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The American Chamber of Commerce in the People's Republic of China, the
American Chamber of Commerce in Shanghai and the American Chamber of
Commerce in South China are committed to working with the Chinese and U.S.
government authorities to help foster vibrant and constructive commercial
relations between our two countries. To that end, our three chambers, collectively
referred to in this paper as "AmCham," have compiled the observations, concerns
and recommendations of our collective membership of more than 7,000
companies into this tenth White Paper.

We hope this report will serve as a platform for continued dialogue and
cooperation between U.S. businesses and both Chinese and U.S. government
authorities, and as a useful resource for anyone interested in better understanding
China's business environment.
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2008 White Paper

American Business in China

Chairmen’s Message

American Chamber of Commerce in Shanghai and the American Chamber of

Commerce in South China are pleased to present the 2008 White Paper on
American Business in China. This year’s edition—AmCham’s tenth—continues our
annual tradition of presenting the views and insights of our collective membership on
trade and commercial issues affecting the U.S. business community in China, as well
as our views on the PRC’s overall business environment and recommendations for
enhancements.

The American Chamber of Commerce in the People’s Republic of China, the

This 2008 White Paper reflects the broadest-ever collaborative effort of our members,
thanks to the cooperative efforts of our three organizations. Synthesizing a diverse
range of industries and issues, this publication offers a cohesive and unified snapshot
of the state of the American business community in China. Our goal is to promote
cooperation and offer constructive solutions to the problems that remain in the overall
excellent U.S.-China economic relationship.

This year also marks the 30th anniversary of China’s Third Plenary Session of the 11th
CPC Central Committee, which launched the start of a new era of reform, opening
and unprecedented economic development. Of course, 2008 also brings the Summer
Olympic Games to Beijing. China is home to many of our members and we warmly
welcome athletes from around the globe who will arrive in the country to participate
in this year’s Games. For these reasons, this year’'s White Paper holds particular
significance.

We at AmCham are pleased to offer this opportunity to address the important issues
that are central to our economic relationship with China. Trade between the U.S. and
China is growing in importance and complexity. AmCham recognizes that disputes will
arise from time to time and encourages both governments to take all possible steps to
resolve bilateral issues amicably. We note that instances of cooperation between China
and the U.S. far exceed instances of dispute. Defending and preserving the openness of
the trade relationship should remain a core commitment of both the U.S. and Chinese
governments.

In this year’s White Paper, there are three broad issues that we have made a
particular effort to highlight. They reflect the current mood of the U.S. business
community in China as the country moves past its WTO-entry phase and toward
a new and exciting period of continued global economic integration. These issues
include (1) the importance of continuing to open markets to trade and truly fair
competition for foreign investment; (2) the significance of the rule of law and
transparency in regulations and standards; and (3) specific trends we see taking
shape here that may hamper China’s potential as an affluent and far-reaching
market economy. In the spirit of cooperation, this document outlines a number of
recommendations about how to address these issues.
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2008 White Paper

American Business in China

What we urge is not only consistent with China’s development plans and aspirations,
but also vital for China’s long-term success as a competitive, innovative economy.
Protectionist tendencies must be resisted and openness reinforced.

AmCham'’s emphasis on open markets applies not only to China. With slowing growth
in the U.S., the focus needs to be on enhancing America’s overall competitiveness,
rather than seeking defensive protectionist solutions. The future of the U.S. economy
is linked to the competitiveness of American companies globally. The U.S. Executive
Branch and Congress should ensure that American companies of all sizes have the
support and resources necessary to compete effectively in China.

In short, we are very pleased to be both participants in and witnesses to the evolution
of China’s economic and legal systems. We are honored that over the years the
leadership of both the Chinese and U.S. governments have been receptive to the
messages and analyses offered through our many interactions, and particularly to
our annual White Papers. On behalf of our more than 7,000 cumulative members in
China, we are confident that the 2008 White Paper will be an important policy tool for
U.S.-China trade and commercial relations, as past editions have been.

We thank our many members as well as their companies and organizations who
contributed their resources, time and insights to the development and authorship of
the 2008 White Paper. The publication of the 2008 White Paper, in itself, is a defining
effort, and represents the spirit of cooperation and values of AmCham.

James M. Zimmerman J. Norwell Coquillard

Chairman Chairman

American Chamber of Commerce American Chamber of Commerce
People’s Republic of China Shanghai

Harley Seyedin

Chairman

American Chamber of Commerce
South China

8 2008 WHITE PAPER  AmCham-China « AmCham Shanghai « AmCham South China



2008 {8
LE b ETE

HER S RIA TSI, AR e E, BT RELY KE%, EE
AT R E R SIS D, AR FREIEER S S £ R, REL
DRI AR 55 2 [ d Ml A2 2 BR A 38 4 ) S AHIDE o 3 I BORFAE] 2 B Y i R BT
A K 2 RIEBRESRATFE ST I A 28055 4 Pl U T SR RN B

RIS Z, WAHEF A E LMk Ak R B Rh, BAIBERY
2 5%, MOERMIIIEE . 2480k, A ERISEE BRI ST R SRS
TEMIZRIIZEN, FeWT il = 1 HATEEE A RSV ICRIEIL, BT A
BE+oodE. 1EAT,000%2 A5 BRI, AT, 20084 19 S45K
SBRULHT—HE, BORHESN P 25 R E HBOR T A,

AT AR 2 Y25 51 T L 2 W FOALAL , 114 200842 1 B AS Y 2 =5 Tk 1
. IR WL . 200848 19 B A5 H AR AS B s e — > e hF 1 R, BR
x TP ER S A TERFIOT EL.

James M. Zimmerman J. Norwell Coquillard
Fw T
HESEE RS LR S

Harley Seyedin
T
TErEER =

2008 HEH HEXERS - LEXERR - CREXEHS

9



Part One

Firms in China

4
c
S
D)
3
T %
S H
o 3
5
E @
S
.
£
z
oM

The



Business Climate
The U.S.-China Commercial Relationship

12

The U.S.-China Commercial Relationship

The State of Play in 2008...

arking the 30th anniversary of normalized
IVI U.S.-China trading relations, 2008 is

a milestone year for the two countries’
strong and growing commercial relationship.
The relationship stands on solid footing, with
trade growing steadily to an all-time high of
more than US$350 billion and an unprecedented
level of dialogue between the U.S. and Chinese
governments. Yet a number of issues threaten to
hamper the relationship. In the U.S., the persistent,
large and growing bilateral trade deficit is fanning
protectionism against the backdrop of an economic
slowdown and a presidential election. In China, the
urgent need to improve sustainability and economic
efficiency, the view that too much was conceded to
foreign interests in WTO accession negotiations and
an uncomfortably high inflation rate are leading to
similar policy strains. The U.S.-China commercial
relationship now requires a post-WTO roadmap to
navigate emerging aspects of long-standing issues, as
well as to address new challenges.

In this year’'s White Paper, AmCham argues the
case for greater market access, transparency and
national treatment; the need for better intellectual
property rights (IPR) protection and consistency and
predictability of the legal framework to maintain the
positive business climate; and the need to complete
China’s transition to a market economy. If China
is to reach these goals, its government will have to
deepen its commitments to WTO principles and
to further market opening and integration into the
global economy.

For the U.S., AmCham seeks forward-looking and
active support from the U.S. executive and legislative
branches in developing new policy foundations that
address emerging needs of the trade relationship.
With slowing growth in the U.S., the focus needs to
be on enhancing America’s overall competitiveness
rather than seeking defensive protectionist solutions.
The U.S. Government’s priorities for China should
include more resources supporting U.S. company
efforts to capture Chinese market opportunities;
more resources to meet the projected increase in
Chinese demand for business and tourist visas; and
the ongoing review of export controls and license
requirements to ensure they reflect market realities
and facilitate commercial trade.

AmCham’s view is that defending and preserving
the openness of the trade relationship should be
a core commitment of both the U.S. and Chinese
governments. To advance this goal, AmCham believes
that policymakers should strive to strike the right
balance between addressing the very real short-term
concerns of the growing bilateral trade relationship,
while at the same time recognizing that the long-term
economic fate of both countries is inextricably linked
through the global economy.

U.S. Company Experience in China

For American businesses in China, 2007 was another
good year. The “2008 Business Climate Survey”
revealed that U.S. companies continue to be bullish
on China as an investment destination, with many
planning to expand throughout the country. But
despite the positive business outlook and improved
operating margins, competitive forces and rising
costs are increasingly affecting U.S. companies. While
China’s continued growth is playing an important role
in investment decisions and expansion throughout
the country, the rapid expansion of the domestic
economy has also created a fiercely competitive
business environment that is driving significant cost
increases.

The vast majority of American firms are very
optimistic about their business performance in
China, with 89 percent (Figure 1) expressing their
five-year outlook as “optimistic” or “cautiously
optimistic.” Accessing the China market continues to
be the primary goal and strategy for U.S. companies
operating in China (Figure 2, page 14). With most
companies citing increased business activities, many
U.S. companies are aggressively pioneering new areas
of China and expanding capacity. More than half of
respondents have already established a presence in a
second- or third-tier city, primarily to increase market
reach and establish manufacturing in lower-cost
locations (Figures 3, 4, page 14 ). This phenomenon
is likely to grow in the near future as competition and
cost pressures along China'’s coastal regions drive
companies inland and away from established centers.

Although AmCham’s survey shows continuing
optimism, the outlook of U.S. business in China
is tempered by operating challenges, especially
shortages of qualified staff and continuing regulatory
challenges, such as difficulty achieving consistency
of administration and enforcement. In 2007,

2008 WHITE PAPER  AmCham-China « AmCham Shanghai « AmCham South China
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respondents ranked the top five business challenges
as: human resources constraints, inconsistent
regulatory interpretation, unclear regulations, lack
of transparency and bureaucracy (Figures 5,6). It
is noteworthy that the major perennial operational
challenges have scarcely changed in the last three
years. Indeed, they are persistent business challenges
dating back to the 1999 AmCham business survey.

Member companies have reported that human
resource challenges continue to worsen as companies
expand and the need for management talent and
professional skills grows. In parallel to China’s
impressive economic development and increasing
foreign investment, the demand for Chinese
managers of international caliber has also increased
significantly. In 2007, difficulty attracting, developing
and retaining managers and technical staff, along
with increasing salary and wage expenses, remained
top operating challenges for U.S. companies (Figure
7, page 16). Demand for skilled, qualified staff
still outstrips supply and this leading operational
constraint shows no sign of easing in the near term.

While companies continue to see China as a
strategically important manufacturing base due
to its domestic market potential, more than two-
thirds of companies agreed that China was losing
some of its competitive advantage in global markets
due to rising costs (Figure 8, page 17). In 2007, the
factors with the biggest financial impact were: price
pressures from competition and major customers;
salaries and wages; changes in commodity and raw
material prices; distribution costs; tax expenses;
and real estate cost inflation (Figure 9, page 17). For
manufacturers, the seemingly endless supply of low-
cost unskilled labor may be approaching its limits.
The competitive labor market poses difficulties for
export-oriented manufacturers, especially in low-
margin sectors such as toys, garments and shoes.

Although companies are profiting from China’s
market growth and improved business environment,
China’s regulatory regime continues to pose
challenges. Lack of consistent implementation and
inconsistent enforcement of policy remain major
constraints on China’s economic and regulatory
development. This year’s survey found that full
transparency in the development, enactment and
implementation of rules, standards and regulations
remains a key concern. For companies in China less
than two years, the issues most closely associated
with the initial learning curve, such as unclear
regulations, obtaining licenses and bureaucracy, rank
as the highest challenges.

For business law, 2007 was an important year.

#1 Goal / Strategy in China
W EESRBE
Percent, 100% = 716 Companies

H4t 1009%6= 716 R/AF)
Other Hfth

Import into China
P %

HOZRE
Produce or
source goods or
Produce or source services in
goods or services gﬂma for tlr<1e
in China for other ina market
(non-U.S./non- Ei%%g #
China) markets
EPEES, By
BREE. FENS
il
Produce or source goods
or services in China for the
U.S. market
EREES, HEXETS
Source: 2008 AmCham Business Climate Survey 2
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2-5 4
Less than 2 years
< F
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Political reasons [JJij 7%
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Gain access to raw materials - 6%
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Developments included the promulgation of the
Antimonopoly Law, the Labor Contract Law, the
Enterprise Income Tax Law, the Revised Catalogue
Guiding Foreign Investment in Industry and the new
Property Law. These carried significant implications
for a number of sectors. AmCham commends the
Chinese Government for its initiative in building
increased transparency into the development of a
number of laws. Even though AmCham’s views may
not have been fully reflected in the final laws, we
have seen positive results and value the opportunity
to offer opinions during the drafting process. In
particular, AmCham applauds the Labor Contract
Law’s public drafting process and the opportunity
given to AmCham and the general public to
participate in the discussion by commenting on two
consecutive drafts.

IPR continues to be a top concern among members
and remains a long-term challenge across many
industries (Figure 10). Respondents noted that
IPR is a major factor in determining the type of
business activity companies will undertake in China,
particularly affecting decisions concerning R&D
activity and IP transfers (Figures 11, 12, page 17,
19). AmCham members feel that little progress has
been made in reducing counterfeits from China, with
the majority of respondents saying they thought
the volume had not changed (Figure 13, page 19).
On a positive note, slightly more than half of the
respondents believed China’s enforcement of IPR
protection had improved in the last year, with the
rest feeling it had remained the same (Figure 14, page
21). Underlining this optimism is a growing number
of domestic patent applications and increasing IPR
litigation, together with new laws in 2008 such as the
Patent Law and the Trademark Law.

China’s drive to promote “indigenous innovation”
is underpinning government polices in standards,
government procurement and other areas that
threaten to exclude U.S. business from the Chinese
market. The AmCham survey found that the drive
for domestic innovation has affected U.S. companies
somewhat negatively, in particular policies regarding
the import of technical and industrial equipment,
as well as M&A policies protecting key enterprises,
technology and brands (Figure 15, page 23).

In sum, AmCham corporate members express strong
confidence in China as a place to do business. In
light of China’s phenomenal economic growth and
market reform process, together with the dynamic
and challenging environment, companies must
continue improving competitiveness and devote
more resources to innovation as they execute their
strategies and plans.

Impact of Human Resources constraints on China operations
ANHEEZ W
Percent, 100% = 512 Companies

BAME 100%= 512 RATF
[ Negative impact Material damage
THRE Sk
Difficulty attracting, developing
and retaining managers T 8% 79%

W3l BRMEEEEARNER
Increasing salary and wage expenses 0 0
FEE KT £ : il 78%

Difficulty attracting, developing and

retaining skilled workers / professionals [ Z 7% 78%
W35l BHRMEERETANER
Difficulty attracting, developing
and retaining technical staff 67% e 72%
Rl BFRMEERAARGER

Cost of social benefits /6 55%

HERE AN

e s I
BRERER 50% 5% 55%
Lack of clarity over what social

benefitsiwelfare a company must provide - [NEEEMN% 39%

N RFIREHSRE / BHRBRR BT
P h le th
ressure to hire more pet;guegegg D 31%
FRBEEMARBE FREHNES
Sending trained managers to
second- and third-tiered cities % 28%
RENFBEENEBARE -, Z4&HH

Source: 2008 AmCham Business Climate Survey 7
FRRIR - 2008 FhEFRBSHERE

Economic and Political Overview

In 2007, China’s policymakers continued to shift
the focus of Chinese development and growth
objectives to emphasize quality—*‘comprehensive,
balanced and sustainable” growth—and greater
investment in innovation and energy-efficient
development. The need for this important
“rebalancing” reflects the increasingly urgent
need to address the domestic impact of rapid
growth over the past 30 years and mounting
concerns about environmental damage, income
distribution, an aging population, poor capital
allocation and inefficient use of scarce natural
resources.

At the 17th Party Congress, China’s leaders
deepened their commitment to sustainable
development by enacting policies and a
landmark financial stimulus package that
included funding for education and healthcare
facilities. These measures, building on
President Hu’s “harmonious society” and
scientific development platforms, aim to
shape China’s development and they provide
opportunities for businesses with expertise
and experience in areas that address China’s
development agenda. These include financial
services, business process outsourcing and
logistics, environmental technology, healthcare,
education and technical training, and rural
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Do you feel that China is losing competitive advantages due to
rising costs?
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B 10096= 663 KA F)

Percent, 100% = 663 Companies

To a very large degree
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BAERE

Not at all
TERE

Somewhat
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Source: 2008 AmCham Business Climate Survey
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In 2007, how did the following costs/factors have a negative
influence on your China margins?

2007 LML F R AR
Percent, 100% = 642 Companies
M Strong-negative influence

BHAL 10096= 642 RAF)

Negative influence

HERERE M TR
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Ch in other input cost
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Changes in other regulations
wxsEmmrEnEt 4ol 28%  32%

Changes in marketing and sales expenses
THNBEERANTL 2%]  30% 32%

Source: 2008 AmCham Business Climate Survey 9
FRRE . 2008 EREBHRH S HERE

How would you rate China’s enforcement of intellectual property
rights (IPR)?
LR EE R AR RITH A ER

100% =219 Com%games 210 331 389
N
W Totally ineffective 12%
ZEER 21% 21% ] > —
W Ineffective
TR
Effective or Very |88 65% 62%
Effective 63% 70%
'~ - -~
- 26%
16% 9% 20%
2003 2004 2005 2008
Source: 2003-05 & 2008 AmCham Business Climate Surveys
FHRRIE . 2003-05 5 2008 FhEFRHEAFEE 10

How important of a factor is IPR when....
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/
/
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Source: 2008 AmCham Business Climate Survey 1 1
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development. The services sector, with a
target value of US$400 billion by 2010, will
be an increasingly important driver of GDP
production.

The Chinese Government is discouraging the
growth of low value-added manufacturing
and environmentally unfriendly industries by
increasing production costs and limiting foreign
participation in certain sectors. Increasing
domestic inflation, at its highest sustained
level since the early 1990s, as well as currency
appreciation and rising costs in human
resources, land, raw materials and resources, are
beginning to significantly impact China’s cost
structure, especially in the export manufacturing
sector. This is shifting manufacturing to less
developed areas and also encouraging industries
to move up the value chain.

The sheer size and importance of China’s
market will continue to attract investment
and drive expansion of foreign firms. Growing
domestic consumption, strong FDI inflows and
a stable business environment will power the
economy and ensure growth prospects remain
robust. Recent global economic reverberations,
driven by the U.S. economic slowdown, may
also affect China’s net export growth, although
China has a lower export dependency than
other economies. The long-term outlook for
China’s economy, however, will be increasingly
determined by how leaders address significant
and pressing domestic imbalances while
refocusing national development priorities.

Overview of the U.S.-China Trade
Relationship

Following the completion of the WTO transitional
period, China continues the transition towards
market economy status and a role as a major
stakeholder in the global trading system. Dialogue,
mutual understanding and compliance with
legal obligations will be crucial in furthering its
relationship with the U.S. and other trading partners.
Given the large increases in trade between the two
countries and a trade relationship that is growing in
importance and complexity, AmCham recognizes that
trade disputes will occasionally arise and encourages
both governments to take all possible steps to resolve
bilateral issues amicably. AmCham notes that
instances of cooperation between China and the U.S.
far exceed instances of dispute. AmCham supports
constructive U.S.-China dialogues, such as is taking

place through the Strategic Economic Dialogue (SED)
and the Joint Commission on Commerce and Trade
(JCem).

China is now the world’s fastest-growing economy
and an integral component of the global economy.
In addition, the country is the biggest capital
exporter and has the world’s largest foreign currency
reserves. China is also characterized by increasing
openness to the rest of the world as well as by
high investment, strong industrialization and high
savings. These strengths, together with its double-
digit growth, mean China’s influence on the rest of
the world is on the rise. The most effective response
to these developments is to maintain and nurture
engagement, focus on areas of common interest and
respect areas of difference. Both countries share
a vital interest in the global economy and closer
economic cooperation offers greater economic well-
being for both countries.

In the spirit of constructive and open dialogue,
AmCham would like to address the following issues
of significance to the greater public.

Trade Deficit

China’s global trade surplus hit a record high in 2007
and the consensus is that it will persist, at least for the
near term. The growing U.S trade deficit with China
(US$260 billion in 2007) is fanning protectionist
sentiments in the U.S. AmCham recognizes the
disproportionate emphasis placed on the bilateral
trade deficit in the U.S.-China trade relationship, but
note trade is not a zero-sum game. Rapid economic
growth in China and other nations benefits Americans
by adding to the growth of the global economy and
creating greater demand for U.S. products and more
jobs for U.S. workers. Moreover, American consumers
benefit from lower-priced imports.

The U.S.-China trade deficit will continue to grow as
long as China remains the point of final assembly for
many products imported from other countries. China
has, in effect, acquired shares of the trade deficit
formerly held by other Asian countries. Growing
imports from China do not displace U.S. goods;
instead, they largely displace imports from other
Asian economies. The deficit will likely remain until
U.S. export growth expands and U.S companies take
greater advantage of market opportunities in China,
including service sector openings.

