billion to acquire the remaining
60% of Shanghai Electric Pipe’s shares and assumed responsibility for RMB 3.5 billion in
guarantees previously provided by Shanghai Electric Group.?°

After this series of transactions, TPCO Manufacturing is buried among dozens of consolidated subsidiary
companies of CITIC Special Steel, itself subsumed within CITIC Group, one of China’s largest centrally
owned conglomerates and a major player in China’s financial sector. TPCO Manufacturing is 51%
owned by Shanghai Zhongte Taifu Steel Pipe Co., Ltd. (the former Shanghai Electric Pipe), which is
100% owned by Jiangyin Xingcheng Special Steel Co., Ltd., which is in turn a wholly owned direct
subsidiary of CITIC Special Steel. Tianjin Youtai, the Tianjin SASAC limited partnership that acquired
TPCO Manufacturing’s debt-to-equity swap shares, continues to hold a substantial minority stake. Along
with Jiangsu Xingcheng Special Steel, Hubei Daye Special Steel, Shandong Qingdao Special Steel, and
Jiangsu Jingjiang Special Steel, TPCO Manufacturing is now one of CITIC Special Steel’s “five
specialized, high-quality special steel materials production bases,” which have a collective 20 million tons
per year of production capacity.*

Despite TPCO Group’s long history of financial failures, CITIC Special Steel’s acquisition leaves it in the
bosom of the state and effectively immune from future financial pressure. It will enjoy freedom from
individual public financial disclosure and essentially unlimited financial support from CITIC Group or other
state banks. This is only one of many examples of such transactions across the Chinese steel industry.
CITIC Special Steel itself appears to be a creation of the “industry consolidation” process, with no fewer
than 42 of its subsidiary enterprises acquired through mergers and acquisitions.3!

The effects of market-distorting, state-directed transactions like this ripple throughout critical and
strategic global markets and make it difficult if not impossible for market-based producers to compete.
CITIC Special Steel's operations focus on high-end markets like the automotive, energy, machinery and
equipment, and bearings sectors.®? It is also increasingly targeting export markets. In 2023, the
company exported nearly 2.4 million tons of steel products to global markets, a 50.1% increase over
2022.%% Far from consolidating and shifting the industry onto more market-based footing, China’s
industry consolidation efforts perpetuate overcapacity and unfair international competition at the expense
of producers elsewhere.

28 CITIC Special Steel SZSE Announcement 022-065 (Nov. 5, 2022).

29 CITIC Special Steel SZSE Announcement 2022-075 (Dec. 7, 2022); CITIC Special Steel SZSE Announcement 2022-076
(Dec. 7, 2022); CITIC Special Steel SZSE Announcement 2023-011 (Feb. 22, 2023).

30 CITIC Special Steel 2023 Annual Report at 11.

st Id. at 216-218.

82 Id. at 12.

33 Id. at 11-12.
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TPCO Restructuring & Acquisition Timeline

» Merger of TPCO Group and three other local SOEs into Bohai Steel Group

July 2010
* Bohai Steel Group unwound
April 2016 » TPCO Group ownership transferred to Tianjin SASAC holding company Tianjin Bohai Asset Management
« Tianjin Bohai Asset Management injects RMB 720 million into TPCO Holdings
February 2017

« Creditors Committee for the Stable Development of TPCO Group established
« Bank of China Tianjin Brang injects RMB 600 million into TPCO Group

(il « Tianjin Youtai Enterprise Management Partnership established

November 2018

* Plan for Reform and Development of TPCO Group issued, calling for sale of 51% stake in TPCO manufacturing to “strategic

investor” Shanghai Electric
April 2019

« Tianjin Youtai swaps approx. RMB 4.8 hillion in TPCO Group debt for equity; approx. RMB 5 hillion converted to future land
use interests
May‘?&"gmbef « Shanghai Electric Pipe established, acquires of 51% of TPCO Manufacturing with approx. RMB 5 billion investment

* CITIC Special Steel acquires 40% of Shanghai Electric Pipe with RMB 400 million investment
February 2021

« CITIC Special Steel, CITIC Bank, and Shanghai Electric Group provide additional loans, guarantees, and equity injections to

November support TPCO Manufacturing
2021-November
2022

« CITIC Special Steel acquires remaining 60% of Shanghai Electric Pipe with RMB 1.9 billion investment
February 2023

ll. Nurturing Complementary SMEs
Even as it attempts to build giant steel conglomerates to dominate global markets, the Chinese
government is directing significant financial support to smaller, more focused, and typically nominally
private steel firms, purportedly to fill gaps in supply chains for low-volume, highly specialized products.
One of the key means of doing so has been to create a parallel set of subsidized financing tools that do
not appear on balance sheets as traditional bank lending, which the state-directed financial sector has
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traditionally skewed toward larger enterprises, and primarily SOEs. Government support for SMEs has
been articulated in industrial policies applicable both to the steel industry and to SMEs across sectors.

Box 3: Central SME Promotion Policies

14th Five-Year Plan for Development of Raw Materials Industries, MIIT, MOST, MNR (2021): “Increase the
innovative capabilities and level of specialization of SMEs in the raw materials industries. Encourage leading
enterprises to incorporate complementary SMEs into common industrial chain management, quality management,
standards management, cooperative research and development management, etc., to construct stable
relationships of coordination and complementarity of supply, production, sales, etc., and realize assimilated
development of large, medium, and small enterprises. Nurture a group of specialized ‘little giant’ enterprises and
single-item manufacturing champion enterprises with primary emphasis on aspects of raw material industrial chaing
like advanced foundational processes and core foundational components.”

