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1.Taking another road (20 4+)
LESS than a month after losing its first legal dispute with the World Trade

Organization (WTO), China has introduced a new tax that will achieve much of what
it originally wanted, only by another route. Moreover, it is a “green” tax. Who could

object to that?

For the past few years China has imposed a special 25% tariff on imported car parts,
rather than the usual 10%, if the parts made up more than half of the value of a
vehicle. This was to encourage foreign carmakers.to use more local suppliers and
reduce imports. But America, the European Union and Canada argued that the tariff
was against WTO rules. In July the WTO, based in Geneva, agreed.

China may yvet appeal. In the meantime, the government has found another way to
raduce the flow of expensive automotive imports. On August 13th the government
announced a new “green” tax that will come into affect on September 1st. The new
tax is meant to reduce fuel consumption and fight pollution. Rather than further
raising the tax on fuel, which increased by almost 20% in June, the government is
taxing gas-guzzling cars. By an amazing coincidence, most such cars are
fore_ign—h'lade, |

Cars with engine capacities larger than 4.1 litres will now incur a 40% sales
tax—twice the previous level. Cars with engines between 3 and 4.1 litres will be
taxed at 25%, up from 15%. The tax on the smallest cars, with engines smaller than
1 litre, will fall from 3% to.1%. The 8% and 10% taxes on other cars will not change.

‘The government says the new tax will encourage a shift to more fuel-efficient cars.
It will also help Chinese carmakers, as they tend to make cars with engines smaller
than 2.5 litres. Foreign carmakers, which make most of the cars with Ia rger engines,
will suffer.

China’s new tax is canny. It cuts fuel use, reduces imports, benefits local carmakers
and may help to improve air quality. It also prevents any more pesky calls from
Geneva.

2.Credit derivatives (20 4)

Until last year credit-default swaps (CDSs) were hailed as a wonder of modern
finance. These derivatives allow sellers to take on new credit exposure and buyers
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to insure against companies or governments failing to honour their debts. The

notional value of outstanding CDSs exploded from almost nil a decade ago to $62
) trillion at the end of 2007. Traded privately, or “over the counter”, by banks, they

seemed to prove that large, newfangled markets could function perfectly well with

minimal regulation.

That view now looks quaint. Since September a wave of large defaults and
near-misses, involving tottering banks, brokers, insurers and America’s giant
mortgage agencies, Fannie Mae and Freddie Mac, has sent the CDS market reeling.
Concern that CDSs are partly to blame for wild swings in financial shares has frayed

nerves further.

The failure in mid-September of Lehman Brothers showed that the main systemic
risk posed by CDSs came not from widespread losses on underlying debts but from
the demise of a big dealer. The aftershock spread well beyond derivatives. Almost
as traumatic was the rescue of American International Group (AIG), a huge insurer
that had sold credit protection on some $440 billion of elaborate structures packed

with mortgages and corporate debt, known as collateralised—debt'ob\igationis |
(CDOs). Had AIG been allowed to go bust, the swaps market might well have

unravelled.

Foul-ups with derivatives are hardly uncommon, but CDSs have been causing
particular consternation. One reason is the broad threat of "counterparty risk”—the
possibility that a seller or buyer cannot meet its obligations. Another is the rickety
state of back-office plumbing, which was neglected as the market boomed. A third
is that:swaps can be used to hide credit risk from markets, since positions do not
have to be accounted for on balance-sheets. They make it heguilingly easy to
concentrate risk. R

Originally conceived as a means for banks to reduce their credit exposure to large
corporate clients, CDSs quickly became instruments of speculation for pension
funds, insurers, companies and (especially) hedge funds. And with no fixed supply
of raw material, unlike stocks or bonds, bets coul!d be almost limitless.

The root cause of the crisis, some expert argues, is bad mortgage lending, not
l:ierivative_s: swaps on subprime mortgai_:;es grew unstable because the loans
themselves were dodgy. Last month one of the CDS market’s founder urged
regulators to distinguish between tools and their users: "Tools that transfer risk can
also increase systemic risk if major counterparties fail to manage their exposures

properly.”

3.Export and import prohibitions (10 4
[f the embargo prohibits the export or import of goods except under license, one of
the parties may thereby be placed under an implied duty to use reasonable
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endeavours to obtain a license. Failure to rulfill that duty will preclude the party in
default from relying on frustration as a ground of discharge, unless he proves that
any steps he could have taken to obtain a license would have been useless. A similar,
but distinct, problem arises where legislation in force at the time the contract is
made imposes a similar prohibition. If one party expressly or impliedly undertaken
to use reasonable endeavours to obtain a license, but with due diligence has been
unable to do so, he will normally be released from liability. There is some doubt,
however, whether siuch inability to obtain a license under an existing licensing
system is properly to be regarded as frustration.