AmCham believes the best way to resolve the
U.S. trade deficit with China is to help American
companies capture more market share in China.
AmCham supports pragmatic, constructive
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What has been the impact of China’s IPR protection and en-
forcement system on your decisions regarding the following?
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Source: 2008 AmCham Business Climate Survey 1 2
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products produced in China has... (2006-2008)
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EPLEXER

WTO PSR 2 )5, whE kS Tiip it i,
[ I} £ 2 BRI B2 5) P 2 v R 46 70 24 SR 2 A G
M, fERE—2P st b [ ) 36 [ R HAth 5 5 th it
MG AT, *TE., TARBRMRAGE T S 55 48 %
FERECHEENIMEM . 280 E Z /A 5 5 K 4
K, MERYRANEEN G MAAER I, W
SINIREIE 5 S A K AR, S0Bh P T BT SR B
— D) R] RE Y AC 4 WO 4 e gt D B ], R A i 2
EEF P HEAFELET S, FERSX
R R AR Bt SE IS, Al o i 22 5% X I
(SED) FnrhEpl s HIEk&ZE s (JCCT) JFR
Xt

BEENS
GES L

ZF5Eia

20074, [ BOR filE B 4k R A9
RKAEA b E & SR AT L B AR, B A b A AT
FrE” kR, HHECUHAITRER R B4 T T
ELHIBA, X—HER “FeRlT A
Tafg g 2 304 £ 4% P B KT i [ B P 2R
) 2 A [ 7 38 D0, DA R e SR BE RS . WA
B, NP, B B B AR B E 2 TR AR
A R A e BE S P

LR L, hESTSFEMEMEE TH
Bh T A F ik R, HilE 7T — K5
B HEH T R LR R SR T ORI R
Hrh AR ABFFIETT IR 7 4, X sext
5 BSLAEBI R TR F R “FiE s &R
FHE R Rl 2 L, B R E R Kk R
T3 1, AAREE BA Ll iR A 20 RE A% A B v
BRI T Rk R S B Tl . EAR 4
ARSS . w iR, R REEA ., B
7. BEMBARE N AR KR, MRd5 7k
P8 B AR 20104R 15 F]40001L KT, BAF
ThGDPHEKHOR L T SR IR R 35

F [ B RF IE A BIR AIE PR AR e 1 Ml AR B A A
AT AL IR, 6 —2eA T A A 72 A T
BRSNS X L T2 5, E P Sk
FrEnlal, i8] T 19904 LR AT B B, AR
MRITHECA R N D3R, b, b5 BT
A BAR B B T At v ] B A 28 A 7 A A .
SO, A Bl AE H Il i, AT 4 2 ]
il b ) AR e iR WM IX 55 8% , sl 4% 47l 1A
(EBER)_ bR

T BB AR SRR SR 5 %
BEIFAHERD ST AV TR . PR HEC Y [ N
. M E BB ORE IR A LR AR 55
IEE, K kb E 25 A S R RIE T 3K AT
SHVARML. Boll T 36 E 2R B S B 2
BRI T ] RE & ROMA P E A H P, R
B P E R PR L B AT R AR, [HR
rh [ 22 3 A 91 5 e i S5 oH B 2 DR T BORF 4
e figp ke B 2 1 550 ) ] PN R 5% R A Al L DA
Te [l 221 K PR DRI EE

2008 AEH FEXERS - LEXERS - £EEEHs 19




Business Climate
The U.S.-China Commercial Relationship

20

Congressional efforts to reduce America’s trade
deficit with China and the world, such as the “U.S.-
China Competitiveness Agenda” proposed by
Representatives Mark Kirk (R-IL) and Rick Larsen
(D-WA). Congress should refrain from enacting
legislation that attempts to change the terms of trade
with China through currency re-alignment in the
hope of redressing trade balance issues. China is
focused on a major rebalancing of its own economy
that, over time, will provide structural relief to its
trade surplus. The focus of the U.S. needs to be on
enhancing its own competitiveness and reducing the
overall multilateral trade deficit.

Currency Regime

The Chinese currency has become a touchstone for
broader anxieties about competition from China.
Many of Congress’ concerns center on China’s
currency regime, its policies to bolster exports and
the possible impact on the large bilateral trade deficit.
However, the value of the RMB is not the primary
cause of the U.S. trade deficit with China, and the
U.S. should not expect RMB appreciation to have
a large impact on its trade difficulties with China.
Because much of China’s manufacturing consists of
assembling parts made elsewhere, a stronger RMB
would make these components cheaper to import,
thus limiting the price impact on completed products
for export. Broader depreciation of the U.S. dollar
against the euro, yen and RMB will assist U.S. exports
and help address its multilateral trade deficit, but the
bilateral deficit will persist.

Since China abandoned the currency peg in July
2005, the RMB had appreciated 15 percent against
the U.S. dollar by the end of 2007 and indications
are this trend will continue. AmCham encourages
China to allow the currency to move in response to
market signals with the ultimate goal of a market-
based currency. Moreover, AmCham supports
current efforts under the SED to promote greater
participation of U.S. financial sector firms in the
Chinese market, which will lead to an overall stronger
industry. The U.S. Administration should continue to
use the SED process to foster a more market-driven
valuation of the RMB, interest rate deregulation and
strengthened monetary policy tools of the People’s
Bank of China.

Chinese Outbound Investment

In recent years, China has shifted from being
primarily a recipient of foreign investment to being a
global investor. In 2007, Chinese companies invested
(non-financial) about US$18.7 billon abroad.
The level of outward FDI is expected to increase

significantly in the near future, with predictions of up
to US$37 hillion in 2008, as Chinese companies go
global, attract international talent, secure resources,
acquire technology and leverage their huge domestic
market and strengths in manufacturing.

AmCham regards the acquisition of American
companies and assets by Chinese corporations as
a natural element of China’s integration into the
global economy and as something that deepens the
U.S.-China trade relationship. Chinese FDI brings
economic benefits to the U.S. economy, including
job creation, promotion of R&D and enhancement
of U.S. exports to China, just as investment from
other countries do. A U.S. policy that encourages
investment by American companies in China
while discouraging Chinese investment in the
U.S. undercuts broader trade agendas relating to
investment openness and reciprocity.

AmCham supports the inter-agency review procedure
of the Committee on Foreign Investment in the
United States to assess security issues, but is
concerned that national security is increasingly used
as the rationale for blocking Chinese investment,
even in cases that may have little or nothing to
do with national defense. Broad interpretations
of national security that are used as proxies for
protectionist measures should be avoided. AmCham
also urges that political rhetoric be restrained until
reviews are completed. Notwithstanding the need
for review of sensitive cases, the chambers’ members
believe that the U.S. Executive and Congressional
branches should make it clear to the broader public
that Chinese investment in the U.S. is welcome and
beneficial to Americans.

Recommendations for the U.S.
Government

AmCham believes intensive, focused bilateral
dialogue between the Chinese and U.S. governments
(such as the JCCT and SED and their respective
working groups and plenary meetings) is the most
effective and necessary avenue to address significant
market impediments, trade-distorting practices
and Chinese and U.S. government policies and
procedures. Full compliance with international trade
commitments, including a focus standards, market
access, transparency and IPR protection, is critically
important to preserving U.S. domestic support for
a constructive engagement policy, as well as to the
commercial interests of companies operating in China.

In addition to these guidelines, AmCham puts forth
the following specific recommendations to the U.S.
Government.
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Develop a new policy foundation to address the
emerging needs of a post-WTO U.S.-China trade
relationship

An economically balanced China benefits everyone
and advances U.S. interests. In the post-transitional
phase of China’s WTO membership, U.S. Government
resources and priorities must be constructively
readjusted towards helping China meet its
development goals in a mutually beneficial way. The
milestone WTO phase-in period has passed and while
concerns remain about the full implementation of
China’s WTO commitments, a new roadmap and set
of tools are now required to guide U.S. trade policy
towards China.

The future sustainability and growth of the Chinese
economy can be positively influenced through U.S.
trade policy and assistance. The U.S. Government can
support China’s continued integration into the world
trading system by assisting its institutional, policy
and regulatory reform process to meet the spirit of
China’s WTO accession. U.S. trade policy should,
for example, increase its focus on China’s regulatory
reform by initiating and deepening capacity-building
programs, which would support China’s rebalancing
policies and improve the business climate for
domestic and foreign companies.

Efforts to expand trade-related technical assistance,
training programs, funding for rule-of-law initiatives
and formal government-endorsed programs to
help provide policy and technical advice are vitally
important to ensure that China’s reforms endure and
long-term development is sustainable. The European
Commission is already addressing these key issues
through its EU-China Trade Project. In addition to
government channels, there is also a role for trade
and professional associations and technical bodies in
helping to build China’s culture of compliance with
WTO requirements and to improve the operating
business environment.

U.S. Treasury Secretary Paulson, through the SED,
has already begun to articulate this vision by linking
China’s broader structural rebalancing reforms
to faster liberalization of China’s financial sector
and increased market access for U.S. firms. These
measures, if adopted by China, will improve capital
allocation and raise the level of financial services in
general. AmCham supports this strategy and agrees
with Secretary Paulson’s remarks at the October
2007 George Bush China-U.S. Relations Conference,
where he said, “In addition to establishing new
ways of working together, it is vitally important that
our policies accelerate and deepen China’s ongoing
economic transition.”

Enhance overall coordination and support for
U.S. company efforts to capture more market
opportunities in China

In a shrinking world, the future of the U.S. economy
is linked to the competitiveness of American
companies globally, especially in China, the world’s
largest emerging market. With a population of 1.3
billion, an emerging middle class of 150 million and
one of the fastest growing economies in the world, the
global competitiveness of U.S. firms will increasingly
be defined by how they fare in China.

The U.S. Executive Branch and Congress should
ensure that American companies of all sizes have
the support and resources necessary to compete
effectively in China. More than 200 cities in China
have a population exceeding one million people, yet
U.S. public diplomacy and diplomatic posts remain
grossly underfunded. The U.S. needs to formulate
and implement a comprehensive, proactive plan
backed by significantly increased resources to
increase exports, capture more market share and
enhance the competitiveness of American companies.

It is imperative that the U.S. addresses those issues
that stand in the way of U.S. companies’ ability to
compete effectively in China, including processing
times and ease of procedures for visas, strategic and
well-sourced export promotion, and informed export
control regulations and policies. In addressing the
issues that matter most to U.S. businesses, AmCham
specifically requests:

» More resources and trade promotion programs
for U.S. company efforts to capture market
opportunities in China, especially export assistance
for small- and medium-sized enterprises to further
increase exports.

More resources to meet the projected increase in
Chinese demand for business and tourist visas and
streamlining visa processes for U.S. companies
that allow their suppliers, employees and potential
customers to travel to the U.S.

Ongoing review of export controls and license
requirements with the goal of facilitating legitimate
commercial trade, enhancing national security and
ensuring export control levels reflect market realities.

These issues receive individual focus and attention in
subsequent sections of this White Paper.

Refrain from addressing trade concerns by enacting
legislation with the intent of forcing currency

revaluation

U.S. exports to China have grown 400 percent since
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2000 and U.S. companies are well-placed to take
advantage of service sector openings through China’s
WTO agreements. The Chamber appreciates that
many in the U.S. continue to have concerns over the
impact of globalization in general and in particular,
the impact that trade with China has on jobs and
economic security. Constructive efforts addressing
these concerns and improving on the benefits of
engagement with China need to be made. Adopting
retaliatory actions based on currency or product
safety rather than appropriate mechanisms and
focused programs to eliminate trade barriers and
improve competitiveness of the U.S. will run counter
to overall U.S economic interests.

Recommendations for the Chinese
Government

China has made great strides towards a market
economy as it continues to distance itself rapidly from
its legacy as a planned economy. It is incorporating
many market principles and policies to the benefit of
its citizens, domestic and global enterprises, and its
standing in the world. However, the process remains
incomplete.

AmCham'’s position is that protectionist policies
are incompatible with China’s goals of integration
with the global economy and run directly counter to
policymakers’ development aspirations. As China
strives to become an innovative and technologically
driven society, it will need to distance itself from
policies promoting discriminatory local standards,
government procurement preferences and
protectionist laws that inhibit an environment of
innovation, competition and openness.

Here we point out several steps the Chinese
authorities can take to build upon their past successes
and help the country take its place in the global
economy.

Shape a competitive and transparent business
environment that encourages broad participation
and competition in the domestic Chinese economy

AmCham firmly believes that competitive markets
are essential to a balanced, sustainable and high-
quality economic growth path, as set forth by the
11th Five-Year Plan and the 17th Party Congress. U.S.
companies can provide valuable expertise and bring
international best practices to China’s economy while
directly assisting China with its ambitious goals and
development needs. If foreign companies are to help
advance China’s development goals efficiently, they
will need greater and more effective access to China’s
markets.

While China has taken important steps to meet
particular WTO commitments, significant market-
entry barriers remain. Foreign investment limitations,
coupled with policies, laws and regulations that
discriminate against foreign companies by limiting
their activities and applying standards that differ
from those governing domestic companies, hinder
the development of certain industry sectors and
prevent China’s economy from reaping the full
transformational benefits of competition. The
removal of remaining barriers would not only
stimulate the growth of China’s markets but also
benefit Chinese consumers.

For example, limitations on China’s financial system
and the slow pace of financial sector reforms inhibit
the country from growing efficiently and sustainably.
AmCham believes that Chinese authorities need to
accelerate the opening of the financial sector and
lower regulatory barriers to entry by foreign firms.
The opening of China’s domestic securities markets,
including market-oriented reform of the listing
process, and participation of wholly foreign-owned
firms in securities and asset management markets,
is an important part of the long-term integration of
China’s capital markets with global markets. Entry
of foreign firms will nurture the experience, financial
products, trading systems and talent base of domestic
financial institutions, and will enable them to be truly
competitive. Given the opportunity, foreign firms can
play a vital role in promoting stability, governance
and efficiency in China’s capital markets and create
conditions for a boom in equities investment in China.

AmCham'’s view is that China should create a
business environment of innovation, competition and
openness that encourages foreign participation in
the domestic economy and participation by Chinese
enterprises and investors in markets abroad. China
has already spawned a host of successful companies
and global brands, which have flourished in sectors
open to foreign competition. Transforming China
into an innovative and technology-driven society will
necessarily include open and competitive markets,
the free flow of capital, the protection of intellectual
property and the adoption of standards based on
sound economic principles and international norms.

Specific industry recommendations are laid out in the
subsequent chapters of this White Paper.

Support the further development of transparent
administrative and regulatory practices to
strengthen the legal framework and promote
balanced economic development

China has demonstrated increased commitment
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to transparency in the development of rules, laws
and regulations, particularly in the area of business
law. However, achieving full transparency in the
formulation, enactment and implementation of rules
and regulations in China is widely regarded by the
chambers as one area that remains unfulfilled.

The speed of China’s economic development has
been so fast that it has outstripped the Chinese
Government’s regulatory capacity. Consistency of
administration and enforcement remains a problem,
with great disparities among localities. Many of
the shortfalls in China’s implementation and WTO
compliance efforts stem from systemic administrative
and rule of law problems. The most recent cases
of adulterated food and consumer product exports
highlight the significance and severity of the strained
regulatory system.

Implementation difficulties significantly affect the
leadership’s development goals and priorities relating
to energy, the environment and rural development,
while also hindering the strategic development of the
national economy. Inconsistencies in enforcement
and implementation create uncertainty in capital
decision-making processes, discouraging businesses
from investing and expanding operations to new
regions. AmCham feels that an increase in the
transparency, consistency and predictability of the
legal framework will bring significant improvements
to the business environment for both foreign and
domestic businesses.

Efforts to solicit outside opinion on legislation
under development and to foster more inter-agency
cooperation have been a positive step forward.
AmCham encourages enhanced dialogue and
exchange between the Legislative Affairs Office,
MOFCOM and other Chinese Government agencies
and with U.S. Government agencies on regulatory
topics that affect foreign business. AmCham would
like China to publish all laws, regulations and
measures affecting trade and investment in the
China Foreign Trade and Economic Cooperation
Gazette, and grant interested parties sufficient time
to comment on draft legislation. We firmly believe
greater transparency and increased opportunities for
public comment will improve the quality of enacted
measures and public support for the legislative and
regulatory processes.

China’s regulatory environment continues to create
significant operating difficulties for foreign firms in
certain sectors, while eroding market access gains
achieved through other commitments. In these
instances, there continues to be two sets of rules
and two standards for execution and enforcement,

one for foreign companies and one for domestic
companies. Many foreign-invested enterprises are
simultaneously subject to approval and regulation
by multiple government agencies at the central,
provincial and local levels. Changes in one agency’s
policies may interact with other agencies’ rules
to create substantial market access barriers. The
Chamber believes it is time to begin unifying the
legal, regulatory and enforcement environment.

Deepen commitment to fundamental WTO
principles and play a role commensurate with
integration in the global economy

AmCham urges the Chinese Government to continue
to embrace its regional and global stakeholder role
and associated responsibilities. This will require
China to deepen its commitment to WTO principles of
transparency, national treatment, non-discrimination
and market access as China progresses into the era
of post-WTO implementation. China should use
valuable forums such as the SED and JCCT to deliver
genuine changes to the investment climate and to
communicate and advance the strategic direction
of its trade relationship with the U.S. and other
partners.

China also needs to embrace its position as a global
stakeholder and take on roles in areas of global
concern. China is the world’s fastest growing
economy but also one of the top two biggest emitters
of carbon dioxide. It is also the world’s biggest energy
consumer and the largest consumer of metals. China
should aspire to take a leading role in global issues
including energy security and efficiency, climate
change, environment and water conservation.

China should also take on a role commensurate with
its global economic power with regard to driving
global trade liberalization. As a global stakeholder,
China, like the U.S., should be committed to resolving
disputes through negotiations, dialogue and the
use of established international venues (such as
the WTO) to address trade and policy issues. Both
the U.S. and China should recognize the benefits
of dialogue and cooperation rather than conflict
and confrontation. Both should also recognize
the advantages of strengthening multilateral
institutions that diffuse conflict and give other global
stakeholders an opportunity to participate. [
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U.S. Visa Policy

.S. consular posts in China are facing a
l ' growing number of visa applications, a trend

likely to continue into the foreseeable future.
This trend is driven by China’s increasing population,
increasing wealth and increasing freedom to travel
abroad. A Memorandum of Understanding (MOU)
between the U.S. and China governments on group
leisure travel to be implemented this year will further
increase visa demand.

AmCham is delighted by the prospect of group
travel by Chinese tourists to the United States. The
U.S. will be a popular destination and tourism will
be a significant factor in improving the balance
of payments between the two countries. It is
important to note, however, that Chinese tourism
is growing explosively. The success we forecast with
confidence will strain the resources of the Embassy
and Consulates. Unless headcount is increased and
facilities upgraded, it amounts to a major unfunded
mandate. AmCham is concerned that the resulting
strain will affect all other categories of visas.

The Security Advisory Opinion (SAO) process and the
three to five week additional wait time for an added
security check for persons working in or having past
professional or academic experience across specific
industry sectors continue to pose a competitive
challenge for our members working with government
officials, customers and partners. We believe the
best solution is for Congress to either increase visa
processing staff to reduce the wait times or to be
more discriminating in designating those who must
undergo the mandatory review requirements.

As explained below, U.S. consular posts have
responded by issuing a growing number of visas
to Chinese citizens. However, the posts’ limited
resources—most importantly facilities and staff—
already pose a challenge and contribute to long wait
times for visa appointments (Figure 16).

The State Department and U.S. consular posts in
China continue to take measures to deploy their
limited resources more efficiently. For example, this
year saw revisions to the visa re-issuance program,
under which repeat travelers may no longer need to
make appointments at the consulate for finger scans.
Also, the corporate visa programs (CVPs) carried
out cooperatively between AmCham and consular
posts in Beijing, Shanghai, Guangzhou and Chengdu

continue to successfully economize on consular
resources while expediting AmCham member
companies’ visa applications.

AmCham’s “2008 Business Climate Survey” revealed
significant improvements in the visa application
process compared to previous years. Although 61
percent of members still believe that it is harder
for Chinese to travel to the U.S. than other regions,
the trend data indicates the situation is improving
(Figures 17, 18, 19, page 31). Compared to 2007, 38
percent fewer companies lost sales to non-U.S. firms
because of U.S. visa concerns. AmCham appreciates
the increased attention that the Embassy and
several of its consulates have given to the relevant
policy issues and the wider recognition in the U.S.
Congress that excessively restrictive visa policies
damage our national interest. AmCham encourages
continued progress in the areas identified in this
White Paper.

The following recommendations focus on increased
Congressional funding for consulates, pushing
forward negotiations between the U.S. and Chinese
governments to increase visa validity, customer
service initiatives, lifting the statutory cap on H-1B
visas for professionals employed by U.S. companies,
and reducing delays associated with Visas Mantis
SAOs.

Visa Demand Continues to Grow

Fiscal year 2007 witnessed a 15 percent increase
in non-immigrant visas issued in China over the
previous year.