Work Plan for Stable Growth in the Steel Industry, MIIT, NDRC, MOF, MNR, MOEE, MOC, GAC (2023): “Draft
an action plan for nurturing high-quality steel enterprises and vigorously nurture innovative SMEs, specialized
SMEs, specialized ‘little giant’ enterprises, and single-item manufacturing champion enterprises.”

Guiding Opinion Regarding Promoting Healthy Development of SMEs, CCP Central Committee and State
Council (2019): “SMEs are a new force in the people’s economy. They are an important driver for expanding
employment, improving the people’s livelihood, and furthering innovation. They play an important role in growth
stabilization, reform promotion, structural adjustment, quality of life improvement, and risk reduction. The Party
Central Committee and the State Council place great emphasis on SME development and are issuing a series of
measures with active results in the areas like budget and finance, the business environment, and public services.”

14th Five-Year Plan for Promoting SME Development, MIIT et al. (2021): “Support SMEs in becoming an
important source of innovation. Further strengthen SMEs’ comprehensive influence and core competitiveness to
advance improvements toward the high end of the industrial base and in industrial chain modernization and provide|
potent support for hastening development of a modern industrial system, consolidating and expanding the
foundations of the real economy, and constructing a new development pattern.”

As the policy measures highlighted in Box 3 illustrate, the goal of supporting SMEs is not simply to
encourage independently competitive firms that pursue their own commercial interests and objectives.
Rather, it is to integrate them into supply chains to play supporting roles for the larger conglomerates
whose focus on global market share may be less conducive to producing niche, high-value products with
costly development cycles. Rather than promoting organic, market-based competition, these measures
are an exertion of state control over SME development, with extensive financial support directed to the
firms chosen by the government for strategic reasons.

With this support from the state, these SMEs become government-supported global competitors in their
own right, rather than simply niche domestic supply chain props for their national champion counterparts.
According to one recent analysis of China’s SME support program, import substitution is one of the
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primary objectives, with recipients “explicitly intended to progressively replace foreign companies in
China, and then challenge them in markets abroad.”*

The Chinese government’s policy of aggressive support for selected SMEs, however, has overlapped
with efforts to reduce national debt burdens built up after the financial crisis. In this context, authorities
have recognized the challenges related to channeling financial support to a newly identified crop of
strategic SMEs using traditional lending tools, even as it continues to support SOEs and national
champions like TPCO Group and CITIC Special Steel. As a result, one of the problems that SME
support policies have sought to address is that of SME financing being costly and difficult to obtain (Fh%s
MEF DT 7). As a workaround, policy measures have articulated new types of financing support that have
similar uses and effects as traditional lending, but that do not appear on balance sheets in the same way
as typical debt obligations like loans and bonds.

In 2017, China amended the Law of the People’s Republic of China on the Promotion of SMESs to include
a separate chapter on expanding SME financing, which “encouraged all types of financial institutions to
develop and provide financial products and services suitable to the special characteristics of SMEs.”* It
provided for greater use of direct financing assistance, guarantees, broader collateral acceptance,
receivables financing, leasing, and other tools. The Guiding Opinion Regarding Promoting Healthy
Development of SMEs likewise called for “actively expanding financing channels” through a similar
variety of tools, including “exploring promotion of SME financing based on receivables, supply chain
finance, concessionary operating rights, etc.”*®* Among other financing tools, the 14th Five-Year Plan for
Promoting SME Development includes provisions to “support financial institutions in using financial
technology to innovate financial products and services and promote normalization and integration of
supply chain financing to strengthen support for innovative SMEs.”*’

The Chinese steel industry has been a significant recipient of support pursuant to these policies. This
section examines one example of these “innovative financial products and services” in the form of supply
chain financing. These tools play prominently on the balance sheets of steel pipe producer Jiangsu
Changbao Steel Pipe Co., Ltd. (“Jiangsu Changbao”), which has ascended through the government SME
selection process and made significant facility investments despite the company’s relatively low levels of
traditional debit.

34 Alexander Brown et al., Accelerator State: How China Fosters “Little Giant” Companies, MERICS (Aug. 3, 2023) at 6.

35 Law of the People’s Republic of China on the Promotion of SMEs, Nat'| People’s Congress (amended Sept. 1, 2017) at
Art. 16.

36 Guiding Opinion Regarding Promoting Healthy Development of SMEs, CCP Central Committee and State Council (2019)
at Para. 3(2).

37 14th Five-Year Plan for Promoting SME Development, MIIT et al. (2021) at Para. 3(5).
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Innovative, Specialized, Little Giant, and Manufacturing Champion SMEs

As noted above, China’s promotion of SMEs relies on a government selection process that effectively
places the state in the position of private equity investor.3® References in the policy measures to
“innovative SMEs” (8 Hh/Nlk), “specialized SMEs” (4 F545:# /M ik), “specialized little giant
SMEs” (#5438 /N B A F/~ilk), and “single-item manufacturing champion enterprises” (537 7. 72)
reflect the government’s selection tiers in order from lowest to highest. A recent MERICS study
describes the process as follows:

The fourth and lowest-ranked league of the tiered system is composed of manufacturing-focused
“Innovative SMEs” identified at the provincial level. Provincial governments can draw on this pool
of innovative SMEs to select more advanced “Specialized SMEs”, which can tap into a wide array
of support mechanisms. The cream of the crop is then promoted to national “Little Giant” status,
and after reaching a certain size, can be recognized as industry leaders in specific subsectors
hereon referred to as “Manufacturing Champions.” Little Giants and Manufacturing Champions
are model firms in China’s pursuit of innovation-driven development.®®

The program has a distinct high-tech focus, with an emphasis “on pushing forward innovation in core
technologies and products in the ten strategic manufacturing sectors outlined in the {Made in China
2025} strategy.”® For traditional manufacturing industries like steel, this manifests in support for both
developing advanced downstream materials and, perhaps more importantly, facility upgrades that
integrate advanced production technology and processes like automation, artificial intelligence, and the
Internet of Things.

Ascendence through the selection process acts as a government stamp of approval that facilitates
“significant support through access to finance, direct subsidies, research funding, collaboration with state
entities and so on. . . . Most notably, policymakers are guiding the financial system to provide additional
capital to innovative SMEs . . . mark{ing} a notable shift in direction for financial institutions in China.”*

While designations like “little giant” and “single-item manufacturing champions” are approved at the
central level, lists appear to be released to local authorities, which then publish the names of recipients
located within their own jurisdictions, making nationwide tallies difficult. Based on a high-level review of
the first four batches of national-level “little giant” SMEs, however, it appears that no fewer than 56
recipients were steel or steel products producers. This includes a number of subsidiaries of China’s
largest steel conglomerates, suggesting that large firms can game the system and collect subsidies at
both ends of the spectrum — as large SOE conglomerates and through SME support policies — simply by
incorporating subsidiaries that technically qualify as SMEs.*?

38 The following discussion of SME promotion mechanics relies on Alexander Brown et al., Accelerator State, supra n. 35.
39 Id. at 6.

40 Id. at 4.

4 Id. at4, 9.

42 Id. at 8 (observing that “[p]aren’t companies piggyback on subsidiaries”).
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The following discussion of Jiangsu Changbao’s experience is thus a snapshot of what it is likely
occurring throughout the industry, as the Chinese government finds new means and justifications for
dramatically reducing steel industry capital costs for producers large and small alike.

Payables as Innovative Financing Support

Authorities in Jiangsu province, where Jiangsu Changbao is located, have followed central government
directives with respect to SME promotion. In 2021, Jiangsu province revised the Jiangsu Province
Regulations for the Promotion of SMESs, including by adding a chapter related to promoting SME
financing. The Regulations directed authorities at the county level and above to use various tools to
“guide financial institutions and local financial organizations to expand credit support for SMEs, innovate
and develop financial products and services tailored to the unigue characteristics of SMEs, increase the
level of convenience for SMEs to obtain credit, and create a financing environment that is favorable to
the development of SMEs.”® A new article was added to “encourage development of supply chain
finance, support financial institutions and local financial organizations to support the creditworthiness and
transactional details of supply chain core enterprises, and provide purchase order financing and
receivables financing to SMEs without collateral guarantee requirements.”#

Echoing Made in China 2025 objectives, a subsequent Jiangsu Province Three-Year Action Plan for
Nurturing Specialized Enterprises (2023-2025) emphasized creating and supporting “specialized ‘little
giant’ enterprises,” including through the creation of “smart workshops” and “smart manufacturing
demonstration factories.”® Support included “fully realizing the role of provincial comprehensive financial
service platforms to promote the creation of bespoke financial service plans by bank financial institutions
for specialized enterprises,” including “guiding banking organizations to adopt more flexible interest rate
pricing and interest payment methods.”#®

To implement the Action Plan, provincial financial authorities issued a Guiding Opinion Regarding the
Banking and Insurance Industries Deepening Financial Services for Specialized Enterprises. It directed
“all banking and insurance organizations to fully recognize the important significance of encouraging
high-quality development of specialized enterprises” and to “promote greater concentration of financial
resources in specialized enterprises . . . .”’ Among other financing channels, the Guiding Opinion
highlighted the importance of “supply chain financing,” providing that “banking and insurance
organizations should focus on shoring up weak points and solidifying strong points of key segments and
core enterprises in the supply and industrial chains of the ‘six foundational’ sectors, innovate

43 Jiangsu Province Regulations on the Promotion of SMEs, Jiangsu People’s Congress (amended Sept. 29, 2021) at Art.
15.

44 Id. at Art. 20.

45 Notice of the General Office of the Provincial Government Regarding Promulgation of the Jiangsu Province Three-Year

Action Plan for Nurturing Specialized Enterprises, General Office of the Government of Jiangsu Province (Jan. 20, 2023) at Paras.
2(1), 2(6).

46 Id. at Para. 2(7).

47 Guiding Opinion Regarding the Banking and Insurance Industries Deepening Financial Services for Specialized
Enterprises, Jiangsu Province Financial Oversight Department and Jiangsu Province Office of Industry and Information
Technology (May 18, 2023) at Para. 1.
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combinations of financial technology and supply chain financing scenarios, reinforce the applicability of
information like contract performance and logistics transactions in credit reviews, and explore
comprehensive supply chain financing service solutions.”®

Between 2019 and 2023, Jiangsu Changbao received numerous recognitions and associated direct
financial grants from provincial authorities in areas related to development of specialized SMEs. These
include recognitions for industrial upgrading, identification as a “smart manufacturing demonstration
workshop,” research and development operations, and multiple grants pursuant to a provincial “Trinity
Special Fund” implemented to promote Made in China 2025 objectives. Jiangsu Changbao subsidiary
Changbao Precision Pipe and Tube was selected as a provincial “Specialized Little Giant Enterprise” in
2019 and ultimately as a national level “Specialized Little Giant Enterprise” in 2023.4°

The direct grants that Jiangsu Changbao received as a result of these and other various recognitions are
in and of themselves significant, amounting to nearly RMB 220 million between 2019 and 2023.5° As
noted above, however, these grants are also important because they serve as an official tag of
government endorsement and thus as “a golden ticket to special treatment from public authorities,” with
values far greater than that of the grants themselves.*!