Non-immigrant Visa Issuances Fiscal Year 2007

(versus 2006)

Place Visa Type Total Refusal

Applicants  Rate

China B1/B2 350,315  21.9%
(321,145) (25.4%)

China  All nonimmigrant 401,331  20.4%
visas (347,832) (22.4%)

Worldwide B1/B2 4,523,044 21.4%

(4,170,253) (21.5%)

Worldwide All nonimmigrant 6,444,246 19.2%
visas (5,836,718) (19.2%)
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According to a State Department study, visa
applications in China are projected to grow 232
percent between 2005 and 2020. This represents the
highest growth rate of any of the countries studied
and the second-highest growth in the number
of applications (behind Mexico), according to a
Department of Homeland Security (DHS) study.

The rate of visa violations by Chinese also appears to
be decreasing, relative to other countries, according
to the DHS, justifying a higher visa approval rate.

The Tourism MOU Sets the Stage for
Further Visa Demand

AmCham applauds the MOU on tourist travel
signed during the third round of the SED, and it
should facilitate group leisure travel from China to
the United States. China has agreed to allow travel
agencies designated by China National tourism
Administration (CNTA) to advertise group leisure
travel to the United States. They will be allowed to
work with U.S. companies to organize and market
such travel. In addition, U.S. travel destinations will
be able to market themselves in China. The United
States has agreed to make group visa appointments
and to accept visa applications submitted directly
by the designated travel agencies. AmCham expects
a significant rise in the number of tourist visa
applications after the MOU is implemented as
Chinese travel agencies were previously prohibited
from organizing and advertising such group leisure
travel.

Outbound leisure and holiday travel by PRC nationals
is a rapidly growing market, and one that the United
States is well positioned to capture a sizeable share
of. The competitiveness of the RMB makes the
United States a more reasonably priced destination
than many European countries. Chinese tourism is
valuable to the U.S. because it offers an opportunity
to reduce the growing U.S.-China trade deficit.
Tourism also creates U.S. jobs. Indeed, one in eight
American jobs is tourism-related.

Still, the U.S. cannot take full advantage of the
MOU and the numerous benefits it affords until
the unnecessary obstacles facing legitimate visa
applicants are removed.

Consular Facilities and Staffing Update
are Continuing Concerns

Consular facilities are having a tough time keeping
up with demand.

Currently the Embassy’s visa section has 13 customer
windows, eight of which are used for interviews
(others are used for data intake and fingerprinting).
At the new Embassy expected to open just in time
for the 2008 Olympics, there will be 14 customer
windows, still not enough for the growing demand.
A renovation allowing for nine additional customer
windows is planned for completion in 2009.

Currently, the Embassy has 15 Entry Level Officer
positions in the Nonimmigrant Visa Unit. Three more
positions have been established and will be filled later
this year.

In 2007, the Shanghai Consulate had 10 Entry
Level Officer positions in the Nonimmigrant Visa
Unit; two additional positions will be added in
2008. Nevertheless, even though the consular
section was moved to an offsite location to process
visa applications, the post has indicated that it
already has reached visa-adjudicating capacity and
that renovations to the facility are needed in order
to add more interviewing windows in the current
space.

Visa Appointment Wait Times May
Continue to Increase

Visa appointment wait time refers to the period
from when an applicant first contacts a consular
post to schedule an interview until the time
an interview is held. The long wait times for
appointments remains a serious issue, particularly
during peak periods. For example, on October 22,
2006, B1/B2 visa wait times were as follows: Beijing
30 days, Shanghai 38 days, Guangzhou 21 days.
On January 30, 2007, B1/B2 visa wait times were:
Beijing 38 days, Shanghai 36 days, Guangzhou
23 days. During peak periods, such as during the
summer months, visa wait times can reach 45 days.
At other times the wait time can be considerably
less. For example, in early March 2008, wait times
for interviews ranged from no wait in Guangzhou
to one month in Shanghai. Beijing, Chengdu
and Shenyang had approximately 10-day waits.
Moreover, on occasion applicants who call the Visa
Information Call Center have been told that there
are no interview slots available at all and that they
should call back at a later time.

AmCham strongly advocates for increased
Congressional funding and State Department
initiatives to increase funding for consular facilities
and staffing to reduce visa appointment wait times.
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This year, how difficult was it for the Chinese citizens you work
with (employees, customers, and suppliers) to travel to the United
States, relative to other regions? (2005-2008)

5&EMNTEAR (FP , ERERMES ) TRhEENREHBEK
T EMEEEL B
100% = 408 Companies 90 64 472
RAE

M Substantially more
difficult to travel to
the U.S. than other
regions
BRI 46%

Somewhat more
difficult to travel to
the U.S. than other
regions
s B — 33%

M The same
BERE

I Somewhat easier to
travel to the U.S. than
other regions
ENEH L

Considerably easier to
travel to the U.S. than
other regions

LBRAES

2005 2008

2006 2007
Source: 2005-08 AmCham Business Climate Surveys
FRIOR . 2006-08 P ERRBSHFAS 17

Do you intentionally avoid arranging meetings in the U.S. for suppliers,
customers, and employees because of concerns about obtaining visas?
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AmCham Corporate Visa Programs
Remain Beneficial to the Consulates and
U.S. Business

AmCham cooperates with the U.S. consular posts
in Beijing, Shanghai, Guangzhou and Chengdu
on CVPs for AmCham members. These programs
continue to benefit our membership by reducing visa
appointment wait times and time spent at the post
on the interview day. These programs also benefit
the posts because the participating companies are
screened to verify that they are legitimate businesses,
a key individual at each company verifies the
applicant’s legitimate need to travel, and AmCham
screens the application materials to be sure they are
complete before they are passed to the consulate.
AmCham appreciates the spirit of cooperation that
posts have consistently displayed with respect to the
CVPs.

Visas Mantis Security Advisory Opinions
Continue to Delay Visas in Key Industries

AmCham is additionally concerned about delays
in visa issuance caused by Visas Mantis SAOs.
As background, under U.S. immigration law, a
visa should be denied if the officer has reason
to believe the applicant may violate U.S. laws
prohibiting export of sensitive goods, technology
or information. Consular officers apply secret
criteria to determine when an SAO is necessary.
An SAO involves review of the case by the State
Department’s Bureau of Nonproliferation and other
government agencies.

Visas Mantis SAOs are very common for employees,
customers, and partners of high-tech companies,
such as aerospace and semiconductor companies.
In FY2006 there were 33,388 Visas Mantis SAOs
worldwide. Visa applicants from China account for
more than half, according to the GAO. While fewer
than five percent of visa applicants are subject to
SAOs, in our experience, 50 percent or more of
high-tech company applicants may be subject to
SAOs.

A visa cannot be issued until the Visas Mantis SAO
is completed three to four weeks after the consular
appointment. This delay causes Chinese employees
of U.S. companies to miss many meetings and
training sessions. It also puts U.S. companies at a
disadvantage since customers and partners may
choose to do business in other countries instead.

While AmCham acknowledges the national security
justification for Visas Mantis SAOs, AmCham is

in favor of finding ways to reduce the unnecessary
delays they cause. First, AmCham advocates
increasing the visa validity of people subject to SAOs.
Under State Department policy, people who have
been subject to Visas Mantis SAOs and received
State Department “clearance” are only eligible for
limited validity visas—B1/B2 visas are valid for
just one entry over three months. This means that
frequent travelers need to apply for a new visa every
three months, squandering consular resources and
applicants’ time. We believe that applicants who
have been investigated and found not to pose a
threat should receive full validity visas. Second, in
tandem with the paperless visa application, AmCham
supports performing the SAO process before visa
interview appointments take place.

AmCham also recommends that consular posts
provide a written notice to applicants who need to
wait three or four weeks after the visa appointment
for SAO processing. Currently, Shanghai and Beijing
provide such notices, but the written notice is
inadequate and occasionally not provided. In our
experience, many applicants in Beijing either do
not receive or do not understand oral notifications
received at the time of their interviews.

Ten-Finger Scan Now Required

A new requirement that all ten fingerprints of a non-
immigrant visa applicant must be scanned came
into effect on November 15, 2007. We are pleased by
estimates that this procedure will only take “a few
seconds longer” per applicant in Beijing. In contrast,
we are concerned that in Shanghai, officers qualified
to conduct interviews have been assigned fingerprint
duties, raising the possibility that interview
appointment waits and day-of-interview waits may
rise.

Further Customer Service Initiatives
Would Be Valuable

Some common frustrations with the visa application
process are due to Congressional mandates, including
the personal interview requirement, the finger scan
requirement, and the statutory presumption that
applicants are intending immigrants ineligible for
visas until they prove otherwise. Other frustrations
can be resolved at the consular level. For example,
AmCham applauds the Embassy’s steps to create
videos on U.S. tourism to be shown in visa section
waiting rooms.

AmCham recommends that the State Department
fund further initiatives to study and improve
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customer service at busy consular posts in China.
For example, according to the Embassy, posts do not
keep statistics on trends in visa appointment times
or on day-of-interview waits at posts. These are key
customer service indicators that should be tracked.
Initiatives to improve customer service would go a
long way towards improving customer experiences
and perceptions of the difficulty of applying for U.S.
visas.

Visa Re-Issuance Program Provides Relief
to Some Frequent Travelers

Under the Visa Re-Issuance Program, effective
January 2008, a person who is applying for a visa
within 12 months of the expiration of a prior visa in
the same category (e.g., B-1/B-2) and has already had
a ten-finger scan need not return to the consular post
for a new finger scan provided that the applicant is
applying at the post with jurisdiction over his place of
residence and that he has previously complied with
U.S. immigration law. This is good news for frequent
travelers to the United States, who previously were
required to make an appointment at the post for
a finger scan whenever applying for a visa. Now,
eligible individuals can drop off and pick up their
applications at CITIC Bank or AmCham offices.

Maximum Visa Validity Should Be
Extended

AmCham strongly advocates having longer periods
of visa validity, which are convenient for travelers
and save consular resources. The U.S. Government
seeks to have reciprocal visa fees and validity with
foreign governments. Currently, for China nationals
B-1/B-2 visas are valid for multiple entries over
12 months; H-1B visas are valid for two entries
over three months; and L-1 visas are valid for
multiple entries over 24 months upon payment
of a reciprocity fee of US$120 (on top of the visa
application fee). In fact, the U.S. Government
currently issues B-1/B-2 visas to nationals of
most countries valid for 10 years. We urge the
Department of State to engage in negotiations
with the PRC to extend maximum visa validity. All
concerned government agencies, including DHS,
should support extension of reciprocity as in the
interest of the United States.

Congress Should Lift the H-1B Visa Cap

AmCham advocates lifting the cap on H-1B visas.
H-1B visas are available to individuals whose
services are sought by an employer in a “specialty
occupation.” The individual must have at least a

bachelor’s degree or the equivalent in that specialty.
The employer must attest to the Department of Labor
that the individual will be paid at least the prevailing
wage paid to U.S. workers in the same job category
in the geographic area. The H-1B visa cap of 65,000
visas per year set by Congress is consistently reached
on the first day visas are available for the year. The
result is that applying is similar to playing the lottery.
AmCham represents numerous companies that need
to bring highly skilled workers into the U.S. each
year, and they need to be able to count on having
enough talent to remain competitive. Artificial caps
on visas have the effect of driving skilled workers
to other countries and to America’s competitors, as
well as requiring U.S. employers to consider taking
projects and work to where the workers are. Lifting
the cap is critical for employers to be able to attract
and retain the skilled workforce they need to compete
in today’s market. =

Recommendations

« Congress should fund, and the State
Department should take, initiatives to
upgrade consular facilities and increase
staffing in order to meet growing visa
demand and reduce visa appointment wait
times.

« The U.S. Government, led by the Department
of Homeland Security, should redouble
efforts to negotiate with the Chinese
government an agreement to extend visa
validity, especially for B-1/B-2 visas.

» Congress should lift the statutory cap on
H-1B visas for professionals.

« To reduce delays in visa issuance for
applicants subject to Visas Mantis security
advisory opinions (SAQOs), the State
Department should increase the validity of
visas issued to persons who receive SAO
clearance. Also, in conjunction with planned
paperless visa application, SAOs should be
carried out as soon as applications are filed
rather than after visa appointments.

« The State Department should fund initiatives
to study and improve customer service at
posts in China. Posts should keep statistics
on trends in visa appointment times and
day-of-interview waits at posts, using these
as benchmarks for improving customer
service.
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U.S. Trade Promotion

mCham urges the U.S. Government to ensure
Athat American companies of all sizes have the
support and resources necessary to compete
effectively in China. It is a country that in the span
of only a few decades has become one of America’s

most important and promising export and overall
commercial markets.

The Chamber appreciates the efforts of the U.S.
Government agencies directly involved in promoting
U.S. exports and recognizes that China has a large
contingency of U.S. Foreign Commercial Service
(USFCS) officers, some 140 spread throughout
the country at four consulates and the Embassy.
These officers focus on export controls, imports,
patents and trademarks, and market access and
compliance. Their large number and variety of focus
areas complement the equally varied and capable
embassy officers who focus on trade policy, WTO
implementation and broader economic and financial
issues. The USFCS alone was responsible for
facilitating transactions worth nearly US$5 billion
in U.S. exports to China in 2007.

Despite U.S.-China export growth of 400 percent
since the year 2000, EU exports grew even faster.
According to the Chinese Ministry of Commerce
(MOFCOM), the EU accounted for almost 40
percent of total Chinese imports compared to seven
percent for the U.S. The U.S. trailed both the EU and
Japan as an exporter of technology to China. China’s
technology imports in 2006 totaled US$22 billion,
up 15.6 percent over 2005. The EU accounted for
almost 40 percent of the total technology imports,
with Japan and the U.S. placing second and third,
respectively, with nearly 24 percent and 19 percent.

While U.S. exports are growing, American
companies, particularly promising small- and
medium-sized firms, will need help to build on their
successes. Dealing with fast-growing international
competition will require well-funded programs of
support, strong U.S. Government and congressional
leadership, and a well-coordinated and sustained
public-private partnership dedicated to greatly
enhancing American firms’ competitiveness in
China.

in China

The Chamber’s biggest concerns regarding
U.S. Government export promotion efforts and
congressionally mandated programs are first,
whether the level of dedicated resources is adequate
for the formidable size and scope of the China
market; and second, whether these resources help
American firms compete effectively for market share
against their biggest competitors in China.

Regarding resources, AmCham was disappointed to
learn that the fiscal year 2008 (FY08) budget for the
USFCS in China is less than FYQ7, and that requests
for much needed increases to upgrade the overall
export promotion operations have been denied.
USFCS would likely join the State Department in
staffing America’s fifth consulate in China—Wubhan,
the gateway to China’s six central provinces—if
funding were available. This would be greatly
beneficial to American businesses in China.

Regrettably, no funds have been appropriated in
FYO8 for the Commerce Department’s Market
Development Cooperator Program (MDCP), a
matching-grant program that supports promising
U.S. export-promotion-affiliated multipliers and has
proved highly effective in China.

Two examples of successful MDCP initiatives
in China include the United States Information
Technology Office (USITO), a consortium of U.S.
based high-tech companies and industry groups, and
the U.S. Trade and Development Agency (USTDA).
Both were started under MDCP sponsorship and
USTDA has proved to be the most successful U.S.
Government-sponsored multiplier program in
China. USTDA has consistently provided extensive
support and funding for aviation, one of the most
promising sectors in China, through the U.S.-China
Aviation Cooperation Program (see box, page 38).
USTDA'’s FY08 budget is considerably smaller than
those for similar programs in the EU and Japan.
USTDA funds have generated billions of dollars in
exports to China. Additional funding with a broader
scope of sectors is mandated given the stakes U.S.
companies face in China.

These are issues that the President’s Export Council
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(PEC) and the Trade Promotion Coordinating
Committee (TPCC, a Commerce-led group of 17
trade-focused USG agencies) should note and
address in a more focused, aggressive fashion.
Further, we strongly recommend that the PEC,
TPCC and other relevant groups consider sponsoring
a summit in Washington, D.C., with a theme
covering America’s competitiveness in China in
the next ten years. This would serve to evaluate
the U.S. Government’s and the Chamber’s overall
effectiveness in supporting American commercial
interests in China and suggest ways to address future
challenges. The Chamber believes that the challenges
our members will face in China over the next decade
will be no less daunting than those encountered
in the previous ten years. Many of these new
challenges will differ in scope and character from
those previously encountered, demanding new and
innovative export and commercial promotion efforts.

Public-private partnerships increasingly play a
supporting role to American companies of all sizes in
China. This is especially true in China’s second- and
third-tier cities where the U.S. Government has little
or no presence. Programs sponsored by individual
U.S. states have grown tremendously in China and
now number around 30, representing perhaps the
largest contingency of such U.S. programs in any
one country outside the U.S. Industry groups and
associations, universities and other groups have
also taken a more active role in representing their
constituencies in China. The Chamber applauds
and further encourages all of these efforts. These
programs work best when all U.S. Government
export-promotion activities in China, be they
embassy, consular or a combination of public- and
private-sector managed, are well-funded, adequately
supported and coordinated. n

Recommendations

« Fully fund the USFCS budget for FY0o8 and
enable USFCS posts to expand to Wuhan and
to the sites of any future new U.S. consulates
in China.

« Increase funding and support for TDA, fund
MDCP for FY08 and evaluate opportunities
for expanding exports to China with
public-private partnerships such as with
associations, industry groups and states.

« Sponsor a summit in Washington, D.C. on
America’s competitiveness in China in the
next ten years, with the aim of evaluating
how well American commercial interests in
China are supported and suggest ways to
address future challenges.

U.S.-China Aviation Cooperation
Program

U.S.-China Aviation Cooperation Program
(ACP) is a public-private partnership
between the USTDA, the U.S. Federal
Aviation Administration (FAA), the General
Administration of Civil Aviation of China
(CAAC) and private stakeholders in the U.S.
aviation industry. It was created to engage
the CAAC through training on priority
development projects.

USTDA has provided funding for Phases I, 11
and 111 of the ACP. A US$500,000 USTDA
grant helped launch ACP Phase I, carried out
in 2004 and 2005, which included operational
and management training, aircraft certification
assessment and technical assistance on air
traffic flow management and collaborative
decision-making for CAAC officials. ACP Phase
I, carried out in 2005 and 2006, focused on
aircraft certification and managerial training
and was funded by a US$1.27 million USTDA
grant and matching ACP member funds
totaling US$2.3 million. ACP Phase 111 will be
carried out during 2007 and 2008. A US$1.69
million USTDA grant was awarded in 2007 to
support this phase of the technical cooperation
initiative. The Phase 11l program includes
technical and managerial training, technical
assistance on aircraft continued airworthiness,
maintainability and certification training,
market assessment of the regional and general
aviation in China and the preliminary study of
an Air Traffic Flow Management System for
China.
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Export Controls

trade and national security concerns when

formulating effective export control policies.
Continual review and updating of export control levels
and licensing policies is essential for an effective
export control system, especially in China, given its
rapid economic and industrial development. Controls
on American export items that are widely available in
the Chinese marketplace from Chinese and non-U.S.
companies undermine U.S. competitiveness by
reducing the ability of U.S. industry to compete. Such
controls unfairly alter the terms of trade in favor of
other countries at the expense of U.S. companies,
undermining economic growth and U.S. economic
security. Export control regulations based on a
clear and current understanding of the market and
of China’s technological realities requires ongoing
market assessments and more on-the-ground U.S.
government resources, which today are inadequate.

P olicymakers face a great challenge in balancing

Significant Developments

In June 2007, the Bureau of Industry and Security
(BIS) of the U.S. Department of Commerce released
the final version of its China dual-use export
regulations. Known as the new China Rule, it was
intended to clarify U.S. export control policy toward
China. The draft rule was first published in July
2006, followed by a public comment period and a U.S.
Government inter-agency review process. AmCham
commends BIS for its industry outreach and positive
engagement with the chamber throughout the
formulation of the rule. AmCham hopes that in the
spirit of industry and governmental cooperation,
the U.S. Government will continue its outreach and
collaborative efforts.

Among other provisions, the new China Rule
required licenses for 31 additional items if intended
for a defined “military-end use.” AmCham requests
that the U.S. Government continues to review and
update these license requirements with the goal of
increasing legitimate commercial trade, enhancing
national security and ensuring export control levels
reflect market realities. An effective and complete
U.S. export control regime should take into account
the cost-benefit analysis of overly restrictive controls

on U.S. economic competitiveness, a key component
for a robust defense-industrial base. Relative to
our foreign competitors, U.S. export controls are
tougher and severely limit our ability to compete in
China. While we recognize the strategic importance
of restricting exports of certain types of products to
China, it is also important to ensure that the net is
not being cast too widely so as to include goods that
are not sensitive.

As part of the broader new China Rule, BIS also
introduced an innovative new Validated End-User
(VEU) Program to lift certain license requirements
on exports to Chinese companies having a track
record of responsible compliance with U.S.
licensing requirements. Under this program,
verified companies can receive shipments of certain
items without individual export licenses. The VEU
program brings positive benefits to the U.S.-China
trade relationship by creating a more predictable
business environment for manufacturers and
suppliers, expediting the export process, rewarding
VEU companies with good corporate governance
and a demonstrated commitment to compliance
and enhancing the global competitiveness of U.S.
businesses. AmCham supports the VEU and believes
it represents a positive step toward enhancing U.S.-
China civilian trade in high technology.

Specific Issues

AmCham acknowledges that a large percentage of
dual-use products are approved for export by the U.S.
Department of Commerce. AmCham notes, however,
that misperceptions about the breadth and depth
of U.S. export controls in China further intensify
the challenges facing U.S. industry. The material
damage to U.S. exporters often results from Chinese
purchasers’ misperceptions about how licensed and
unlicensed trade is defined. Many Chinese companies
are reluctant to buy U.S. products because they don’t
understand the scope of U.S. export controls and are
uncertain about licensing procedures that threaten to
disrupt business operations and global supply chains.

AmCham can cite numerous examples in which
U.S. companies were eliminated from bidding
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procedures because Chinese purchasers were
overwhelmed by U.S. export licensing requirements.
In such cases it can be easier for buyers to go
elsewhere than to navigate potential problems with
licensing requirements. This “chilling effect” drives
Chinese customers to non-U.S. companies in China
and abroad. AmCham believes that a complete
export controls system not only controls sensitive
technologies, but also encourages the sale and export
of less sensitive technologies by supporting funding,
education and training for U.S. exporters and their
foreign customers.

AmCham continues to emphasize that export
control regulations in certain areas do not reflect
the reality of what is available in the Chinese
market. Neither U.S. economic interests nor U.S.
national security are well-served by controls that
do not consistently acknowledge current Chinese
domestic capabilities and foreign availability in
many sectors. A clear delineation between what is
already indigenously available in China and what is
new and significant technology is a fundamental and
necessary component for the promotion of legitimate
commercial end-use trade. -

Recommendations

For the U.S. Government

» Base export controls on an improved and
balanced assessment of benefits to national
security against the damage done to U.S.
companies, especially those essential to
supporting the U.S. defense-industrial base
and economic security.

« Continue consultation with private industry
for input on the control-list based on
dynamic market changes.

» Allocate more on-the-ground resources,
beyond pre- and post-shipments, to gather
and assess information for up-to-date
Chinese domestic technological capability
and foreign availability.

 Continue to work in the context of the JCCT
High-Technology and Strategic Trade
Working Group to promote responsible
civilian (non-controlled) trade in high-
technology products.

« Support funding, education and training for
U.S. exporters and their Chinese customers

to address misperceptions relating to the
scope of U.S. export controls.

For the Chinese Government

« Support and promote a better understanding
of the VEU program to Chinese companies
while building on its positive foundation.

« Facilitate the separation of commercial from
military entities to support the transparency
and competitiveness of Chinese commercial
enterprises.
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Human Resources

uman resource issues are consistently cited
H among the top challenges facing foreign
companies doing business in China. They
affect China’s ability to continue its economic
reforms and maintain a competitive advantage in the

global economy. AmCham'’s concerns about human
resources center on three fronts:

« A labor market in which it is increasingly difficult
to attract, retain and motivate high quality talent
to meet business needs.

e The promulgation of the new Labor Contract Law
in January 2008 without sufficient guidelines
for implementation. This has made it difficult for
companies operating in China to appropriately
adjust company policies in a way that is both fair
to employees and serves the legitimate needs of
companies for maintaining management control
and business development policies.
AmCham acknowledges and supports worker
rights in China, including the right of employees
to organize, join and participate in trade unions as
recognized by both Chinese law and International
Labor Organization conventions. To protect the
lawful rights of employees, employers and trade
unions, we further believe that the labor laws and
regulations should be implemented and enforced
in a consistent and uniform manner on a national
basis.

We are pleased to have had the opportunity to
work with the Chinese Government in addressing
these issues and request the opportunity for a
full review and discussion of the issues and our
recommendations, as outlined below.

Significant Developments

The Chinese Government has made significant efforts
to increase the quality of skilled labor in China. Over
the next two decades, the skilled labor supply—those
individuals with a bachelor’s degree or above—is
expected to increase by an average of 2.4 percent
to a total of 45 million. This is due to investment in
post-secondary education as well as an increased
population of workers of that age. The total number
of skilled laborers will exceed that of the U.S. by 2020
(See Figure 20).

In spite of these developments, serious challenges
remain. Both foreign-invested enterprises (FIES)
and domestic companies are finding it difficult to fill
and retain both technical and managerial positions.
Information on voluntary turnover illustrates the
challenges faced by companies operating in China
today. According to Hewitt Associates, employee
turnover averages 14.7 percent in China, with some
functions, industries and geographies experiencing
turnover in excess of 17 percent, representing a
significant business challenge (See Figure 21, page
47).

In fact, staff turnover rates and average salary
increase rates (nominally and as a proportion of total
payroll) are higher in China than nearly any other
place in Asia.

The dynamic talent environment in China is primarily
due to three reasons:

« There is an increased demand for talent from both
FIEs and domestic companies.

« There is a mismatch between what employers need
and the skills that Chinese graduates possess.

« Talent mobility in China is significantly restricted
by the hukou (household registration) system.

Demand for Talent

The rapid growth of the economy, the increase in
FIEs in China and reform of state-owned enterprises
all place high demand pressure on the labor market.
An average 40,000 new FIEs have entered China in
each of the last four years. In addition, many FIEs
currently in China are expanding their operations.
At the same time, Chinese domestic companies are
globalizing and transforming their management
practices, increasing the demand for qualified talent.
There is no indication that the supply gap will close
in the near future, and it is expected that fierce
competition for talent will continue.

Supply of Qualified Talent

In addition to an increase in demand for quality
talent, severe shortages of experienced talent and
qualified university graduates place a burden on both
private and public companies.
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« According to estimates from the Ministry of
Labor and Social Security, of the 4.16 million
graduates in 2006, 1.24 million lack the specific
qualifications required for today’s job market.
McKinsey Global Institute suggests that Chinese
domestic enterprises will need 75,000 qualified
leaders in the coming years, while today there are
only 5,000 that meet the requirements of a global
business.

For FIEs as a whole in China, the nature of
business has trended from low-end manufacturing
increasingly to research and development, more
sophisticated manufacturing processes operating
in global networks, financial analysis, high-tech
industries and service-oriented work. As many
foreign companies integrate their China business
into their global operations, they are expecting
their Chinese colleagues to work collaboratively
across boundaries, speak fluent English and have
an international mindset when approaching
problems.

The characteristics of China’s educational system
contribute to the lack of qualified talent. In spite of
efforts on the part of the Chinese Government to
increase investment and raise standards in education,
the country’s schools still favor rote memorization
versus practical application. This method of
learning does not translate well to daily operational
communication, especially in today’s complex, global
multi-cultural organizations.

Another challenge is that there are relatively
few business-university partnerships, including
compulsory internships, within the university
curricula. This leads to graduates with very strong
theoretical skills, but with little work experience or
ability to apply learned skills. Companies have to
invest significantly in training and development to
bring new hires up to par with their peers in other
countries.

Talent Mobility

Relatively low talent mobility in China affects the
talent market significantly. Although the Chinese
Government has significantly loosened the hukou
policy in recent years, the current policy in large
cities such as Beijing and Shanghai still hinders the
ability to source top talent without regard to location
across the PRC. FIEs operating in China tend to be
focused in a few concentrated areas in coastal cities.
However, the distribution of Chinese universities
across China does not correspond to the talent needs

in specific provinces. As a result, hukou restrictions
hinder qualified graduates from moving to companies
in other provinces where their skills are needed.
This is especially true for FIEs, which have few
mechanisms available to enable hukou transfers. In
addition, the lack of portability between cities creates
an unnecessary burden for employees and employers
and discourages employee mobility.

Recommendations

AmCham encourages the Chinese
Government to consider the following steps,
which will assist both FIEs and domestic
companies in managing the specific
challenges of the China labor market:

« Begin steps to reform the education system
to encourage greater creative thinking,
problem solving and teamwork. Courses
should emphasize curricula that are
more project-based and that encourage
collaborative learning, which are vital skills
in the workplace.

+ Reduce emphasis on one standardized
college entrance examination and focus more
on assessing individuals based on various
abilities and skills that are applicable to the
workplace. This includes team problem-
solving, practical innovation and public
service.

» Re-evaluate the “985 Project” and “211
Project” aimed at strengthening the top
universities and improving the curricula
in order to propel the top universities to
world class institutions in the next 10-20
years. Although we support the Chinese
Government’s efforts to increase investment
and standards in post-secondary education,
these projects should include more
cooperation and input from the business
community to help ensure that students are
learning the skills required to succeed in the
labor market.

« Relax hukou restrictions for qualified
technical or managerial candidates and
consider expanding the “Blue Stamp” system
to other areas in China beyond Shanghai and
Shenzhen.
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Staff Voluntary Turnover Rate 2007 (by job level)
2007 E R T EFHHIRE (BRIEER)

Beijing Shanghai M Guangzhou M Shenzhen
% L M 3]
13.4%
Overall 14.7%
K 15.5%
17.4%
13.4%
General Staff 17.0%
L®AT 15.2%
13.8%
13.9%
Pro. 16.8%
FVAR 17.7%
15.8%
11.7%
Sup/Sr. Pro. 13.3%
X, ARE 13.9%
BAR 18.5%
11.4%
Mid. Mgt. 12.4%
11.5%
16.5%
Top Mgt. 8.7%
BEEEAR 8.0%
9.7%
Source: Hewitt Associates 21
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of an employee representative congress) in your organization?
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Labor Contract Law

On June 29, 2007, the Standing Committee of the
National People’s Congress passed the landmark
Labor Contract Law, which went into effect on
January 1, 2008. This law was the subject of a
long and intense debate, and AmCham thanks the
National People’s Congress for the opportunity to
comment on it in draft. The law will have a significant
impact on employment relations when it comes into
effect (See Figure 22, page 47).

AmCham supports the main emphasis of the law
to protect employees’ interests and standardize
employer rules. However, as of this writing, there are
many details regarding the implementation of the
law which remain unclear. This has resulted in a high
degree of confusion and sometimes inaction on the
part of foreign companies in China in implementing
the law.

Recommendations

AmCham encourages the Chinese
Government to release implementation
guidelines for the Labor Contract Law
quickly and ensure that the guidelines are
comprehensive enough to allow for quick
implementation of the law. The key points in
need of clarification are:

« Article 4 of the law requires companies to
communicate work rules and procedures as
part of a “democratic process” before new
procedures can be implemented, but the law
doesn’t specify what type of communication
meets the definition, nor what level of detail
is required or which specific policies need to
be communicated.

Currently, the law only suggests that

an employee representative group be

“consulted” through a “democratic process”

when implementing work rules. More

explanation is necessary about the process to
follow if an employee representative group
disagrees with a certain policy.

» Currently, the law suggests that in order
to enforce a non-compete clause in an
employee’s contract the company must
compensate the employee during the terms
of the non-compete clause. However, there
needs to be guidance on the amount of

compensation required to enforce a non-
compete clause in an employee’s contract.

« There is an urgent need for each provincial
government to review the current provincial
rules of labor contracts and bring them in
line with the new national Labor Contract
Law.

e The law lacks clarity surrounding the
future role of labor dispatch agencies
and temporary, seasonal and part-time
workers. These uncertainties, along with
other rules under Section 2 of Chapter
5 that are specifically dedicated to labor
dispatching, have the potential — depending
upon the implementing rules definition
— to significantly restrict flexibility and
substantially increase costs for companies.

Rise of Union Activities in China

AmCham believes that all firms competing in China
should protect workers’ rights equally. The vast
majority of American companies in China make
great efforts to have positive work environments and
maintain amiable relations with their employees. In
addition, the workplace rules and practices for the
majority of American companies provide significant
protection of worker rights. (See Figure 23.)

We hope to develop positive and productive
relationships with unions in China. We urge the
Chinese Government to:

« Clarify the role of unions in consulting on policies
related to employment.

« Clarify the role of unions compared with that of the
Employee Representative Council.

» Consolidate unions for companies that have
various offices and entities in China.

» Clarify the detailed implementation of the
collective bargaining process, roles and
responsibilities of various parties. =
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Transparency

committed to improving nationwide transparency

with respect to “all laws, regulations and other
measures pertaining to or affecting trade in goods,
services, Trade-Related Aspects of Intellectual
Property Rights (TRIPS) or the control of foreign
exchange.” These commitments were tailored
to match the unique conditions and challenges
of the Chinese markets. Yet despite some recent
improvements, lack of transparency in China’s
legislative, regulatory and judicial procedures
remains a substantial concern for American
companies operating in China.

I n its accession agreement to the WTO, China

Lack of transparency stems from a combination of
issues related to both institutions and practices.
Chinese laws and administrative regulations tend to
be broadly drafted and confer substantial discretion
on administrative authorities. Chinese administrative
authorities are rarely required to detail reasons
for their decisions in writing. Furthermore, few
administrative rulings or judicial opinions are
made public, and administrative authorities are
often reluctant to give prospective guidance on the
requirements of specific measures or the legality of
proposed courses of action. Consequently, it is often
very difficult for companies operating in China to
determine how best to comply with applicable laws
and regulations.

Transparency is not solely a concern of foreign
companies; Chinese companies and consumers would
likewise benefit from greater transparency in China’s
legislative, administrative and judicial procedures.
Lack of transparency costs China investment,
jobs and innovation. Transparency strengthens
confidence in the predictability and certainty of
the regulatory and legal framework, thus enabling
investors, firms and individuals to more efficiently
determine the requirements of laws and regulations
and meet the needs of the marketplace. Uncertainty
and opacity raise the costs of doing business in
China and needlessly deter companies from pursuing
productive, beneficial activities.

Moreover, intensifying efforts to promote
transparency would advance several of the central
government’s other priorities. More transparent
and predictable regulations will encourage greater

domestic investment in innovation in China.
Requiring more transparent administrative
processes will also help combat corruption and
local protectionism. Similarly, greater transparency
should encourage more uniform interpretations and
applications of specific rules throughout the country.

AmCham recognizes and applauds steps that have
been taken to promote transparency in recent
years. Some major laws, such as the Labor Contract
Law and the Antimonopoly Law, were subject
to substantial and meaningful public comment,
leading to better final texts, and the Ministry of
Commerce has published a number of measures
related to foreign investment in its official gazette.
Nevertheless, several measures could substantially
improve transparency for the benefit of Chinese and
foreign companies alike.

Enforcement of Unpublished Measures

The WTO Accession Protocol provides that “only
those laws, regulations and other measures pertaining
to or affecting trade in goods, services, TRIPS or the
control of foreign exchange that are published and
readily available to other WTO members, individuals
and enterprises, shall be enforced.” Although there
has been substantial improvement in this area, some
foreign firms still encounter policies disseminated
and enforced on the strength of internal measures
which are not published. Although such internal
policies may play an important role in sensitive areas,
such as law enforcement, they are generally counter-
productive in the context of commercial regulations.
Continued reliance on neibu (internal) measures is
inconsistent with the spirit and, in some cases, the
letter, of China’s WTO commitments.

Centralized Journal and Public Comment

The Accession Protocol provides that “China shall
establish or designate an official journal dedicated
to the publication of all laws, regulations and
other measures” and that “China shall publish this
journal on a regular basis and make copies of all
issues of this journal readily available to individuals
and enterprises.” AmCham believes that this is an
excellent goal.
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Centralized journals in other jurisdictions, such as
the European Union’s Official Journal and the United
States’ Federal Register, have proven extremely
successful in promoting among companies and
individuals awareness of proposed measures that
might affect their interests and allow them to comply
with newly published regulations.

Progress in this area has been limited in China when
compared with the EU, U.S. and similar markets. The
Ministry of Commerce publishes some measures in
the China Foreign Trade and Economic Cooperation
Gazette and other central government ministries,
as well as regional and local governments, have
published measures in advance through separate
outlets. However, the Chinese Government has yet
to establish a centralized outlet through which all
measures affecting trade in goods, services, foreign
exchange and intellectual property rights can be
routinely and frequently published.

Moreover, the Chinese Government has yet to
implement uniform nationwide procedures for
advance publication of proposed measures with
a reasonable period allowed for public comment.
Significantly, advance notice and public comment
in rulemaking benefits governmental authorities as
much as it benefits the individuals and companies
subject to a new measure. Public comments
often uncover latent ambiguities or unintended
consequences of proposed regulations (including
interactions with other measures implemented
by other government authorities). Even if the
administrative authorities do not adopt the
recommendations of public commentators, the
regulators benefit by better anticipating future
challenges in the implementation of the new
measures. Consequently, it is in the government’s
best interests to provide meaningful opportunities
for the interested parties in the general public to
comment on proposed measures.

Unfortunately, China continues to issue many laws
and regulations without any advance public comment
period. In some instances, the time allotted for public
comment has been extremely brief, ranging from one
week to ten days. Such brief periods are too short for
companies to evaluate thoroughly proposed measures
and provide the government with useful comments.
Moreover, in some cases authorities have reportedly
selected a few specific individuals or companies to
comment on proposed measures privately rather
than solicit comments from the public as a whole.

AmCham encourages the Chinese Government to
work towards the establishment of a centralized,
official journal, and to formulate consistent
procedures for advance notice and public comment
on proposed laws and regulations.

Transparent Administrative & Judicial
Procedures

AmCham understands that the Administrative
Procedure Law has been on the National People’s
Congress’s legislative agenda for several years. The
Administrative Procedure Law may provide the
foundation for new rules for promoting transparency
in the drafting, interpretation and enforcement
of new measures by administrative agencies. The
U.S. experience under the U.S. Administrative
Procedure Act (APA) may prove useful in developing
this law. Transparency could be improved through
measures governing the maintenance of formal
files on specific matters (such as applications or
investigations), formal opportunities for interested
parties to voice their views, requirements for written
explanations of administrative decisions, publication
of decisions, confidentiality of sensitive commercial
information and meaningful opportunities to appeal
administrative decisions. The Chamber hopes that
new initiatives such as the Administrative Procedure
Law will address these concerns.

Similarly, measures to encourage the publication
of judicial opinions would also promote the
transparency, predictability and credibility of
the Chinese courts and thus encourage further
investment and innovation within China. m

Recommendations

« End the enforcement and implementation of
unpublished measures.

« Establish a centralized official journal for the
publication of proposed measures and final
measures enacted by all ministries and other
governmental organizations.

« Implement consistent procedures for the
advance publication of proposed measures
with sufficient comment periods to allow
meaningful input from all interested parties.

« Accelerate the drafting and finalizing of the
Administrative Procedure Law to promote
transparency in administrative and judicial
procedures.
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Intellectual Property Rights (IPR) Protection

he Chinese Government continues to

I implement programs and policies that indicate

it is increasingly serious about bringing IPR

protection to the Chinese market. Over the past

year, the Chinese government has intensified its IPR

protection programs within China. Through a series

of educational programs and initiatives, IPR concepts

continue to gain familiarity in the marketplace and
with the consumer.

Since December 2006, the Chinese government
has expanded the “100-Day Campaign on Piracy”
into a program called “Fight Piracy Every Day.” The
goal of the program is to intensify the crackdown
on the piracy of audio and video products as well as
computer software. In the first four months of 2007,
Chinese authorities confiscated 49 million illegal
books, periodicals and audio-visual products. In July
2007, the Ministry of Public Security (MPS) and
the local Public Security Bureau (PSB) conducted
“Operation Summer Solstice” in collaboration
with the FBI in Southern China. This resulted in
a crackdown on an international counterfeiting
network and the largest seizure of high-end
counterfeit software in China’s history.

In August 2007, the National Copyright
Administration (NCA), the MPS and the Ministry of
the Information Industry (MIl) launched a three-
month nationwide campaign against online piracy.
The campaign’s goals included closing down illegal
websites and punishing violators that infringe upon
IPR; investigating internet cafes to punish those
who download and distribute illegal content; and
establishing a long-term supervision mechanism for
professional portals engaging in businesses related to
film, music, software and books.

The Chinese court system also demonstrated
noticeable growth and an expanded impact on IPR
enforcement in 2007. Out of a total of 77,463 IPR
cases that went to trial in 2007, 74,200 have been
decided. Of the 16,439 IPR case appeals in 2007,
15,988 have already been ruled on. Resolution of IPR
disputes through settlement has also become more
efficient, increasing from 47.45 percent in 2001 to
55.48 percent in 2007.

The international community acknowledged the
progress made by China in developing an effective
IPR enforcement regime. In 2007, the World
Customs Organization (WCO) praised China Customs
and awarded it the “Anti-counterfeiting & Piracy
Special Contribution Award” for its outstanding
contributions in the field of IPR protection. The WCO
also recognized 15 “Outstanding Customs Officials.”
During the first three quarters of 2007, China
Customs enforced 1,914 cases of IPR infringement
in import and export, involving about RMB230
million in goods. In addition, in July 2007 the Global
Anti-Counterfeiting Group (GACG), a UK-based
anti-counterfeiting organization of professional
IP associations, recognized the Economic Crime
Investigation Department of the MPS for its efforts
to strengthen criminal IP enforcement. The GACG
had previously commended Chinese Customs for its
border IP enforcement efforts in 2006.

A continued surge in patent application filings
with China’s State Intellectual Property Office
(SIPO) demonstrates that both Chinese and foreign
companies are embracing these IPR developments.
In 2005, SIPO became the third busiest office (after
Japan and the United States) with 173,327 invention
patent filings. The number of invention patent filings
reached 217,929 in the first 11 months of 2007,
exceeding the full-year total of 210,490 in 2006.