While the MERICS study noted above focuses primarily on bank lending, government guidance fund
investment, and support for direct equity financing, none of these tools appears to play a notable role in
Jiangsu Changbao’s development. The company listed on the Shenzhen Stock Exchange in 2010
(before promulgation of the SME support plans discussed above), there is no evidence of government
guidance funds among its disclosed shareholders, it had no liabilities related to outstanding bonds during
the period examined, and neither short-term nor long-term bank borrowings were significant as a share
of the company’s total liabilities. But that does not mean that the company has slipped through the
cracks of the state-directed financial system’s SME support program.

Rather, the company’s liabilities are concentrated overwhelmingly in its accounts payable, mainly by way
of an instrument called “bankers acceptance notes,” or “bankers’ acceptance drafts,” the value of which
increased dramatically as government authorities opened the spigots in support of SME development.

48 Id. at Para. 3(8). The “six foundational sectors” refer to core foundational components, core foundational parts, key
software, advanced foundational industrial processes, key foundational materials (which includes steel), and foundational
industrial technology.

49 Jiangsu Changbao 2019 Annual Report at 12; Jiangsu Changbao 2023 Annual Report at 13.
50 Totaled from authors’ analysis of Jiangsu Changbao’s 2019-2023 annual reports.
51 Accelerator State, supra n. 35 at 9.
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Jiangsu Changbao Liabilities
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Source: Jiangsu Changbao Annual Reports, 2015-2023

Bankers’ acceptance drafts rose to prominence as a shadow banking tool and are effectively short-term
loans that one firm uses to acquire goods from another firm.>? In a bankers’ acceptance draft
transaction,

[tlhe buyer asks a bank to issue a [bankers’ acceptance draft], which the buyer then uses to pay
the seller in lieu of cash. The [bankers’ acceptance draft] is a promise by the bank that it will pay
the seller in cash at a predetermined point in the future. In effect, the seller is now being paid by
the bank and is no longer exposed to the risk of the buyer not paying. The bank shoulders the
responsibility for collecting payment from the buyer, and with it the risk that the buyer will not be
able to pay. [Bankers’ acceptance drafts] shift the credit risk from the buyer to the bank, which,
as far as the seller is concerned, is a far safer proposition.*

Bankers’ acceptance drafts are typically short-term instruments with maturities between six months and
one year.>* While firms are typically required to provide partial guarantees in the form of deposits with
the issuing bank, the instruments do not require interest payments like traditional bank loans.

52 The U.S. Commerce Department has described them as “in effect an off-balance sheet loan from the bank to the bank
client typically backed by the client’s deposits with the bank.” Memorandum re: Review of China’s Financial System for
Countervailing Duty (CVD) Benchmarking Purposes (July 21, 2017) at 18. See also, Douglas J. Elliott and Yu Qiao, Reforming
Shadow Banking in China, Brookings Institution (May 2015) at 3.

53 Dinny McMahon, When Good Cash Goes “BADs”: The Role of Bankers’ Acceptance Drafts as a Cash Substitute in
China’s Economy, American Behavioral Scientist Vol. 66(2) (2022) at 182, 188-89. In contrast to bankers’ acceptance drafts, a
similar instrument called commercial acceptance drafts excludes the bank as intermediary and instead acts as a direct “|OU”
between buyer and seller.

54 Id. at 186.
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Previous research has focused on the potential of bankers’ acceptance drafts and their counterpart
commercial acceptance drafts, which do not involve a bank as intermediary, to disproportionately favor
large firms that can force their suppliers to accept either delayed payment or payment of a lesser amount
by “discounting” trade receivables before the instruments reach maturity.>® Historically, large firms,
especially SOEs, were able to use their “domestic market and political power . . . to delay payments to
private suppliers [by] maintain[ing] large net payables balances, which their private counterparties must
offset with net receivables balances.”® The result of such transactions is “an implicit zero-interest loan
from private firms to the SOEs, the cost of which is borne by the private firms.”®’

Jiangsu Changbao’s experience suggests that it is no longer just large SOEs that benefit from this type
of support. To the contrary, the Chinese government has called upon the financial sector to give it to
certain SMEs that authorities have designated as strategically important by way of the tiered selection
process discussed above. As these policies have been implemented, Jiangsu Changbao’s outstanding
bankers’ acceptance drafts grew rapidly, to well over RMB 1 billion in essentially interest free short-term
liabilities, even as the company maintained relatively low levels of traditional debt.

Assuming that Jiangsu Changbao’s experience is emblematic of the many other steel companies that
have been identified as “innovative,” “specialized,” “little giant,” or “single-item manufacturing champion”
SMEs, any appearance of industry-wide deleveraging is little more than a financial sleight of hand.