China’s IPR protection improvements did not
go unnoticed by U.S. companies. More than half
of respondents to the “2008 Business Climate
Survey” indicated IPR enforcement had improved
in China. Meanwhile, 47 percent indicated it had
stayed the same, while only 2 percent indicated it
had deteriorated (Figure 24). For those companies
experienced with IPR public security enforcement,
32 percent indicated public security had improved,
66 percent indicated it had remained the same and
two percent said it had deteriorated (Figure 25, page
57). Likewise, for those companies experienced with
Chinese customs enforcement of IPR, 27 percent
indicated customs IPR enforcement had improved, 71
percent indicated it had remained the same and two
percent indicated it had deteriorated (Figure 26, page
57).
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IPR Report/Complaint/Service Centers
(“Complaint Centers”)

From their establishment in 2006 through the end of
July 2007, the 50 Complaint Centers set up in cities
across China received 2,464 IPR complaints and
provided more than 70,000 instances of consulting
services to IPR owners or other members of the
public. Of the complaints, enforcement departments
handled and resolved 1,006.

To further expand and simplify the process,
the Complaint Centers established a special
hotline (12312). The hotline aims to strengthen
communication with enterprises, coordinate
enforcement and process monitoring, and further
promote the link between administrative and
criminal enforcement. In addition, Complaint
Centers were established at large-scale exhibitions
during the past year to strengthen IPR protection at
these events. Lawyers have been assigned as legal
counsel in the Complaint Centers to provide legal
training and offer assistance with the consulting
services. The Complaint Centers also serve as a cost-
effective avenue for the general public to report stores
and street vendors who sell counterfeit goods, pirated
audio-visual products and software.

In 2007, the Complaint Centers served as an effective
conduit for IPR owners to pass along complaints to
various levels of the State Administration of Industry
and Commerce (SAIC), the NCA, and Chinese
Customs. The Complaint Centers also kept track of
IPR complaint statistics and provided legal advice
to the public. Nevertheless, there needs to be a
strengthening of collaboration between the Complaint
Centers and law enforcement agencies. AmCham
urges the Complaint Centers to become more
proactive about handling cases. Currently they only
assign cases among the many different departments,
but we believe it would be advantageous for them
also to coordinate the cases in an oversight capacity.

In addition, in 2007 China’s NCA set up an Anti-
Piracy Impeachment Center for reporting piracy
infringement using a hotline. Individuals and
enterprises are encouraged to report or assist in the
investigation and punishment of piracy infringement
cases through this hotline and can receive monetary
awards of up to RMB100,000.

Copyright

China has taken active steps to improve copyright

protection and enforcement over the past year but
criminal enforcement is still not sufficient to change
the overall IPR protection environment, including
copyrights.

Traditional Chinese legal doctrine places IPR
infringement in the category of “violations of the
socialist market economic order” rather than
“property” crimes. In effect, this allows infringers
to steal from those who innovate while at the same
time reducing inventors’ incentives. For example,
a counterfeiting case having illegal gains of less
than RMB50,000 is not viewed as a serious enough
violation of “the socialist market economic order.”

On April 5, 2007, the Supreme People’s Court and the
Supreme People’s Procuratorate jointly promulgated
a judicial interpretation lowering the minimum
threshold value for copyright criminal lawsuits and
clarifying several definitions such as “duplication
and/or distribution” of products infringing other’s
copyright. These acts may now be subject to
criminal punishment. China fully adopted the World
Intellectual Property Organization (WIPO) Copyright
Treaty and the WIPO Performances and Phonograms
Treaty formally on June 9, 2007. However, products
especially vulnerable to piracy, such as foreign books,
software, movies and music products are still readily
available in China through wholesale markets,
street stores and on internet websites. The status
quo of rampant copyright piracy indicates that the
Chinese government’s measures or activities remain
inadequate.

On April 2, 2007, the U.S. government filed two
trade disputes against China through the WTO
on copyright piracy and restrictions on the sale of
American books, music and movies. By the end
of 2007, the two governments had concluded two
rounds of negotiations.

AmCham views it as regrettable that China has thus
far refused to accede to a call by the U.S. to convene
a WTO dispute panel. In October 2007, Australia’s
Trade Minister publicly expressed that, as a third
party to the U.S.-China IPR WTO dispute, Australia
will attend the investigation held by the WTO.

China is encouraging, and comprehensively carrying
out, a policy of “self-reliant innovation” nationwide.
Higher levels of IPR protection will clearly be helpful
to establish a more open, fair and competitive market
environment in China and ultimately support such
“self-reliant innovation.” Therefore, this is a critical
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time for China to work toward a mutually beneficial
agreement with the U.S. through bilateral discussions.

Trademark

The year 2007 marks the 25th anniversary of the
promulgation of the current Trademark Law in China.
Over the past two and a half decades, the Chinese
government has gone to great lengths to construct
a trademark filing and protection mechanism,
strengthen measures for enforcement, and establish
the necessary procedures for legal relief available
to resolve trademark disputes. Along with the rapid
development of the Chinese market and economy,
the number of trademark filings has increased at an
accelerated rate. China’s Trademark Office has been
the busiest in the world for the last several years.
In spite of that remarkable progress, there are still
some outstanding issues worthy of attention and
improvement.

The current pendency period for trademark
applications is approximately two to three years,
considerably longer than the worldwide average. The
China Trademark Office (CTO) has made repeated
attempts to decrease this, but it is crucial that the
CTO continue to work to speed the process for
trademark filings.

Trademark enforcement is another issue that deeply
affects the rights of a trademark owner as well as the
image of the Chinese government. China’s Action Plan
on IPR Protection 2007 demonstrates the Chinese
Government’s continuing efforts on, and attention
to, trademark enforcement. Nominally dedicated
campaigns and day-to-day enforcement alone are not
enough to prevent trademark infringement because
repeat offenders are becoming increasingly more
sophisticated in evading enforcement raids by local
AIC officials.

In 2007, the CTO further strengthened protection
for well-known trademarks. As of the end of 2007,
the CTO recognized 197 well-known trademarks in
administrative enforcement, trademark opposition
and trademark disputes. AmCham notes this and
welcomes the Supreme People’s Court’s 2006
circulated notification requesting that local courts
deliver relevant files and documents concerning
well-known trademark status determination for
recordation.

The Chinese Trademark Law was promulgated
in August 1982 and revised in 1993 and 2001 to

meet TRIPS requirements. The current draft Third
Amendment to the Trademark Law is far more
comprehensive than the 2001 revised version,
proposing 150 articles for the Trademark Law, a
substantial increase from the 64 currently included
in the Law.

The Third Amendment is primarily focused on
helping to expedite the trademark registration
process and strengthen trademark protection.
While there are many positive changes in the draft
Third Amendment, it also creates certain obstacles
for trademark protection, some of which may be
counterproductive to efforts to provide for effective
trademark protection. For example, the draft Third
Amendment:

» Creates unreasonable requirements for filing
trademark infringement complaints by requiring
them to be in written form and indicate the name
of infringer.

» Gives the AIC the flexibility to decide whether
or not to confiscate or destroy infringing goods.
It only directs the AIC to remove the infringing
trademark labels from the goods without
confiscating them.

« Calculates the illegal operation amount based on
either the price labeled on the infringing goods or
the verified sale price of the infringing goods.

AmCham jointly submitted a position paper with
the U.S. Chamber of Commerce last November
and will continuously provide comments to the
SAIC, the State Council Legislative Affairs Office
and the National People’s Congress throughout the
amendment process.

Patent

A patent essentially is a time-limited right to exclude
others from exploiting innovation without consent
of the creator or owner. The right to intellectual
property is an essential incentive to foster and reward
innovation that allows the use and propagation of
technology through licensing. Accordingly, a patent’s
value requires a degree of certainty that others will
be excluded from using the design. This means it
is critical to provide a legal basis for recovering
infringement damages. Without an enforcement
process securing the value of the exclusionary right, a
patent has no real value.

One problem with the current enforcement of
Chinese patents is that many patent infringement
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judgments are based on the results of judicial
appraisals, with little or no consistency. Appraisals
differ greatly from one institution to the next.
In addition, the requirements and practices for
preliminary injunctions vary greatly from court to
court. As a result, the already difficult analysis of
predicting the likelihood of success when seeking an
injunction is made even more difficult.

There also continue to be problems with the rules
of evidence. In Chinese patent litigation, there is
no discovery process equivalent to that in the U.S.
Therefore, it is almost impossible for a plaintiff to
request necessary and relevant evidence, such as the
defendant’s financial information. Without financial
information regarding the defendant’s gains from
the infringement, the plaintiff cannot reasonably
assess and prove the amount of actual damages and
often receives a fixed amount for damages between
RMB5,000 and RMB300,000.

In anticipation of further improvements in IPR
enforcement, foreign and domestic enterprises have
increased the number of patent application filings,
thus increasing the workload of SIPO and placing
renewed emphasis on clarifying ambiguous portions
of the patent law. In that regard, there is the ongoing
development of the Third Amendment to the Patent
Law.

After the second draft of the Third Amendment to
the Chinese Patent Law was submitted to the State
Council’s Legislative Affairs Office (SCLAO) in March
2007, AmCham and other foreign entities continued
their active participation in providing comments on
the draft. Last October, SCLAO held an international
conference seeking further comments from foreign
experts and industry on the China Patent Law
revisions industry. The mere fact of so much ongoing
participation by foreign entities in the legislative
process demonstrates encouraging and significant
progress towards greater legislative transparency.

In particular, it is encouraging that SCLAO is
considering including a clause that will allow
the patentee to appeal when an application for
compulsory license is filed by another party. It would
also provide that a decision granting compulsory
license shall not be enforced when the patentee has
filed an appeal that remains pending.

Additionally, AmCham notes that SIPO has made
good progress in patent prosecution pendency. SIPO
reduced the average prosecution pendency period

from 36 months in 2002 to 22 months in 2007, and
the average period for patent re-examination and
invalidation cases from 48 months to 14 months and
12 months, respectively. This progress substantially
eliminates backlog and demonstrates improved
examination efficiency.

Nevertheless, there are still concerns over the low
quality of patents, particularly in the IT field. Current
patent protection available for computers that execute
software (apparatus claims) or methods for operating
computers using software (process claims) cannot
provide sufficient protection for software-related
inventions. Amendment of the Patent Examination
Guidelines to accept computer readable media claims
or programs (program product claims) that cause
a computer to implement an innovative process is
needed and will help encourage local companies to
create novel software. For example, the majority
of semiconductor devices used in internet protocol
applications contain such software. Creation of an
indigenous innovative design and production capability
mandates that protection of the software placed on
such chips be addressed within the patent law.

Utility model and design patents are being filed at
a very high rate resulting, in part, from attempts
to measure innovation by counting the number of
patents. Unlike invention patents, these are easy to
get and can be granted quickly because there is no
substantive examination. However, like invention
patents (which are substantively examined), they
are hard to invalidate even though they have not
been tested against the patentability requirements
by substantive examination. The lack of substantive
examination has allowed these utility model and
design patents to be misused by some individuals and
entities that rely on the difficulty of invalidation to
gain an unfair business advantage.

In some cases, utility models and/or design patents
were actually copied entirely out of a competitor’s
foreign patent or publications. The current patent
system provides no remedy in the case of such
bad faith and fraudulent filings, thus an invention
affidavit or inventorship declaration mechanism
similar to that in the U.S. patent system should be
established to penalize fraudulent acts against SIPO
and the public interest. Such a mechanism is even
more important in a first-to-file country like China.

AmCham jointly submitted a position paper with the
U.S. Chamber of Commerce on the Third Amendment
and will continue to provide comments to the State
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Council Legislative Affairs Office and the National
People’s Congress as this Amendment makes its way
through the legislative process.

The Internet

With the development of computer networking in
China, online infringement is growing rapidly. As of
this writing, the total number of online infringement
cases filed in the Beijing First Intermediate Court
totals 298 since the first online infringement case was
brought to court in 1999.

AmCham welcomed China’s adoption of the WIPO
Copyright Treaty and the WIPO Performances and
Phonograms Treaty in June 2007. We believe, however,
that it is necessary to address some problems in the
current laws and related regulations. For example, there
are many websites that provide download services to the
public for large quantities of music, lyrics, movies and
software. More than 50 percent of these downloads are
illegal. Some Chinese search engine websites help the
public access links to these sites.

In practice, the only liability of the Internet
Information Providers (IMPs)—the individual
websites—is a failure to delete the links when they
receive a notification from the owner of the IP
right and become fully aware that their site links to
products that violate copyright infringement laws.
Although the number of illegal downloads on these
websites is huge and the IMPs continue to provide
illegal downloads, the law remains unclear as to what
meets the standard of the law as being “fully aware of
or should know that any of the works, performance
or audio-visual product it has linked to constitutes
infringement.” This makes it difficult to subject such
websites to infringement liability.

The same unclear definition quoted above also
applies to e-commerce websites with illegal
products. To address this problem, the Ministry of
Commerce issued “Guiding Opinions of the Ministry
of Commerce on Online Trading (for Interim
Implementation)” on March 6, 2007. Even with the
issuance of this notice, AmCham still does not know
which Chinese administrative agency is responsible
for handling illegal online sales. American companies
have no recourse to deal with such matters other
than turning to the Chinese courts, which is time-
consuming and costly.

It is also not clear which administrative agency
companies can turn to when an express courier

refuses to cooperate in the pursuit of illegal products.
AmCham is very concerned about these loopholes,
which not only dramatically increase infringement
costs, but also make it difficult to investigate the
original source. m

Recommendations

« Continue campaigns against IPR
infringement and reveal results to the public.

« Dramatically increase currently inadequate
enforcement resources of the National
Copyright Administration and local copyright
administrations.

« Further strengthen deterrent penalties
against IPR infringement and piracy,
especially for repeat violators.

e Further strengthen measures of and
cooperation by AIC agencies with different
authorities (PSB and MPS) in order to work
together in fighting against various and well-
organized counterfeiting activities vigorously
and effectively.

« Establish a transparent supervising
mechanism to urge administrative
enforcement authorities to transfer potential
criminal cases in a timely fashion.

« Establish an effective enforcement
collaboration mechanism between the
IPR Complaint Centers/Anti-Piracy
Impeachment Center and enforcement
departments.
Clarify China’s criminal code to reflect
international norms making clear that
corporate end user piracy will be a crime;
impose adequate compliance mechanisms
to ensure that state-owned and listed
enterprises, as well as companies bidding on
government procurement, use legal software;
and ensure that small computer makers
pre-install legal operating system software
building on good progress made with larger
computer makers.

« Amend Patent Law-related regulations to
strengthen protection for innovation in
the pharmaceutical industry and software
industry.

« Speed up the trademark examination

procedure.

Gradually open market access in the

publication market and reinforce copyright

authorities’ manpower and enforcement
capability.
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to increase domestic science, technology and

innovation with the long-term goal of becoming
a preeminent global economic and technological
powerhouse and creating an “Innovation Society” by
2020. China’s high-level focus on the development
of innovation capabilities will help sustain rapid
economic growth. These ambitious initiatives might
allow for the adoption of elements of the educational,
financial and legal systems that have enabled the U.S.
and other advanced economies to adapt successfully
to a changing global economic environment.

I n early 2006, China announced a 15-year plan

Although not all details of the plan have been made
public, several of the goals are known. These include
increasing R&D spending from current 1.4 percent to
2.5 percent of GDP by 2020; further increases in state
funding of universities and research institutes, which
has more than doubled from 1998 levels, reaching
US$10.4 billion in 2004; and a further increase in
the number of researchers, which has increased 77
percent from 1995 levels, reaching 924,000 in 2004
(second only to the U.S.). With this investment, China
will surpass Japan as the second-highest investor in
research and development globally. In addition to
these long-term goals, multinational companies have
begun establishing research and development centers
throughout China and the number of patent filings
has seen significant growth, up 212 percent since
2000.

Economic Transformation via Innovation

Today there is a significant opportunity to enable
an economic transformation via innovation. Such a
transformation could lead to accelerated high value-
added growth, a stronger investment environment,
continued high GDP growth rates, lower per unit
GDP consumption of scarce resources (e.g. energy
and water) and the opportunity for further global
integration.

These prospects will not occur if a number of equally
important challenges associated with the current
reforms are not addressed. Innovative societies
are grounded in the fundamentals of a sound legal
framework, including intellectual property rights
and integrated intellectual asset management, and
the fundamentals of a mature and well-regulated

financial sector. Regarding innovation policy itself,
efforts to encourage risk taking, avoiding top-down
edicts on research and development priorities,
an over-emphasis on government projects, and
allocating funding with third party reviewed
spending, are all key attributes to success in the
international community.

“Indigenous Innovation”

The 15-year plan is not without contradiction or
controversy, especially in regard to new mandates
for “indigenous innovation.” There is concern
that indigenous innovation could mean a policy
of favoritism for products and services from
Chinese companies over those of foreign invested
companies. The writers of the indigenous innovation
policy explain that the term “indigenous” is used
to stress the importance of reinvigorating the
capacity to innovate that historically underpinned
Chinese achievement. In today’s interconnected
global economy where capital, labor and ideas
flow unimpeded across national boundaries, any
protectionist measures enacted to bolster innovation
within one country will most likely have the opposite
effect by redirecting these resources to other more
open and advantageous localities.

It is anticipated that these new mandates may favor
Chinese entities, for example through tax incentives,
while treatment of foreign companies remains
unclear. Some significant tax benefits, including
lower corporate tax rates (i.e., 15 percent versus 25
percent) based on qualification as a high technology
research enterprise, may be based on nationality
of ownership of the IP produced by the enterprise.
Policies designed to encourage indigenous innovation
could also be used to encourage discrimination
against certain market participants.

Already, indigenous innovation has manifested
itself in a number of areas ranging from the
development of national standards and conformity
assessment to competition policy and favoritism in
government procurement. One example of this is
the government’s efforts to promote its homegrown
Third Generation (3G) cellular network technology
called Time Division-Synchronous Code Division
Multiple Access (TD-SCDMA). The government
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appears to be waiting for this indigenous technology
to be fully developed before opening the Chinese
market to foreign 3G companies. Separately, China
may be moving toward mandating the use of unique
and non-transparent Chinese standards for national
and information security purposes.

The Chinese Government has also encouraged that
state-owned enterprises purchase domestic Chinese
software as part of its software legalization effort;
this comes in spite of an explicit WTO commitment
not to discriminate in state-owned enterprise
commercial purchasing. Procurement measures
announced in December 2007 and January 2008
require the government to procure products from an
“indigenous innovation catalogue” wherever possible.
Government agencies wishing to purchase imported
products must justify and seek approval from the
Ministry of Finance.

AmCham welcomes China’s energetic drive to
establish an innovation society, which, in concert
with educational, financial and legal system reforms,
will help ensure China’s ongoing competitiveness
and further smooth integration into the global
economy. However, the Chamber firmly believes
that pro-competitive and non-discriminatory policy
approaches that respect IP and that recognize
innovation as global are the best and fastest way to
achieve an innovative society. AmCham companies
play an integral role in China’s drive to foster
indigenous innovation. -

Recommendations

« AmCham recommends promoting integrated
Intellectual Asset (I1A) Management as
an effective means to ensure the proper
understanding of the nature and role of
IP in the economy and in the strategy of
any business. AmCham also encourages
exploration of ways to most effectively
nurture an environment that helps
individuals and organizations create,
acquire, protect and utilize 1A.

» AmCham recommends that Chinese policy-
makers embrace a policy of building
“global innovation capacity” as a central
mechanism to promoting innovation.
This involves promoting the capacity of
individuals and organizations based in an
economy, irrespective of their nationality

or ownership structure, to add value to and
derive appropriate benefits from the new
global innovation chains that are the prime
creators of wealth. Together with China’s
policy of encouraging indigenous innovation,
this policy would further advance China’s
progress towards building an innovative and
globally integrated society.

 Relevant programs and measures to foster
innovation should be made applicable and
open to all individuals and entities resident
in a jurisdiction of a government at whatever
level, irrespective of nationality or equity
composition, in order to ensure the best
conditions for sustainable innovation.
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Standards

he development process and conformity-
I assessment procedures of China’s standards
continue to concern U.S. exporters to China.
Adoption of unique standards related to home-grown
technologies, mandatory application of standards and
type testing, and bureaucratic processes for import
approval are protectionist in nature. These measures
limit foreign products’ access to the Chinese market
and serve to protect domestic industries from foreign
or domestically invested foreign competition.

Standards, particularly in the technology sector, are
increasingly used as a tool to help China achieve
its industrial policy goals. With the emphasis on
indigenous innovation, there appears to be a clear
policy of developing, encouraging and in some
cases, mandating development and implementation
of home-grown standards to support China’s
technological development. This has come
primarily in areas that some consider to be strategic
technologies, such as nanotechnology, information
technology, information security and biotechnology,
especially in genomics and stem-cell research.

Lack of transparency and the inability of foreign
companies to participate in the development of
Chinese standards and technical regulations continue
to be concerns and barriers to innovation. U.S.-China
trade suffers when regulators fail to use the WTO-
Technical Barriers to Trade mechanism to provide
timely notification of measures and implementing
regulations that rely on or refer to voluntary
standards. This is particularly true when voluntary
industry standards are referenced in rules for market
access or product approval and therefore lose their
voluntary nature. This problem can be seen in the
recent debate over batteries and other electronic
goods.

Foreign manufacturers should be able to participate
in the standards development process in China,
including the ability to review and comment on
standards and technical regulations as part of
an open, transparent and non-discriminatory
standard setting process. In the past year there has
been widespread reorganization of many national
Technical Committees under the jurisdiction of
the Standards Administration of China (SAC). The
trend is to restrict further multinational company

participation by limiting access to Observer (“O”)
member status only, even if the multinational
previously held full Participatory (“P”) member status
with full voting rights.

Certification and testing of imported products is
conducted in an uneven manner compared to similar
domestically produced products. For example,
domestic manufacturers can evade or escape scrutiny
in the certification and testing of special purpose
products such as agricultural machinery and other
vehicles. Domestic manufacturers have been known
to produce a model for type testing, only to bring
the unit to market without including all the safety
or pollution-control equipment featured on the
demonstration model. This allows companies to
reduce costs by skirting safety and environmental
rules.

China’s standards development has not kept pace
with changes in technology. According to the SAC, 12
years is the average age of Chinese national standards
(guobiao, or GB). This compares with standards in
the U.S. that are reviewed every three to five years.
Having standards controlled by government rather
than driven by industry results in delays and the use
of older technologies and testing methods that can in
turn lead to inefficient use of energy or raw materials.

Furthermore, Chinese manufacturers in some
cases encourage the government to mandate the
use of outdated technologies (via standards or test
methods) in order to restrict or limit competition by
foreign manufacturers trying to enter the Chinese
market. This lag in adoption of new technologies
by mandating the use of outdated standards or test
methods is particularly noticeable in the building-
materials industry, for example, where new insulation
materials and application technologies are prohibited
in China because of a lack of standards with which to
evaluate them.

In the area of communications technology, China is
developing security and encryption-related standards
that could have an adverse impact on the ability
of foreign IT companies to produce and sell their
related products marketing China. The scope of such
measures remains unclear.
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Likewise, China is looking closely at how intellectual
property and patents deemed essential for Chinese
technology should be treated in terms of licensing
conditions, prior disclosure and other issues. It is
important that policies developed in this regard
reflect the importance of intellectual property and
patents in order to foster innovation among both
foreign and domestic companies. AmCham urges
that the policies relating to treatment of IP contained
within China’s standards be balanced and take into
consideration both the rights of developers and
interests of users of new technologies or innovations.
AmCham members believe that, in general,
standards should be voluntary, industry-led and
consensus-based, and should respect the intellectual
property of the developer. Government mandated
standards should generally be avoided, as this limits
choice between competing technologies and stifles
innovation.

While concern exists about the general development
and application of standards and certification
processes, there have been some recent positive
developments. The Dutch certification body KEMA
became the first foreign entity to establish in China a
wholly foreign-owned enterprise (WFOE) authorized
to conduct product testing and certification. Although
the scope of KEMA's activities currently encompasses
only export product testing, its authorization to
certify products is an important step towards an
independent, third-party testing system in China for
domestic and export goods.

China’s standards and conformity assessment bodies
continue to develop relationships with international
standards development bodies. These include those
based in the U.S. that have a broad global reach and
follow the six principles set forth in the WTO/TBT
agreement on the development of internationally
recognized standards (i.e., transparency, relevance,
openness, coherency, impartiality and consensus,
and consideration of the concerns of developing
countries). These relationships have resulted in
adoption of some international and advanced foreign
standards or portions thereof, particularly in the area
of test methodologies and procedures.

SAC has also acknowledged that the review and
update process for Chinese National Standards is
insufficient for its manufacturers’ needs and has
committed significant funding for upgrading the
capabilities and resources of the standards technical
committees. -

Recommendations

+ China should update its technical standards
and refrain from using outdated ones that
can otherwise be used inappropriately to
limit competition. Further, China should
adopt or accept international or global
standards that are already widely used in
the marketplace. This would permit the use
of more advanced technology domestically,
while allowing for modifications recognizing
the conditions unique to China.

« Special attention should be given in identified
priority areas such as nanotechnology,
information technology and biotechnology
to ensure that the standards development
process is open and fair, respects intellectual
property and does not restrict competition
or give advantages to domestic industries.

« Standard setting processes should be
transparent, open and non-discriminatory.
American companies should be able to
fully participate as voting members within
Chinese Technical Committees, just as
Chinese companies are allowed to participate
in U.S. standards-setting organizations.

« AmCham encourages China to be an active
participant in international standard setting
organizations.
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Product Safety and Quality

goods, including food, drugs and toys, have

transformed the label “Made in China” into a
high-profile issue for the governments, consumers
and companies of the U.S. and China in the last year
(Figure 27). While China is not the only country with
product safety problems, its growing prominence as
a leading global exporter has put the issue of product
safety and quality under intense international
scrutiny. The issue has also flowed into the broader
U.S.-China debate over the trade deficit, currency and
labor standards.

Concerns about the safety and quality of

The U.S. and Chinese governments, companies and
consumers all have big stakes in the outcome of
China’s export safety program. While the series of
reports and recalls in 2007 has cast a shadow on any
Chinese-made goods, the controversy also has been
the impetus for several positive changes.

The Chinese government has taken significant and
rapid steps to prove to the international community it
is serious about food and product safety. The launch
of a large-scale campaign by former Chinese Vice
Premier Wu Yi addressing product and food quality
in August 2007 clearly signaled that China had begun
the long process to reform its quality standards.
On the U.S. side, President Bush established the
Interagency Working Group on Import Safety, which
delivered the Import Safety Action Plan in November
2007. Oversight capacity in the U.S. through the
American Consumer Product Safety Commission
(CPSC) and the U.S. Food and Drug Administration
(FDA) is now improving. Furthermore, the U.S.
toy industry has developed and is in the midst of
executing a conformity assessment program.

Recently there have been various technical exchanges
and talks between former Vice Premier Wu and
U.S. Treasury Secretary Henry Paulson. In addition,
the two countries signed a cooperative agreement
for food and drug safety at the Strategic Economic
Dialogue (SED) in December 2007, which calls for a
bilateral system to monitor Chinese exports.

AmCham advocates a fact-based approach to the
food and product quality and safety issues and
takes the position that it is vital for governments,
manufacturers and stakeholders to move quickly and
transparently to maintain public confidence in the
product quality and safety system.

Is your company paying more attention to the product quality and
safety issues of goods manufactured in China?

SUREHPEFEH-RNRAENZLAFLFESHXE 2

Percent, 100% = 558 Companies ~ E43tt . 1009%= 558 /A 5]

No

To a large/
EN 8

great degree
2 RAERE

25%

Somewhat

., —ERE

Source: 2008 AmCham Business Climate Survey
ARRE . 2008 FHEHRHSHENE 27

We expect that accountability disputes, exemplified
by issues with some toy products in 2007, will
continue to increase the tensions between
manufacturers and government agencies in both
the U.S. and China. There is an identified need to
improve transparency and enforcement of IPR, and
improve rule of law and governance practices. There
are lessons for U.S. manufacturers in the areas of
best practice quality assurance, supply chain and risk
management. Similarly, Chinese domestic suppliers
can learn from these shared best practices. They can
also learn more about U.S. industry standards and
market requirements as well as product design and
brand maintenance.

The scope of the problem requires cooperation from
a wide array of international players. In 2008 we will
be able to evaluate how effective these measures and
agreements will be and see the impact on the balance
between cost and quality of goods made in China.

Specific Issues

Context

While toys constitute less than one percent of China’s
total exports and food accounts for only three percent
of exports, the overall effect product safety and
quality have in these areas is disproportionately
greater. Though most imports are safe and the
aforementioned segments are not critical parts of
the China’s export portfolio from a purely financial
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perspective, damage to the “Made in China” brand
could restrict the ability of mainland manufacturers
to move up the value-added chain into new products
where quality and safety standards will be even more
essential. Despite the wave of recalls and the spotlight
on quality and safety of China’s products, the export
boom continues with increases of both Chinese food
and toys.

The trend towards low-price, high-volume
consumption in America has pushed companies
to seek the cheapest manufacturing options, thus
driving down costs in China, already a low-cost hub.
Manufacturers face an ongoing challenge managing
the trade-off between price and quality. Much of the
corner-cutting by Chinese manufacturers has been a
response to constant demands for lower prices. The
prospect of rising costs of labor, land and compliance
with environmental rules will increase the cost
burden that Chinese manufacturers currently face,
although the full impact of this is still unknown
(Figures 28, 29, 30).

Regulatory Environment

Food and product safety is regulated by a large
number of national level ministries and, perhaps
more significantly for the enforcement issues, by
regulators at provincial and local levels. The new
Product Quality and Food Safety Leading Group
formed by Premier Wen Jiabao in July 2007 and led
by former Vice Premier Wu Yi currently orchestrates
the activities of an array of primary coordinating
agencies. Oversight capacity has also been an issue
in both China and the United States. Capacity in the
14 agencies in the U.S. that share responsibility for
monitoring imports has been on the decline in recent
years.

From a long-term perspective, China, the U.S. and
other foreign countries, have to agree on standards
of import-export goods inspection. Harmonization
of standards, the adoption of international standards
and regulations and verifiable testing processes will
be the key to resolving the product quality and safety
issues. China has the added current challenge of
unifying domestic standards with international ones.

Supply Chain Management

It is imperative that U.S. companies investing
in China bring global product quality and safety
standards to their China facilities and seek out
opportunities for shared best practices. Management
of sub-contractors is a critical part of the supply chain
management strategy in China. Companies need to

have detailed knowledge of their supply chains. Too
often firms hold only the first-tier of subcontractors
to compliance standards, and compliance usually
does not reach lower levels. U.S. manufacturers need
to adopt a risk analysis/risk management approach
to eliminate or mitigate risks. Those that have not
already adopted such an approach need to implement
rigorous and effective compliance programs. Chinese
suppliers need to become more involved and active
in the process, building enhanced understanding of
industry standards and market requirements for the
U.S. and participate in product design and brand
maintenance. m

Recommendations

For the Chinese Government

» Develop and implement a program to inform
and educate regulatory authorities and
producers about industry standards and
market requirements in the U.S.

« Improve and streamline the regulatory
framework governing food and product
safety; enhance enforcement and
compliance.

« Adopt international standards and
regulations, and verifiable testing processes;
haromonize domestic and international
standards.

« Implement a sustainable, targeted program
of corrective action including stronger
criminal penalties to deter counterfeiting
and increase damages limitations arising
from unsafe or faulty products.

For the U.S. Government

« Give the U.S. government agencies involved
in food and product safety adequate
resources; raise oversight capacity in the
U.S., including for the CPSC and FDA;
integrate and consolidate activities among
agencies responsible for food and product
safety.

« Work with Chinese regulators and
manufacturers to share U.S. Government
experiences in inspection, regulation and
enforcement and improve understanding
of risk-based approach to prevention,
standards and best practices.

« Increase opportunities for public-private
collaboration to improve the quality of the
supply chain.
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How will the increased awareness of product quality and safety in
China impact your business?
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If your company is paying more attention to China-made goods, in
what areas are you focusing?
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Do you foresee product quality and safety issues affecting your
costs?
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Competition Law

competition policy during the last year was

the promulgation of the Antimonopoly Law
of the PRC (AML) on August 30, 2007. This was
accomplished by the Standing Committee of the
National People’s Congress, after 13 years of drafting
and discussion within the Chinese Government, as
well as substantial dialogue with foreign competition
authorities, scholars and antitrust lawyers. Although
the process was not fully transparent, AmCham
recognizes and commends the Chinese Government
for welcoming and considering the perspectives of
foreign antitrust experts. Partly as a result of this
dialogue, the final text of the AML is far sounder and
more compatible with international best practices
than earlier drafts.

The most significant development in Chinese

As China’s first comprehensive competition law,
the AML is a significant step in China’s continuing
transition from a centrally planned economy to
a market economy. With some exceptions, the
framework and substantive provisions are generally
consistent with prevailing practices of antitrust
authorities worldwide. The AML addresses each
of the three principal areas of antitrust regulation:
anticompetitive agreements between multiple
firms; exclusionary and predatory unilateral
conduct by firms with substantial market power and
mergers; and acquisitions and other transactions
that may restrict or reduce competition. Beyond
regulating private anticompetitive conduct, the
AML also includes measures against “administrative
monopoly”’—the misuse of official authority to protect
or promote favored firms. But while the final text of
the AML clearly incorporates many well-established
principles of antitrust regulation, it nevertheless
leaves unresolved many key questions about the
enforcement structure, procedures and substantive
rules. As noted below, AmCham is concerned that
discretionary or nontransparent enforcement of the
AML—perhaps to serve protectionist or industrial
policy goals rather than the interests of Chinese
consumers—could undermine the generally positive
aspects of the law.

The National Development and Reform Commission
(NDRC) and the local price bureaus have been
increasingly visible in enforcing the rules against
collusion by competitors as set out in the Price Law.

On July 30, 2007, the NDRC issued special notices
instructing local price authorities to initiate special
investigations of prices for certain staple foods and
prohibiting businesses and trade associations from
colluding to increase prices through conferences,
agreements or price alliances. On August 16,
2007, the NDRC released an investigation report
concluding that members of the China branch of the
International Ramen Manufacturers Association had
agreed to fix prices for instant noodles, a violation
of the Price Law. The NDRC ordered the branch to
apologize publicly and repudiate the illegal pricing
agreement and warned that it was considering
additional punishments. Since then, local price
bureaus around the country have reportedly stepped
up efforts to address collusion.

Chinese authorities have grown increasing active in
reviewing certain mergers and acquisitions involving
foreign parties. China’s current merger review
program is based on the antitrust provisions of the
2006 Regulations on the Mergers & Acquisitions of
Domestic Enterprises by Foreign Investors (M&A
Regulations), which were virtually unchanged from
provisional rules first issued in 2003. These sparse
provisions require foreign parties to notify both the
Ministry of Commerce (MOFCOM) and the State
Administration of Industry and Commerce (SAIC) of
certain transactions for review on competition policy
grounds, but they provide few details on the merger
review procedures or the underlying substantive
standards for reviewing transactions. To fill this gap
(at least in part), MOFCOM issued new Guidelines
on Antitrust Filings for Mergers & Acquisitions of
Domestic Enterprises by Foreign Investors (Filing
Guidelines) in March 2007. The Filing Guidelines
have provided welcome guidance on several issues,
although many questions remain. The volume of
notifications has reportedly risen substantially in the
past year, increasing the workload for MOFCOM and
potentially the SAIC (which up to now has not been
actively involved in merger reviews). Though the
Filing Guidelines are China’s most detailed merger
review rules to date, several aspects of MOFCOM
practice remain unclear or inconsistent with
international best practices. AmCham hopes that
the experience gained by reviewing mergers under
the existing rules will enable the Chinese authorities
to implement the merger review provisions of the
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AML in a manner increasingly consistent with
international norms.

Existing Merger Review

Merger control is the principal compliance concern
for U.S. companies under China’s existing antitrust
rules. U.S. companies report that Chinese authorities
involved in merger review are increasingly familiar
with the principles and procedures of merger review
systems in other jurisdictions. Unfortunately, few
MOFCOM personnel are assigned to merger review,
even though the current caseload likely represents
only a small fraction of transactions that technically
might fall under the current rules. AmCham is
concerned that the Chinese authorities may have
difficulties recruiting enough qualified personnel,
including industrial organization economists and
trained legal personnel, to manage the expected
merger review caseload in the near future. Moreover,
several features of the current merger review rules
are needlessly burdensome for both the reviewing
authorities and the transaction parties.

Implementing the merger control provisions of the
AML will likely remedy many of the shortcomings
of the current merger review system, including the
discriminatory exclusion of Chinese domestic entities
from the merger review process. In the meantime,
AmCham encourages the Chinese authorities
to consider additional implementing measures
to mitigate the burdens of the current rules and
facilitate the transition to the AML merger control
rules.

Scope of Reportable Transactions

Most antitrust merger review systems only require
notification of transactions if there is a substantial
likelihood that the transaction will affect competition
by significantly changing the structure of a relevant
market. Other transactions are often screened
out through a combination of (1) the definitions
of reportable transactions, and (2) the reporting
thresholds (which are normally defined in terms
of the parties’ assets or sales or the value of the
transaction itself). Unfortunately, the current M&A
Regulations appear to require notification of many
transactions that are unlikely to have any material
effects on competition or consumers in China. This is
especially apparent in two respects.

First, the scope of potentially reportable transactions
is much broader under the current M&A Regulations

than under most foreign systems—and under the
AML. The AML follows the European approach of
only requiring notification of “concentrations,” which
are transactions involving a significant change in
control over an existing business that may lead to an
increase in concentration within a relevant market.
Other jurisdictions do not directly incorporate the
concept of a “concentration” (like the U.S.) but still
exclude transactions in which the buyer does not
obtain substantial influence over the target.

However, the current M&A Regulations require the
notification of many transactions that do not entail
a substantial change in control over an existing
business. Foreign investors are required to report
certain “mergers/acquisitions of domestic enterprises
by foreign investors” and “offshore mergers/
acquisitions.” The definition of “mergers/acquisitions
of domestic enterprises by foreign investors” focuses
on the conversion of a domestic enterprise into
a foreign-invested enterprise or formation, thus
capturing many minority foreign investments which
do not result in a change of control. Moreover, the
term “offshore merger/acquisition” is not defined at
all, and some foreign companies have been advised
by MOFCOM to report offshore minority investments
in foreign companies involving no appreciable change
in control.

Second, the notification thresholds under the current
M&A Regulations cast an extremely wide net. The
current notification thresholds can be triggered based
on the assets, sales or market share in China of just
one party to the transaction (together with its parents
and affiliates), whether or not it is the acquiring
firm or the target. There are no requirements that
more than one party have substantial contacts with
China or that the value of the equity or assets being
transferred exceed a minimum value, as under
the U.S. “size of transaction” test. Moreover, the
notification thresholds may be triggered based on the
assets, sales or market share in China of the selling
party and its affiliates as a whole, not just the assets
or business actually being transferred.

In fact, the current M&A Regulations go so far as to
require any multinational conglomerate with over
RMB3 billion in assets in China or RMBL.5 billion in
income from China to report the sale of a minority
stake in a small non-Chinese subsidiary that has no
contact whatsoever with China, regardless of the
buyer’s income, assets or contacts with China. Since
there are no explicit penalty provisions for failing
to notify of offshore transactions, many such deals
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presumably go unreported. But for the many U.S.
and other foreign companies that try to comply with
all legal requirements in China, the ambiguity and
breadth of these reporting requirements impose
tremendous uncertainty and costs.

AmCham encourages the Chinese authorities to
consider implementing interim measures limiting
antitrust review to transactions that are likely to
have appreciable effects on Chinese competition
and consumers. AmCham acknowledges that
implementing measures clarifying the definition
of “concentrations” in, and setting the merger
notification thresholds for, the new AML have
not yet been published. Nevertheless, the Chinese
authorities might issue “block exemptions” (similar
to exemptions under European practice) to waive
notification of transactions that are unlikely to
appreciably affect competition or consumers in
China. For example, Chinese authorities could
waive notification of transactions in which only one
party has substantial contacts with China. Such
exemptions likely would help to ease the transition
to the AML.

Substantive Concepts and Standards

AmCham recognizes that many substantive
principles of merger control relevant to the M&A
Rules will likely be addressed by the implementing
measures for the new AML. The definition of
affiliation, methods of market definition, standards
for gauging effects on competition, treatment of
venture capital funds and similar technical issues
are examples. AmCham encourages the Chinese
authorities to consider interim measures clarifying
these substantive issues to improve the review
process under the M&A Rules.

Notification Based on Signed Letters of
Intent

Some foreign parties have been required to execute
a final agreement before submitting a transaction for
review. Most foreign jurisdictions allow notification
on the basis of a signed letter of intent, allowing
parties to notify transactions earlier. Because the
preliminary review period of 30 business days under
the M&A Rules is substantially longer than the
preliminary review period in most other jurisdictions,
allowing notification on the basis of a signed letter
of intent would reduce the frequent lag between
approval in the U.S., Europe and other jurisdictions
and the expiration of the waiting period in China.

Calculation of Review Period

Some foreign parties have reported inconsistent
practices in the calculation of review periods. In
particular, some Chinese officials have suggested that
requests for supplementary information suspend
the review periods, meaning that the time needed to
respond to questions is added to the review period.
This is inconsistent with international practices and
increases the uncertainty of the process.

Requirement for Local Chinese Counsel

Most foreign companies required to report a
transaction for merger review prefer to use
international law firms that are familiar with their
business and capable of assisting them with the
preparation of reports for multiple jurisdictions
(which may include China). For reasons that are not
clear, international law firms are no longer permitted
to interact directly with MOFCOM in the merger
review process and instead are required to use local
Chinese law firms as intermediaries. As a result,
the merger review process has become significantly
more expensive and time-consuming for reporting
companies that are forced to work through local
Chinese firms, since they may be less familiar with
the client’s businesses or its merger-filing positions
in other jurisdictions. It would substantially improve
the efficiency and transparency of the merger review
process if reporting companies were permitted
to choose their preferred counsel to interact with
MOFCOM throughout the process, including the
option for international law firms to interact directly
with MOFCOM with or without involving local
Chinese counsel.