55 Id. at 193 (“[W]hile [bankers’ acceptance drafts] help keep SMEs afloat, they are also a burden. While [they] have served
a variety of different purposes in the past, it's fair to say that in recent times, the main beneficiaries of increased [bankers’
acceptance draft] and [commercial acceptance draft] issuances are large firms that can use them to push their own financial
difficulties onto their supply chains.”).

56 Gerard DiPippo et al., Red Ink: Estimating Chinese Industrial Policy Spending in Comparative Perspective, Center for
Strategic and International Studies (May 2022) at 19.
57 Id.
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lll. Moving the Pieces Around the Board
The Chinese government’s industry consolidation efforts have focused not only on reducing the total
number of steel enterprises, but also their geographic dispersion, in an attempt to address the “scattered”
aspect of the industry’s “small, scattered, and disorderly” composition. Like it has moved to concentrate
capacity within large, dominant, enterprise conglomerates, it has also sought to concentrate capacity into
industry “clusters” or “production bases,” with stated objectives of reducing both overcapacity and
environmental burdens. But just as enterprises selected for consolidation within national champion
conglomerates are eligible for “capacity replacement policy support,” those selected for relocation are
given significant financial support for facility upgrades and expansions as a part of the relocation
process.

Box 4: Central Government Industry Relocation Policy

Steel Industry Adjustment and Upgrading Plan (2016-2020), MIIT (2016): “In full consideration of supporting
conditions related to market demand, logistics interconnection, environmental constraints, and energy and
resources, combine resolving overcapacity with deepening adjustments for reducing regional dispersion. Coastal
regions must transform their thinking from blindly transferring interior steel mills to new coastal construction, cease
development of hew coastal production bases, and implement collective development of existing coastal production|
bases to increase quality and efficiency. . . . On the basis of existing assets along rivers and the coast [in the
Beijing-Tianjin-Hebei and Yangzi River Delta regions], rely on superior enterprises to focus on reducing regional
environmental burdens and significantly reducing steel overcapacity by using superior enterprises to optimize and
adjust interior enterprises through capacity-reducing reorganizations. Steel-intensive regions in interior Hebei
province’s capital city economic belt should realize regional capacity reduction development by exploring
comprehensive relocation of urban steel mills based on existing coastal steel production bases.”

14th Five-Year Plan for Development of Raw Materials Industries, MIIT, MOST, MNR (2021): “Implement major|
national regional strategies, coordinated regional development strategies, and primary regional capability
strategies. Promote adjustment and improvement to the geographic layout of raw materials industries in
accordance with the national land space plan. . . . Encourage steel smelting projects to develop in clusters based
on qualified existing smelting production regions. . . . Realize the guiding role of industrial chain leading enterprises
to promote factor concentration and increased value added, strengthen capabilities for specialized coordination and
complementarity, and create a group of industrial clusters in the petrochemical, steel, non-ferrous metals, rare
earths, green construction materials, and new materials industries.”

Both the provincial level measures implementing these objectives and actual firm experience confirm that
producers selected for relocation receive direct “compensation” far in excess of their actual relocation
costs, in addition to significant financing support for expansions and upgrades to relocated facilities
pursuant to parallel industrial policy priorities. One such firm is Dalipal Holdings, Ltd., a scrap-based,
vertically integrated Hebei Province electric arc furnace (EAF) producer of steel billet and seamless oil
country tubular goods (OCTG). In September 2017, provincial authorities identified Dalipal facilities in
the Gaoxin and Xinhua districts of Cangzhou City, Hebei province for relocation to the coastal
Gangcheng Industrial Park in the nearby Bohai New District. In the process of “relocating,” Dalipal is
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nearly tripling its OCTG production capacity and doubling its steel billet production capacity, while
implementing significant technological upgrades related to facility automation and emissions reduction.

In its IPO prospectus, Dalipal explained:

Pursuant to the plans of the local government of Cangzhou City of the PRC to implement
measures in relocating manufacturing enterprises from the urban area for environmental
protection purpose, we were informed by the local government [in September 2017] that Dalipal
Pipe has been included in the list of manufacturing enterprises to which such relocation plans
apply. We expect to surrender the lands and buildings on which our production and warehouse
facilities are situated in accordance with such relocation plans. As such, we have closed down
our Xinhua District Factory after the completion of the relocation of our existing OCTG production
line and the commencement of commercial production of our new OCTG production line at our
Bohai New District Factory, and we will close down our Gaoxin District Factory after the
commencement of commercial production of the other oil pipes production facilities at Phase Two
Expansion.®®

While the Cangzhou City order to which Dalipal’s prospectus refers does not appear to be available in
the public domain, provincial policy measures detail both state objectives and the types of financial
support available for relocation projects.

The Hebei Province Special Implementation Plan for Relocation Out of Urban Areas and Upgrading of
Urban Industrial Enterprises, covering the period 2017-2020, targeted Cangzhou City for prioritizing
development of high-end steel products, heavy equipment, marine engineering equipment, and
petrochemicals, among other industries, with the Bohai New District specifically identified as one of two
areas to receive enterprise relocation and upgrading projects.>® Authorities were directed to “prioritize
resolution of funding, employment, debt resolution, and other problems on a firm-by-firm basis to hasten
promotion” of relocation projects.®® Relocation projects were to simultaneously achieve “equipment
upgrades, product enhancements, and improvements to energy efficiency and environmental protection”
along with relocation to industrial zones in coastal or harbor areas.®* Similar objectives, including
promotion of the Bohai New District as one of four “major coastal steel production bases,” were
incorporated into the Hebei Province Work Plan for Eliminating Overcapacity in the Steel Industry and
the Hebei Province Three Year Action Plan for Clustered Development of the Steel Industrial Chain.®?