New Antimonolopy Law (AML)

AmCham is concerned about a number of issues
raised by the new AML, many of which parallel
concerns already raised by the existing M&A
Regulations:

Potential to Favor Domestic Industry

Several articles of the new AML appear to permit the
possibility of application and enforcement favoring
domestic Chinese industry and competitors over
multinationals operating in China. The declared
purposes of the AML include protecting the public
interest and promoting the socialist market economy,
which might be interpreted to mean domestic
interests and the domestic economy.
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Article 7 of the AML requires the state to “protect the
lawful business activities” of state-owned enterprises
(SOEs) in industries “that implicate national
economic vitality and national security” or “in which
there are legal monopolies,” although it also prohibits
such SOEs from abusing their dominant positions
to harm consumers. Given the important role that
large SOEs play in many sectors of Chinese industry,
AmCham is concerned that these provisions leave
doubt as to how fairly the AML will be enforced
against domestic industry and particularly national
champions such as large SOEs.

Similarly, Article 11 of the AML states that “trade
associations shall strengthen self-discipline of the
industries, provide guidance for enterprises in the
industry to compete lawfully and protect the order
of market competition.” AmCham is concerned
that this may provide trade associations with the
ability to take on regulatory or coordinating roles
that potentially are consistent with full and fair
application of the AML’s underlying antimonopoly
principles, particularly activities that may facilitate
cartel behavior among domestic industries.

Furthermore, anticompetitive agreements prohibited
under Articles 13 and 14 of the AML may be exempted
by Article 15 if they enhance the competitiveness
of small and medium-sized enterprises (SMEs)
or advance “legitimate interests of international
trade and foreign economic cooperation.” These
exemptions might be read or interpreted to favor
domestic industry (i.e., domestic small enterprises
and China’s domestic import and export trade) and
promote or protect national champions and facilitate
domestic cartels.

Finally, during merger review, Article 27 permits
antimonopoly regulators to consider potential effects
of the proposed transaction on “other relevant
business operators” and “on the development of
the national economy and public interest.” This
appears to leave room for the protection of domestic
competitors and the use of the merger review process
to consider domestic macroeconomic issues.

Risks to Intellectual Property Rights
Holders

A second major area of concern with the AML
is the apparent potential of certain provisions
in the new AML to interfere with the rights of
legitimate IPR holders. For example, Article 13
prohibits agreements restricting the acquisition

or development of new technology, which may
restrict the ability of IPR holders to freely license
their rights (as indeed appears to be the goal of
the 2005 Judicial Interpretation on Adjudication
of Technology Contracts). Article 27 requires that
the merger review process consider effects on
technological development and “market entry and
technological progress.” While these provisions
are not discriminatory on their face, AmCham
believes that their lack of clarity might be used
against foreign IPR holders, especially if exclusive or
superior technologies owned by foreign companies
are asserted to constitute technical barriers to entry.
Moreover, Article 55 distinguishes between the
exercise of “legitimate intellectual property rights”
and “abusing intellectual property rights,” without
specifying how to tell one from the other. Again, this
broad language is not discriminatory on its face, but
AmCham is concerned about the potential misuse of
these concepts to restrain foreign IPR holders.

Discretionary Enforcement and Unclear
Procedures

The AML frequently employs vague language
that apparently will be supplemented by detailed
implementing regulations. AmCham is concerned that
the extent of the ambiguity provides too much room
for discretionary enforcement (and thus potentially
discriminatory or arbitrary enforcement) and reduces
the predictability and transparency of the law.

For example, the exemptions to anticompetitive
agreements in Article 15 are very broad, exempting
agreements that have the purpose of improving
techniques or research and development; upgrading
quality, unifying product models and standards;
improving the competitiveness of SMEs; mitigating
severe decrease in sales volume during recession;
and protecting legitimate interests of international
trade and foreign economic cooperation, among
other things. Similarly, Article 17 prohibits dominant
firms from “selling at unfairly high prices or buying
at unfairly low prices,” without defining “unfair.”
Finally, the processes for handling exemptions for
anti-competitive agreements under Article 15 and for
obtaining reduced penalties or leniency for reporting
violations or cooperating with authorities are not
specified in the AML. AmCham is concerned that the
protections of these provisions are not reliably or
predictably available at present because of this lack of
specificity.

Moreover, AmCham believes that in many cases
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the procedures set forth in the AML remain
unnecessarily burdensome for business operators.
For example, merger review under Chapter IV of
the AML may require up to 180 working days for
China transactions, meaning possible delays of
six months or more, substantially longer than in
many other jurisdictions. AmCham recommends
further streamlining of the review process for most
participants. m

Recommendations

AmCham hopes that the Chinese Govern-
ment will address the issues raised by the
existing M&A Regulations by considering the
following recommendations:

e De-emphasize issues unrelated to
competition law (such as national security
review) when drafting implementing
regulations and enforcing the AML
provisions.

» Apply and enforce the AML equally to both
domestic and foreign companies.

« Protect the IPR of both domestic and
foreign rights holders and ensure that the
AML is not used as a means to circumvent
IPR protection.

o Clarify and streamline relevant AML
procedures, especially for merger review;
implement expedited clearances; and
exempt certain clearly defined categories of
transactions, especially small acquisitions
or those that have no connection to the
Chinese domestic market.

» As an interim measure, clarify the existing
merger review process under the M&A
Regulations.

« Clarify that the AML applies equally to
SOEs, trade associations and all domestic
and foreign companies.

« Ensure that foreign companies and the
international law firms representing them
have direct access to the antimonopoly
regulators (such as Antimonopoly
Enforcement Authorities) and the right to
counsel of their choice (including international
counsel) in any proceedings or investigations.

« Require antimonopoly regulators
systematically to publish their actions and
decisions so that they may serve as a guide
for business operators in China.
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of greenhouse gases and the second-largest

energy producer. China’'s fundamental
challenge is to maintain strong economic growth
while minimizing long-term environmental damage.
Many American companies and investors are
well-positioned to help China achieve this type
of sustainable development, especially with the
implementation of a consistent and transparent
investment environment.

China is currently the world’s largest emitter

Many American companies have extensive experience
with and knowledge of innovative technologies,
guality manufacturing, project management,
training, best-practice sharing, management systems,
policy development and cooperation between the
public and private sectors. All of these areas must be
developed if China is to succeed in solving its energy
and environmental challenges. Environmental policy
success will help stabilize the economy, sustain
high growth rates and achieve China’s desired
“harmonious society.”

Through improved access to China’s markets and
increased promotional and educational cooperation,
American companies can become even more valuable
partners to China.

Complexity and U.S. Cooperation

The U.S. consumes one and a half times as much
energy as China with nearly three times the
manufacturing output, four times the national GDP,
and has its own complex set of energy challenges. On
a per capita basis the U.S. economy is much more
energy intensive than China’s. AmCham hopes that
by working together, China and the U.S. can address
their respective energy challenges and shortcomings
for the greater good and mutual economic benefit.
When it comes to the environment, there are no
individual winners or losers; the global community
succeeds or fails together.

Energy Policy

China added an estimated 90 gigawatts (GW) of
new electricity generating capacity in 2007, down
from 102 GW in 2006, but still an amount equal
to the size of the UK’s entire electric grid. Despite

this phenomenal growth, China’s energy policy
remains a patchwork of planned and market forces;
formal regulation and reactionary fixes; and central
mandates and local priorities, all overseen by
numerous regulatory players with few key metrics
available to measure success. Nevertheless, China’s
efforts to come to grips with this chaotic situation
are encouraging to AmCham, and progress has been
made in specific areas.

11th Five-Year Plan

The 11th Five-Year Plan broadly emphasizes the
importance of sustainable development, resource
conservation and environmental protection. The
plan set clear energy efficiency targets requiring
a reduction of energy intensity by 20 percent as
measured by energy consumption per RMB10,000
of GDP. China missed its annualized energy intensity
reduction target for the first nine months of 2007,
achieving only a 1.33 percent reduction versus the
four percent target set in 2006. Continued resolve at
the national level provides hope that the country will
ultimately meet its energy intensity reduction goals.

Energy Conservation Law & Policies

China’s amended Energy Conservation Law went into
effect on April 1, 2008. A key feature of the amended
law provides for state implementation of “a system of
accountability for energy conservation targets and a
system for energy conservation evaluation whereby
the fulfillment of energy conservation targets is
taken as one part of the evaluation of local people’s
governments and their responsible persons.”

The clear allocation of responsibility should aid in
the education and enforcement of existing elements
of the Energy Conservation Law and its attendant
policies, codes and standards, thereby guiding China
to achieve its energy intensity reduction goals.

Utilities and their associated intermediaries can play
key roles in driving efficiency. Today utilities are
rewarded for expanding their supply bases and thus
have little incentive to reduce demand. AmCham
recommends that the government take efforts to
institute energy efficiency resource standards that
encourage better demand-side management.
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Market instruments create useful incentives for
adopting and purchasing advanced and innovative
technologies, including smart grids, where two-
way communication between the utility and the
consumer helps change the way energy is used. For
example, advanced metering empowers consumers
to understand their usage habits and, if combined
with differential pricing, can create a situation where
power use is balanced more effectively from the
demand side.

Policies that encourage or fund energy efficiency
projects should be implemented systematically
and transparently. When the benefits of energy
conservation are clear and quantifiable, the number
of Energy Service Companies (ESCOs) who provide
energy efficiency improvement services will expand.

AmCham also supports and recommends a policy that
allows third-party agencies to certify (1) equipment
compliance with energy conservation standards; and
(2) the completion and operational status of energy
conservation components in new construction. Such
a policy would help relieve the burden on limited
governmental compliance staff and greatly increase
the overall compliance with standards—benefiting
the consumer.

Policy on Climate Change

In June 2007, China unveiled its first National
Plan on Climate Change, setting out broad policy
goals for addressing global warming and cutting
greenhouse gas emissions. The plan cites the likely
positive effects of China’s energy efficiency efforts
and renewable energy policies on reducing climate
change emissions. The plan also promotes clean coal
technology and biofuels development, and calls for
the removal of tariff and non-tariff barriers to attract
clean technology.

Renewable Energy Law

China’s Renewable Energy Law took effect January
1, 2006. The law envisions the issuance of a number
of implementing regulations, including goals for
minimum levels of non-coal use as a percentage of
China’s total energy use. The NDRC has pledged
to set aside over US$1 billion for clean technology
development, including solar, wind and coal-bed
methane technologies.

While renewable energy is currently only a small
percentage of China’s energy mix, investment in

cleaner technologies has been growing rapidly. For
instance, venture capital investment in cleantech
in China has grown from about US$180 million in
2005, to US$420 million in 2006. It is expected
that final data will show 2007 investment to have
reached US$580 million, and this is projected to
exceed US$1 billion by 20009.

National Energy Law

China’s draft update of its National Energy Law calls
for the use of market forces to set energy prices and
the establishment of strategic reserves of critical
natural resources such as natural gas, uranium and
coal. The draft law is expected to pass in 2008 and
be enacted in 2009. AmCham is currently reviewing
the contents of this draft. To date, we are encouraged
by the transparency with which this law has been
promulgated, including the release of the draft for
public comments.

AmCham strongly supports the draft’s statement
that energy pricing should reflect “the scarcity
of resources and their cost of damage to the
environment” and the acknowledgement that
“markets” should be the “leading factor” in China’s
energy pricing systems. AmCham acknowledges that
an immediate transition to a market pricing system
could cause social disruptions that China wishes to
minimize. We support a transitional period for the
move from a fixed, subsidized pricing system to a full
market pricing system. To protect the interests of
the more vulnerable members of society, AmCham
recommends that the government provide subsidies
to these groups rather than continue the inefficient
and market-distorting practice of controlling prices.

Any move toward market-based pricing will
be hindered by the lack of timely, accurate and
comprehensive market data covering areas such
as inventory levels, transaction prices, production
volumes, capacities and demand. More transparently
available fundamental data would enable the Chinese
Government and investors to better evaluate market
conditions and lead to improved decision-making
and capital formation. Collecting and distributing
this data is a necessary predecessor to full market-
based pricing.

Enforcement

Enforcement of China’s environmental and energy
laws and goals generally falls to provincial and local
governments. Local authorities often feel constrained
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by the need to balance resource availability and
environmental concerns against their economic
growth priorities, often resulting in a near-term
economic growth focus. Inconsistencies in the
interpretation and enforcement of regulations at
local levels often lead to confusion for businesses,
hindering their ability to effectively pursue specific
projects and markets. [

Recommendations

» Continue to define a transparent national
energy policy.

» Develop a proposal for transitioning from
fixed and subsidized energy pricing to a
market-priced system.

» Encourage energy conservation efforts by
employing “demand-side” management
techniques, instituting “smart grids,” and
making the benefits of energy conservation
plain and quantifiable.

e« Permit third-party certification of
compliance with energy-saving equipment
standards and energy conservation
requirements in the construction industry.

» Strengthen local implementation and
enforcement of environmental and energy
laws.

» Build up an accurate database of publicly
available energy related statistics to help
market participants better evaluate market
conditions and to inform the capital
investment decision-making processes.
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Tax

Implementation Rules (Rules) were introduced

in 2007 to “level the playing field” between
domestic enterprises and foreign invested enterprises
(FIEs). They also serve to steer investment towards
protection of the environment, infrastructure projects
and certain key industries that contribute to China’s
goal of fostering innovation.

The Enterprise Income Tax Law (EIT Law) and

As the Chinese economy has grown and become
more sophisticated, compliance by taxpayers and
administration, as well as enforcement of tax law by
officials, has become increasingly complex. AmCham
believes that changes to existing rules on certain key
taxation issues and practices will help China achieve
its policy goals.

Adjustment of VAT Refund Rates

Significant adjustments have been made over the
past year to VAT refund rates, export duties and
the qualifying materials/products that can be
manufactured for export under processing trade
arrangements.

These changes have caused immediate increases in
the tax burden on exports and to exporters. The most
recent changes on July 1, 2007, were significant both
in percentage and absolute terms. Cumulatively, the
various adjustments have increased VAT costs to 13
percent or more of the Free on Board (FOB) sales
value from the time when many manufacturers first
established operations in China. This unprecedented
increase seriously affects all manufacturers in China,
both foreign and domestic, competing in world
markets. As a result, the commercial viability of many
manufacturers and exporters is damaged. Some are
reassessing the economics of remaining in China
and are considering moving their manufacturing
operations to other Asian countries.

The recent VAT refund rate change announcements
were also perceived as very abrupt. The July 2007
changes were made with less than two weeks’
notice, leaving exporters no time to plan a smooth
transition during which they could renegotiate prices
with customers. Exporters therefore had to honor
contracts for shipments at lower prices. The resulting
losses have meant that China’s EIT receipts also
suffered. AmCham advocates longer notice periods of

no less than three, and preferably six, months.

AmCham acknowledges the government’s legitimate
concern over providing a more generous notice
period, which could allow firms to export additional
quantities so as to “beat the deadline” and pay less
tax on the accelerated exports. However, AmCham
believes any detriment from such shipments will be
small in comparison to the benefits of a more orderly
transition.

China’s use of its VAT system as a mechanism to
raise revenue from exports and control the use of
environmentally significant raw materials is relatively
unique in the world. Typically, most countries “zero
rate” exports to give local manufacturers the best
chance to secure international orders. AmCham
suggests that the government institute a long-term
study to determine the effects of aligning China’s VAT
system with those commonly used by other countries.

Partnership Enterprise

Although the Partnership Enterprise Law (PEL) has
been effective since June 1, 2007, guidance regarding
the procedures for registering partnerships with
foreign partners and taxation rules applicable to
partnerships and partners has yet to be released.
A draft of “Administration Measures of Foreign
Enterprise or Individual Establishment Partnership
Enterprise in China” is currently under consideration.
AmCham submitted comments on this draft in 2007.

The PEL states that a partnership itself will not be
subject to tax under either the Individual Income
Tax Law or the EIT Law; rather, the partners will
be taxable on their respective shares of partnership
income or loss. With respect to the taxation of foreign
partners, AmCham recommends that guidance
be provided as soon as reasonably possible in
accordance with the principles of Guoshuifa [2003]
No. 61.

Related Party Transfer Pricing

The EIT Law and Rules state that all related party
transactions must use arm’s length pricing at
internationally accepted standards. For the 2008 tax
year, companies with such transactions are required
to prepare for the first time contemporaneous
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documentary support. The government is still
drafting its guidance on these new requirements
so all affected enterprises are still uncertain how to
comply.

Timely issuance of this guidance is important to all
enterprises, especially domestic Chinese companies
that do not have a history of documenting internal
transfer pricing policies. AmCham recommends
that if guidance is not issued very soon, either the
requirement be delayed until 2009 or some more
minimum level of documentation be specified.
This would allow a smooth and phased transition
to transfer pricing compliance by all companies in
China.

In defining relevant party and control for purposes
of transfer pricing and other applicable rules (e.g.,
thin-capitalization rules), China differs from many
countries in the minimum level of ownership or
voting control that constitutes control. While other
countries typically set “50 percent or more” as
the minimum, Chinese rules only mandate a “25
percent or more” threshold. In light of the many joint
ventures in China, this test will often be met despite
the lack of any real control that a minority owner has.
In addition, the joint venture company may be legally
and practically unable to obtain required information
from a minority owner or its related parties. AmCham
recommends that the current “25 percent or more”
threshold be raised to “over 50 percent” while also
retaining the criteria indicating control where the
threshold is not met. Such criteria include director/
manager control and supplier relationships.

AmCham believes that cost sharing agreements
and advanced pricing agreements (APAs) will be
useful tools for the tax authorities and companies
alike. As these are new concepts in China, AmCham
recommends that simplified procedures be developed
and issued as soon as reasonably possible. Taxpayer
education programs should be initiated.

Article 114 of the Rules allows the tax authorities
to secure private/confidential information from
companies that are not under audit (merely because
their business is similar to the companies that are
under audit). Only publicly available data should be
used by both the taxpayer and the tax authority in
supporting their respective positions. In addition, the
possibility that proprietary information will become
known to competitors is a major concern.

AmCham recommends that (1) “secret comparables”
not be used, and (2) Article 114 be amended to read:

“Other enterprises involved in the investigation as
cited in Article 43 of the EIT Law refer to enterprises
that have directly conducted business transactions
with the enterprise being investigated.” Article
114 should also make clear that information to
be obtained is strictly limited to confirmation/
attestation of information provided by the taxpayer
under investigation.

In many countries, the APA process is used not only
for future pricing, but to agree in a friendly and
efficient manner the prior open years. This can avoid
lengthy audit and competent authority procedures that
require significant resources of both the government
and taxpayers. AmCham suggests amending the Rules
to provide for the APA process to apply to prior open
years when appropriate (i.e., rollback).

Fair Application of Incentives

The lower 15 percent tax rate under the EIT Law for
“new and high-tech” (NHT) companies is intended to
drive innovation and investment in line with China’s
2006-2020 Long-Term Innovation Plan. However,
the Rules include an IPR ownership requirement
that has the effect of preventing most non-Chinese
multinational companies (MNCs) from realizing the
benefits. This is counter-productive to China as it
will result in significant innovation being conducted
elsewhere.

Although non-Chinese MNCs add significantly to
China’s technology base, these companies are often
hesitant to register IPR within local subsidiaries
due to security concerns and internal policies that
maintain IPR ownership within the home country.
The IPR ownership requirement therefore precludes
many MNCs from qualifying for NHT status. This is
inconsistent with the “level playing field” policy of
the EIT Law and counter-productive to China’s long-
term goals of increasing R&D activity and innovation.

China initiated this NHT status specifically to
encourage R&D activity and to increase value-added
production. This can occur no matter where IPR is
owned. Allowing MNCs and other companies that are
truly NHT to qualify will also employ more of China’s
science and technical graduates, and encourage
more relationships between MNC R&D centers and
Chinese universities or scientific institutes.

AmCham recognizes the complexity of defining NHT
activities and applying that definition to the many
business arrangements that exist. The definition must
be flexible enough so that companies that truly merit
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this incentive can reasonably obtain it.

AmCham recommends adding an alternative test for
NHT status that will “level the playing field” between
domestic companies and FIEs. This alternative
test creates “Core Requirements” and “Secondary
Conditions,” both of which must be satisfied in order
for local authorities to grant NHT status.

“Core Requirements” (both must be met):

« Technology of products or production processes or
services must be more advanced than the industry
average in China.

« A company must use or develop technology in
its business that is either self-owned or licensed,
or that is created through activities under a R&D
services contract or other similar arrangements.
Technology for this purpose includes, without
limitation, patents, copyrights, processes and
know-how to develop IPR, even if unsuccessful or
if the work in China is only a portion of a larger
R&D project.

“Secondary Conditions” (two out of five must be
met):

« Technology is involved in, or otherwise related to,
an “encouraged” category in the Catalogue Guiding
Foreign Investment (contract R&D center activity
qualifies if the scope relates to an encouraged
category).

Meaningful R&D is conducted either directly or
through a cost-sharing agreement and either in an
R&D center or “on the shop floor.”