58 Dalipal Holdings Limited IPO Prospectus (Oct. 28, 2019) at 200.

59 Hebei Province Special Implementation Plan for Relocation Out of Urban Areas and Upgrading of Urban Industrial
Enterprises, republished by Sohu (July 17, 2017) at Para. 1(2).

60 Id. at Para. 4.

61 Id. at Para. 3.

62 Hebei Province Work Plan for Eliminating Overcapacity in the Steel Industry (2018-2020), People’s Gov't of Hebei

Province (July 5, 2018) at Para. 4(4); Notice of the Hebei Province Development and Reform Commission Regarding Promulgation
of the Hebei Province Three Year Action Plan for Clustered Development of the Steel Industrial Chain, Hebei Province
Development and Reform Commission (July 13, 2020) at Para. 3(8).
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Snowballing Subsidies

Over the course of the relocation process, Dalipal has received both direct government compensation far
in excess of its actual relocation costs, and government financial support related to the facility upgrades
that it has undertaken in the process. As a result, a policy that, on its face, appears related to increasing
firms’ burdens of environmental compliance becomes a financial windfall allowing them to expand and
enhance facilities with the government bearing much of the cost of doing so.

According to Dalipal’s IPO prospectus,

we expect to receive payments from local government authorities covering (i) land and building
resumption compensation in respect of the lands and buildings so resumed; (i) relocation
allowance; (iii) compensation for suspension of operation; and (iv) relocation incentive for
completing the relocation within the prescribed timeframe. In addition, our Group may also be
entitled to special incentive subsidies in respect of our establishment of new production facilities
after relocation. Following discussion with local government authority, it is expected that the land
resumption will take place progressively. In particular, we have entered into a formal land
resumption compensation agreement for the first parcel of land with total site area of
approximately 66,700 sq.m. at which our Xinhua District Factory was situated (“Xinhua Land”)
with the relevant government authority in September 2019. Pursuant to such agreement we will
receive land resumption compensation and the related payments as mentioned above in the
amount of approximately RMB205.6 million.®®

In its 2019 annual report, Dalipal explained that,

At 31 December 2019, the Group has substantially completed the relocation and the related
property, plant and equipment with carrying amounts of RMB23,426,000 were disposed of.
Compensations of RMB150,046,000 have been received by the Group at 31 December 2019,
and after deducting other relocation expenses, a net gain of RMB125,501,000 on the relocation
has been recognised in other income in 2019.%

In addition to RMB 125.5 million in gains on “compensation” from local authorities, Dalipal reported
deferred income of nearly RMB 19 million related to “government grants received to compensate the
Group’s cost of construction of property, plant and equipment.”®®

Dalipal’s explanation that it disposed of property, plant, and equipment at its old facilities is significant.
As noted above, industrial policy measures have called for enterprises involved in relocation projects to
simultaneously undertake facility upgrades and improvements, especially related to automation, big data,
artificial intelligence, 10T, and emissions reduction technologies.®® In Dalipal’s case, in other words,

63 Dalipal IPO Prospectus at 200.

64 Dalipal 2019 Annual Report at 92 (emphasis added).

65 Id. at 108.

66 Hebei Province Work Plan for Eliminating Overcapacity in the Steel Industry, supra n. 61 at Para. 4(5).
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“relocation” appears to have meant state-funded reconstruction of entirely new, state-of-the-art
production facilities in the new location.

Dalipal has echoed the government’s industrial policy priorities in explaining its operations, especially in
the context of its facility relocation and expansion project, which has proceeded in two phases. For
example, in its IPO prospectus, Dalipal explained that “under the guidance of ‘Made in China 2025’
strategy to promote industrial restructuring through enhancing intelligent and green manufacturing, the
production facilities under our Phase One Expansion are equipped with smart technology and equipment
issued for identification, inspection, control, transmission and warehousing . . . thereby building several
smart production lines.”®” With respect to the Phase Two expansion, Dalipal explained that it “plan{s} to
construct a big data centre . . . to share and control our products and logistics information with our
customers and/or suppliers.”® Dalipal’s 2021 annual report highlighted plans to (i) “facilitate various
projects around the operational strategic positioning of ‘specialized, refinement, differential, innovation,’
endeavouring the expansion of new products and markets while focusing on OCTG?; (ii) “{rely} on
digitized technology to build effective and {intelligent} manufacturing plants”; and (iii) “{build} low-carbon
and environmental-friendly ‘Green Factories’ . . . ."%°

The relocation project, in other words, resulted in significant gains on government compensation, which
supported construction of essentially brand new, state-of-the-art facilities that have in turn qualified
Dalipal for additional government subsidies under parallel industrial policy measures. For example,
Dalipal’s Bohai New District relocation and expansion project has been included as a provincial level
“priority industrial and technological upgrading investment project” and identified as a national-level
“green factory.”’® Following the relocation project, Dalipal was also identified as a provincial level
“innovation-type SME,” the first step in the SME nurturing process discussed in Section II.7

While these recognitions are likely associated with direct financial awards in the form of grants, Dalipal’s
financial disclosures on the Hong Kong Stock Exchange do not include grant reporting at the same level
of detail as those of companies listed on mainland Chinese exchanges. Dalipal’s financial information
during the period following the relocation project does, however, reveal a significant expansion of
financial support in the form of bank borrowings.

67 Dalipal IPO Prospectus at 139.
68 Id. at 143.
69 Dalipal 2021 Annual Report at 17. The term “specialized, refinement, differential, innovation” is a different translation of

the same Chinese term translated as “Specialized SMEs” (£ #&4%#1) in Section |l of this report.

70 Notice Regarding Promulgation of the 2022 Hebei Province Plan to Reach 1,000 Priority Industrial and Technological
Upgrading Investment Projects (First Set), Office of the Hebei Province Strong Manufacturing Province Leading Small Group (Mar.
21, 2022); 619 Projects in Cangzhou Selected as Technological Upgrading Projects, Sohu (Mar. 31, 2022); Release of the 2022
Green Manufacturing Name List, Ministry of Industry and Information Technology (Feb 9, 2023).

1 Gangcheng Industrial Zone: Three Companies Newly Added as Innovation-Type SMEs, Huanghua News (Mar. 25, 2024).
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From 2016-2018, leading up to the company’s IPO, bank borrowings increased from RMB 808.8 million
to RMB 1.7 billion.”? Borrowings continued to increase after the IPO, reaching a peak of nearly RMB 2.5
billion in 2021.

Dalipal Borrowings (RMB 1,000)
3,000,000

2,500,000

2,000,000

1,500,000
1,000,000
500,000 I

2016 2017 2018 2019 2020 2021 2022

@ Short-Term Borrowings ~ ELong-Term Borrowings

Source: Dalipal IPO Prospectus and 2019-2022 Annual Reports

While we are unable to document the sources of Dalipal’s loans, it is likely that a significant share of this
increase is related to government policy lending at subsidized interest rates to support Dalipal’s
relocation and expansion project in the Gangcheng Industrial Park. Local authorities in Hebei province,
including in Cangzhou city, have established specialized financing platforms specifically to reduce
financing costs for enterprises like Dalipal. The Cangzhou City SME Intelligent Financial Services
Platform, for example, was established under the auspices of Cangzhou City Financial Holdings
Company, a local financial SOE, to “support financial institutions in expanding credit” to SMEs.” The
platform specifically guides financial support through “specialized industrial lending” to projects in
coastal-region industrial zones. Projects in the Bohai New District have been a particular point of
emphasis, receiving more than RMB 11.4 billion in loans through the platform.’

72 Dalipal IPO Prospectus at 283.
& Company Introduction, Cangzhou City SME Intelligent Financial Services Platform Website (accessed Apr. 25, 2024).
I Special Industrial Chains, Cangzhou City SME Intelligent Financial Services Platform Website (accessed Apr. 25, 2024).
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Box 5: The National Industry-Finance Cooperation Platform

The Cangzhou City financial services platform is one local-government example of a national phenomenon, as
Chinese authorities have taken an even more active role in ensuring that the country’s financial sector “services the
real economy.” The national industry-finance cooperation platform ([EZ 7 fl-&1FF &), for example, was
established in 2021 by central authorities including the Ministry of Industry and Information Technology, Ministry of
Finance, and China Banking and Insurance Regulatory Commission with the goal of directing financial support to
priority industries and enterprises. According to recent reports, the platform has directed more than RMB 830
billion in financial support through Chinese financial institutions as of May 2024.

Source: National Industry-Finance Cooperation Platform Enterprise Support Financing Breaks RMB 830 Billion,
CCTV (May 15, 2024).

Scrap Support

Dalipal has also benefited from its status as a scrap-based EAF producer. As part of its efforts to reduce
steel industry CO, emissions intensity, the Chinese government has called for supporting scrap
collection, processing, and supply, in addition to the expansion of scrap-based EAF steel producers like
Dalipal. The 14th Five-Year Plan for Development of Raw Materials Industries called for “developing
‘urban mining’ resources and supporting superior enterprises in constructing large-scale steel scrap [and
other scrap metal] recycling bases and industrial clustering zones to promote integrated development of
recycled metal collection, separation, processing, classification, and delivery.””® The 14th Five-Year Plan
for Development of the Circular Economy articulated similar goals and called in particular for creation of
resource recycling bases in the Beijing-Tianjin-Hebei region.”® The Guiding Opinion Regarding
Promoting High-Quality Development in the Steel Industry put EAF-based steel projects within the scope
of “differentiated capacity replacement and environmental protection policies,” meaning that EAF
producers have been permitted to expand capacity despite otherwise applicable capacity replacement
policies.””

As a result, the government not only supported upgrades to Dalipal’s relocated facility, it also permitted
significant expansion of the facility despite the capacity reduction objectives articulated alongside
industry relocation policies. Phase One of the relocation was completed in September 2019 and added
100,000 tons per year of finished OCTG capacity and 300,000 tons per year of “other oil pipes” (primarily
unfinished OCTG) capacity.”® Phase Two of the relocation, which is expected to be in operation in the
first half of 2025, will add another 100,000 tons per year of finished OCTG capacity, 250,000 tons per
year of “other oil pipes” capacity, and 400,000 tons per year of EAF pipe billet capacity.”® As a result,

I 14th Five-Year Plan for Development of Raw Materials Industries, MIIT et al. (Dec. 21, 2021) at Para. 7(1).
76 14th Five-Year Plan for Development of the Circular Economy, NDRC (July 1, 2021) at Para. 4(1).

m Guiding Opinion Regarding Promoting High-Quality Development in the Steel Industry, MIIT et al. (Jan. 20,
2022) at Para. 2(8).

8 Dalipal IPO Prospectus at 157-158.

9 Id.
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Dalipal’s “relocation” will ultimately result in the company nearly tripling its total OCTG (finished and
unfinished) production capacity and approximately doubling its EAF billet production capacity.®°

Help From Its Friends

Dalipal’s newly relocated operations will also benefit from both upstream and downstream supply chain
assistance. With respect to upstream raw material supply, the city of Tangshan, located just to the north
of the Bohai New District, recently issued plans to establish one of the largest steel scrap recycling bases
in the country to service the Beijing-Tianjin-Hebei region and substantially increase scrap supply and
utilization in the region’s steel industry.8! In addition to direct policy support for increasing domestic
supply and utilization, the Chinese government imposes a 40% export duty on steel scrap that creates a
domestic price advantage and increases domestic supply beyond otherwise market-determined
volumes.®? In combination, these policies will likely drive down steel scrap costs for EAF producers like
Dalipal.

In downstream markets, Dalipal’s primary domestic customers are large, central SOE energy companies
and equipment manufacturers. The company’s IPO prospectus explained that sales to one of the “big
three” national oil companies accounted for more than 80% of its OCTG sales annually between 2016
and the first half of 2019.8 In its 2021 annual report, Dalipal reported that it “received purchase orders
with total purchase quantity of approximately 310,000 tonnes and total purchase amount of
approximately RMB 2,100 million from its participation in the annual {China National Petroleum
Corporation (CNPC)} Centralized Procurement Bidding Project, and the Group has also been awarded
the bid for the Sinopec’s Centralized Procurement Bidding Project.”® No volumes or values were
disclosed for the Sinopec procurement, but the CNPC procurement alone accounted for approximately
55% of Dalipal’s total 2021 sales revenue.®®

Industrial policy measures have called for using preferential government procurement policies to support
certain types of SMEs that would include Dalipal based on the company’s placement in the “step-by-step
nurturing” process for Specialized SME’s.?® The 14th Five Year Plan for Promoting SME Development,
for example, directs authorities to “strengthen government procurement support policy mechanisms for

80 Id. at 157-158; Dalipal Holdings (1921.HK): High-End Energy Equipment Manufacturing Enterprise, Sina Finance (Dec.
15, 2023).
81 Notice of the Tangshan City People’s Government Regarding Promulgation of the Implementation Plan for Construction

of the Tangshan City Waste Materials Recycling and Utilization System (2022-2025), Tangshan City People’s Government (Nov.
22,2022).

82 Scrap: China Maintains 40% Export Tariffs in 2024, Steel News (Dec. 22, 2023).

83 Dalipal IPO Prospectus at 2.

84 Dalipal 2021 AR at 17.

85 See id. at 89.

86 As noted in the previous section, Dalipal Pipe was identified as a provincial “innovation-type SME,” the first step on the

ladder to becoming a “specialized, precise, unique, and novel little giant” SME.
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SMEs by implementing measures like reserved SME procurement shares and preferential price
appraisals to increase the SME share of government procurement.”®’

Dalipal’s IPO prospectus suggests that it benefits from this type of downstream procurement support
from its large, SOE customers:

[tihe PRC Big-3 [national oil companies] will ensure their upstream suppliers can maintain a

reasonable margin. They will review their suppliers’ raw material cost periodically and adjust their

purchasing price of oilfield services and equipment when necessary. Therefore, if there are any
material fluctuations or prolonged increase or decrease in the raw material cost, the PRC Big-3
[national oil companies] will negotiate with [their] suppliers a revised price list in response to the
change in market condition. In the past where there have been material fluctuations in the raw
material cost, the PRC Big-3 [national oil companies have] adjusted the prices of our OCTG and
other oil pipe by revising the price list with us.88

In other words, central SOEs ensure that their suppliers are profitable based on upstream costs instead
of making purchases based on the market value of the downstream product, effectively insulating
suppliers like Dalipal from the effects of raw material cost fluctuations on the value of a significant share
of their domestic sales.

87 14th Five Year Plan for Promotion of SME Development, supra n. 38 at Para. 3(2). See also, Guiding Opinion Regarding

Promoting Healthy Development of SMEs, supra n. 38 at Para. 4(3).
88 Dalipal IPO Prospectus at 17.
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IV. Conclusion
As the experiences of TPCO Group, Jiangsu Changbao, and Dalipal show, the Chinese government
continues to intervene in the steel industry in ways that drive excess capacity and bestow unfair
competitive advantages vis-a-vis foreign competitors in global markets. These three companies each
exemplify in their own ways some of the major distortions that follow from the Chinese government’s
recent industrial policy initiatives. TPCO Group’s debt restructuring and acquisition by CITIC Special
Steel reveals the ongoing imperative to sustain loss-making state-owned firms and belies any suggestion
that industry “consolidation” might lead to rational reductions of chronic overcapacity. Jiangsu Changbao
and Dalipal illustrate the ways in which government intervention has been extended into the nominally
private portions of the market that some may have seen as potential drivers of market-based competition
and efficiency. All three companies are emblematic of the ongoing challenges that China’s state-backed
steel industry poses to overseas competitors seeking to shore up critical supply chains and invest in a
more sustainable future.
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