Meaningful R&D is conducted as a service for
others.

“Meaningful amounts” of money are spent on
technology and/or R&D, whether through license
fees, salaries, laboratory fees, sub-contractor fees
under contract R&D services and other similar
arrangements.

A meaningful level of personnel is employed who
have an education level equal to or higher than
“diploma.”

AmCham acknowledges that this alternative test
is, by nature, very subjective. While AmCham
more generally encourages a full “rule of law” with
all taxpayers being treated objectively, we believe
that the subjective nature of innovation and R&D
activities requires the application of sound judgment
by trained scientific personnel within the applicable
local authorities. Such sound judgment should not
be limited by percentage tests. For example, there

should be no “percentage of sales” requirement since
the qualitative significance of the R&D conducted is
not in any way related to current sales.

Dividend Withholding Tax

AmCham members are concerned about the 10
percent dividend withholding tax. When comparing
the effective tax rates on distributed earnings across
Asia, China is now near the highest. This significant
change, along with the loss of other tax incentives,
forces some existing FIEs to reconsider their
investments in China.

Although AmCham members based in the U.S. have a
foreign tax credit mechanism, often this mechanism
does not work as it theoretically should. Under these
conditions the 10 percent dividend withholding tax
represents an additional unrecoverable tax cost. This
is also true for many European-based AmCham
members whose home countries exempt income from
their foreign subsidiaries from any home country
taxation.

AmCham recommends that the 10 percent dividend
withholding tax on distributions by FIEs to their non-
resident owners be eliminated.

Business Tax

The Business Tax is a flat turnover tax assessed, in
most cases, on gross income. China is one of only a
few developed countries that maintain turnover taxes
today aside from comprehensive VAT systems.

The Business Tax economically affects each taxpayer
differently depending on its overall situation and
percentage profit margin. For example, if a taxpayer
has a very small profit margin, the imposition of the
Business Tax can actually contribute to an economic
loss. Despite varying rates being set for different
industries (e.g., construction and entertainment), the
variations within industries (differing product mixes
and margins) cause turnover taxes to result in uneven
and unfair treatment.

The Business Tax has serious implications for the
development of world-class financial centers in
China. As China makes significant efforts to open
financial markets, whether and how the Business Tax
applies to specific transactions is often uncertain and
puzzling to financial services firms. Official guidance
is through the issuance of circulars, the issuance of
which requires considerable time and effort. This
serves to delay development of financial products
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that would be useful for the Chinese economy and
help create the world-class financial centers that
China desires.

The Business Tax also affects China’s international
competitive position, as it is an additional significant
cost not incurred by competitors in other countries.
This will adversely affect China’s move “up the value
chain” and the ability of Chinese service industries
such as consulting and financial services to sell their
services overseas and to grow internationally. It is
important to note that other countries typically “zero-
rate” such services within their VAT systems.

AmCham recommends that the government study as a
long-term project the repeal of the Business Tax with
an extension of the VAT system to cover some or all of
the taxable objects now covered by the Business Tax.

Deductions

Through the EIT Law, China has adopted the
internationally common approach of accepting
the judgment of business management as limited
by corporate internal controls as the basis for
deductible expenses. However, there are limits on
certain legitimate business expenses. This hinders
some companies and industries by creating for
them an artificially high level of EIT. This affects all
companies, both Chinese enterprises and FIEs.

The current non-deductibility of commercial
insurance generally discourages employers from
providing such insurance to employees, despite the
legitimate and recognized need. To the extent that
such benefits are not provided, the public healthcare
costs over the long-term and companies’ ability
to attract quality workers are impacted. AmCham
recommends that commercial insurance provided for
employees be allowed as a deduction, with reasonable
limitations on benefits provided solely for company
owners who also work as employees.

Similarly, deductions should be allowed for
employment-related expenditures such as employee
welfare expenses, labor union expenses and
education expenses, all of which are socially desirable
costs and should be encouraged.

Business support of country-wide and community
activities through sponsorships serves to enhance
the cultural awareness and the quality of activities
for schools, theaters, sports teams and other cultural
events. The quality of life in many other countries has
been significantly improved by such business support.

AmCham recommends a project to identify worthy
sponsorship categories to be considered eligible for
deductions. These could include community sports
teams, local school activities and other cultural events.

The present 15 percent of sales revenue limitation on
advertising and marketing expenses will adversely
affect domestic companies and FIEs alike. Tax
authorities may stipulate different percentage
limitations for specific industries, but this will not
eliminate the high effective tax rate that will apply to
various companies. AmCham recommends that the
percentage limitation should be removed.

AmCham notes that for advertising and marketing
expenses, there is an unlimited carryover available
for expenditures in excess of the limitation. This
clearly implies that the government sees no social
objection to industries that traditionally have high
levels of advertising and marketing expenses.

It should be added that this advertising and marketing
expense limit is particularly counterproductive for
start-ups that are incurring high expenses of this type
in relation to their initial low level of sales. AmCham
notes that tax policy should encourage, or at least be
neutral, to start-up companies, and not be actively
discouraging them.

The blanket denial of any deduction for management
fees means that companies do not have the ability
to support the legitimacy of incurred expenses. The
labels that are placed on expenditures should not be
important for determining deductibility. Management
fees are often charged by parent companies for two
types of activities.

“Stewardship” activities are conducted by investors to
oversee and guide their investments. Such activities
do not directly benefit the business of a Chinese
subsidiary. The second type is services, which a
Chinese subsidiary either does not, or cannot,
perform itself, and which directly benefit the business
of the subsidiary. “Stewardship” type expenses
should not be deductible; the second type should be
deductible. AmCham recommends that a circular be
issued that will make this distinction and will provide
guidance to local tax offices and taxpayers alike.

The amortization of purchased goodwill is disallowed
until the underlying business is sold or closed. As
goodwill is an asset of diminishing value, AmCham
recommends this treatment for goodwill be
reconsidered. With simplicity of administration in
mind, goodwill could be amortized over some set
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number of years that would be provided in a circular

or other governmental guidance.

Recommendations

Adjustment of VAT Refund Rates

In the event of future VAT refund rate
changes, longer notice periods of no less than
three months, and preferably six months,
should be given.

» A rigorous assessment of the real effects of

the past year’s changes to determine if the
government’s goals are being met.

Initiation of a government project studying
major changes to the VAT system that would
eliminate the VAT refund mechanism and
adopt “zero-rating” for exports.

Partnership Enterprise

Finalize the rules for foreign partners as soon
as reasonably possible so that this form of
organization can be used to further China’s
innovative development and growth.
Provide taxation guidance for foreign
enterprise partners in accordance with the
principles of Guoshuifa [2003] No. 61.

Related Party Transfer Pricing

If contemporaneous documentation
guidance is not issued soon enough to allow
proper compliance for 2008, a lower level
of documentation should be issued, or the
requirement delayed until 2009.

Increase the minimum level of ownership or
voting control that constitutes control from
“25 percent or more” to “over 50 percent.”
“Secret comparables” should not be used. If
they must be used, any information provided
should be given voluntarily and solely at the
discretion of the company.

Clarify validity of previous circulars that
determine the current transfer pricing
regime. Circulars should be reissued or
clarification given that current circulars
apply under the EIT Law for both FIEs and
domestic enterprises.

Fair Application of Incentives

Encourage non-Chinese MNCs to initiate

or increase budgeted R&D expenditures
that will contribute to China’s long-term
innovation plan;

Employ an alternative test for NHT status
that will ensure all qualified companies,
domestic or FIE, can enjoy the proper
incentives;

Regarding the super-deduction for R&D
expenses, AmCham recommends using the
principles within the OECD Frascati Manual
as the basis for defining qualifying R&D
activities.

Dividend Withholding Tax

« Eliminate the 10 percent dividend

withholding tax on distributions by FIEs to
their non-resident owners.

Business Tax

+ The creation of a working group of

government and industry to investigate
developing principles and guidance in order
for financial services sector participants to
gain certainty regarding how the Business
Tax is assessed on new financial products;

« A long-term study on the repeal of the

Business Tax with an extension of the VAT
system to cover some or all of the taxable
objects now covered by the Business Tax.

Deductions

Commercial insurance provided for
employees be allowed as a deduction,
thereby encouraging employers to provide
such insurance for employees so as to reduce
future governmental costs;

Socially desirable costs such as employee
welfare, labor union and education expenses
be allowed as a deduction, and thus
encouraged;

Eliminate the percentage limitation for
advertising and marketing expenses;
Management fees for services that a Chinese
subsidiary either does not or cannot perform
itself and that directly benefit its business
should be deductible;

Reconsider the treatment of purchased
goodwill allowing for full amortization will
simplify administration for officials and
taxpayers.
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Customs

ccording to official reports from the General
AAdministration of Customs, the Ministry of

Commerce and the State Administration of
Taxation of the PRC, approximately 45 percent of all
cross-border trade in China consists of processing
trade (bonded manufacturing, with no customs duty
paid at import/export), while 50 percent falls under
general trade (customs duty-paid at import/export).
The remaining five percent relates to other customs
duty-exempt and/or duty-reduced imports/exports.

Last year China continued to see a rapid increase
in the volume of cross-border trade—reportedly
rising 30 percent. Sustained increases of this
magnitude are unprecedented globally. Managing
this additional workload puts a great strain on the
resources of the customs authority, particularly
at the over 200 ports of entry/exit throughout the
country. Although the customs authority is the lead
cross-border enforcement agency, coordination
and interface with other agencies such as the State
Administration for Quarantine, Inspection and
Quality (AQSIQ) and the Ministry of Commerce
play key roles in the movement of goods into and
out of China.

Trade facilitation for both imports and exports
is also important to industry and economic
development. AmCham recognizes that
advancements in information technology, including
the implementation of paperless customs clearance,
are being made to further enhance trade facilitation,
and that the Customs authority is tasked with two
competing objectives—strict and fair enforcement
of customs laws and ensuring high standards for the
facilitation of legitimate movement of goods across
China’s borders.

Significant Developments

Last year witnessed a number of regulatory, policy
and technical developments, including:

« Implementation of the Harmonized System (HS)
2007.

« Implementation of a new rule for advance tariff
classification rulings.

» Implementation of new and expanded bonded
zone policies on a pilot basis regarding R&D,

logistics, repair and others that can be undertaken
in certain export processing zones and free trade
zones.

Ongoing use of IT capabilities to enhance
customs supervision and efficiency (most notably,
e-handbooks for processing trade and the
continued development of paperless clearance
procedures).

The addition to the 2007 updated Foreign
Investment Catalogue of remanufacturing as an
area for foreign investment.

Broad changes to processing trade classifications
(both prohibited and restricted) and VAT refund
policies, as well as rule updates for the supervision
thereof.

Finally, consumer product safety issues have
had significant effects in both the United States
and China; there have been many calls in the
U.S. for increased government intervention and
inspection of imported goods, but the efficacy or
even practicality of such an endeavor remains to
be established.

Specific Issues

Processing Trade and VAT Refund Changes

While many of the recent developments pertaining to
customs are positive, the processing trade and VAT
refund changes are notable for having significant
adverse effects.

Announced on April 6, 2007, and effective April
26, “Announcement No. 17, 2007, of Ministry of
Commerce, General Administration of Customs and
State Environmental Protection Administration,
Promulgating Commodity Catalogue Prohibited for
Processing Trade”:

« Increases the number of prohibited goods
for processing trade from 341 to 1,140. The
majority of these goods are from high-energy or
environmentally intensive industries.

« Prohibits companies, set up on or after April 26,
2007, in customs special zones (such as bonded
logistic parks and export processing zones), from
having processing trade arrangements for goods
on the prohibited list for processing trade. For
example, companies can no longer import raw
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material under bonded status, making it necessary
to pay import VAT and customs duties on raw
materials on the list.

Announced on July 26, 2007, and effective August
23, “Announcement No. 44, 2007, of Ministry of
Commerce and General Administration of Customs,
Promulgating List of Commodity Restricted for
Processing Trade”:

« Increases the number of restricted goods for
processing trade from 394 to 2,247, mostly in the
plastics, textile, cloth, furniture and other labor-
intensive industries.

Disallows companies set up on or after July 23,
2007, in areas including the cities of Beijing,
Tianjin and Shanghai and the provinces of
Liaoning, Hebei, Shandong, Jiangsu, Zhejiang,
Fujian and Guangdong, from conducting
processing trade for products classified as
“restricted.”

Requires A & B grade companies to pay a deposit
valued at 50 percent of the total duties and import
VAT payable, and requires C grade companies
to pay a 100 percent deposit. Companies in the
aforementioned cities and provinces are required
to pay this deposit in cash, while A & B grade
companies outside these areas can comply by
opening a deposit account with customs without
paying cash.

Companies that import or export goods now
classified as prohibited are required to pay import
duties and VAT on raw materials that are both
import-prohibited and also export-prohibited, and
companies importing or exporting goods now listed
as restricted must pay deposits.

Additionally, on June 19, 2007, the “Circular of the
Ministry of Finance and the State Administration of
Taxation concerning Lowering the Export Rebate
Rates for Some Commodities (Cai Shui [2007] No.
90)” was issued, effective July 1, 2007. This notice
removed VAT refunds for export of some products,
reduced refund rates on others and adjusted the VAT
exemption policy so that VAT is still not required on
some exports, but the corresponding input VAT is not
refundable or creditable.

Cai Shui [2007] No. 90, along with Announcements
17 and 44, has significantly increased the costs
of doing business for many companies with little
warning.

Customs Valuation and Transfer Pricing

There have been apparent discrepancies between
the use of deductive valuation as opposed to using
the transaction price, and it is sometimes unclear
why one is chosen over the other. Furthermore,
rules on when gross- and net-profit amounts will be
used for valuation remain unclear. These reported
inconsistencies make it difficult for companies to
streamline or forecast their own process for customs
clearance.

Requirements for Clearance

Requirements for original copies of certain clearance
documents, including power of attorney (POA)
documentation and commercial invoices, continue
to slow the clearance process due to the high volume
of paperwork traffic between the customs broker
and exporter/importer; acceptance or use of photo
or digital copies of these documents would likely
improve speed and efficiency.

Side Effects of HS Codes

The use of tariff classification Harmonized System
(HS) Codes can result in discrepancies in boundary
conditions. For example, an auto parts manufacturing
company may be sourcing steel to supply gas springs
for the automotive industry. Steel is now discouraged,
but the automotive sector is still encouraged. As a
result, companies supplying encouraged industries
can be adversely affected despite operating within
suggested guidelines.

U.S. Legislation

On August 3, 2007, U.S. President Bush
signed into law H.R. 1, the “9/11 Commission
Recommendations,” after it passed both the House of
Representatives and the Senate without floor debate
or any noticeable opposition. Under the banner
of national security, and as an attempt to more
successfully meet the recommendations of the 9/11
Commission, the bill covers a wide range of topics.
Most significant to the sourcing business is Section
1701, entitled “Container Scanning and Seals” under
Title XVII (Maritime Cargo). Section 1701 stipulates
that as of 2012, 100 percent of cargo containers
destined for the U.S. must be “scanned” by non-
intrusive imaging and radiation detectors at foreign
ports of loading or be denied entry into the U.S. This
requirement has serious repercussions for the global
supply chain in several ways.
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Many existing port facilities do not have the
equipment necessary to meet these requirements,
and the investment necessary to purchase and
operate them is substantial. As such, some ports
currently serving the U.S. may decide to forgo the
burden entirely, decreasing options for freight
transportation and increasing the burden of those
ports that comply. Additionally, scanning of every
container bound for the U.S. will no doubt lead to
major logistics bottlenecks as the massive volume of
shipped goods funnels through a limited number of
scanning stations. This is a potential deal-breaker for
perishable goods and just-in-time supply. ]

Recommendations

AmCham recognizes that the volume of
cross-border trade in and out of China
has increased significantly in the six-year
period following WTO accession and that
the customs authority is increasingly using
information technology and modern risk
profiling techniques to enforce customs laws
and facilitate legitimate trade simultaneously.
Similarly, AmCham appreciates the political
climate that has led to legislative attempts
at solving problems related to product
safety and security in the U.S. In this
context we respectfully raise the following
recommendations for consideration:

For the Chinese Government

» Allow more/longer public comment
periods on draft regulations, as well as
implement longer transition timelines
and grandfathering of regulatory changes.
The short amount of time between
announcement of the processing trade and
VAT changes and the date on which they
became effective was generally not enough
for companies to accommodate and comply
with them in an effective way. This not
only hurts the companies themselves, but
the local economies that they support via
employment, taxes and investment.

» Continue to develop and refine processes
and regulations for remanufacturing as a
category for foreign investment. Not only
does remanufacturing have significant
environmental and efficiency benefits in
line with the scientific development goals of

the PRC, but foreign companies, including
AmCham members, can bring relevant,
concrete experience to the table. A pilot
program to accommodate this process
through foreign participation would be
warmly welcomed.

Continue to develop and streamline
“paperless” customs clearance procedures
and define what conditions must be met for
the use thereof. This will increase efficiency
throughout the customs process and provide
an incentive for companies to take advantage
of a process that will, AmCham hopes, both
increase customs throughput and reduce the
overall workload for authorities.

Continue to provide guidance and education
so that companies can comply with
regulations in a way that is most helpful
to the relevant authorities. For example,
advance written rulings on goods valuation,
guidelines for upgrading the grade of
companies from D to AA and suggested
best practices, will all help to make sure
that companies provide the most useful
information to customs authorities in a
format that will best streamline the entire
process and reduce the workload across the
board.

For the U.S. Government

« Continue to work with Chinese authorities

to ensure collaboratively that standards
and best practices are efficient, clear and
effective.

« Acknowledge that China is making many of

the positive changes and avoid legislative or
regulatory solutions to problems best solved
by cooperation, dialogue and the orderly
operation of markets.
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Small- and Medium-Sized Enterprises

environment for small and medium enterprises

(SMEs) in China has improved incrementally.
Those improvements suggest further progress is
possible for businesses in this segment, and AmCham
believes it is in China’s best economic interests to
facilitate even more growth and progress for SMEs.

Since the 2007 White Paper was published, the

AmCham defines SMEs as having either less than
US$50 million in annual revenue, or fewer than
300 global employees. In both the U.S. and China,
SMEs make up more than 99.5 percent of total
businesses. SME contributions to their respective
national economies equal more than 50 percent of
GDP and they employ more than 70 percent of their
nations’ workforces. One estimate suggests that
SMEs originally developed more than 65 percent of
patents and more than 80 percent of new products.
Further, SMEs today contribute significant portions
of sales (more than 50 percent) and tax revenue
(nearly 50 percent) in both the U.S. and China. For
China, SMEs are a critical building block for creating
an innovation-based, harmonious society.

Although SMEs account for the majority of both
businesses and GDP, inequities in the regulatory
environment disproportionately affect Chinese and
foreign SMEs. This imbalance stems from resource
constraints at the individual SME level. Policies that
compensate for overly burdensome administrative
and regulatory requirements are necessary for the
creation and maintenance of a healthy and vibrant
SME sector in China. AmCham supports the efforts
the Chinese government has made to help Chinese
SMEs source financing and other inputs to become
better, more productive companies and employers,
and to reach out globally. We would appreciate
the opportunity to collaborate with the Chinese
government at all levels to share the experiences
and best practices of the American SME sector and
to foster a better and more vibrant private sector in
China.

While the progress made over the past few years at
the policy level is commendable, issues remain in
many areas, particularly with local implementation
of specific national policies. Often these issues
disproportionately affect SMEs. Simply as a function
of size, SMEs do not have the resources to address

issues in the way that larger companies can.

Specific Issues

Transparency and Clarity of Information and
Regulations

Lacking the resources of larger companies, SMEs
often have difficulty obtaining accurate information
about regulations and policies. Such information is
often obtained through personal relationships rather
than official channels or public disclosure, putting
companies with fewer employees at a disadvantage.
Lower-level government employees are said to release
information to representatives of large or well-known
companies that differs from that provided to smaller
companies. In response to this disparity some
municipalities, including Beijing, have established
SME “information centers.” Those municipalities are
conducting further efforts to clarify information and
publish regulations at the national, provincial and
local levels to empower SMEs and protect their legal
rights.

Uniform Application and Enforcement of
Regulations Irrespective of Company Size

Unfortunately, it remains the case that even when
regulations and policies are clearly presented,
application and enforcement of those regulations and
policies is often inconsistent and appears to favor
larger companies. We have heard of at least one large
company that was able to incorporate a subsidiary in
three days through a streamlined process, while the
time required for SMEs to incorporate is typically
around three months. To cite another example,
banking regulations permit companies to withdraw
money from their own bank accounts, but in practice
local banks often will not allow withdrawals unless
concurrent deposits are made, adversely affecting
start-up businesses that have not yet begun to take in
revenue.

The prospect, real or imaginary, of bureaucratic
retaliation intimidates smaller companies. As a
result, some do not take advantage of opportunities to
participate in the legislative development process by
submitting comments for consideration. In contrast,
larger companies often have institutionalized
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processes and clear avenues to encourage the fair
application and enforcement of relevant regulations.
At this time, AmCham is unaware of the existence of
an effective self-correction mechanism that would
impartially and independently ensure that complaints
and abuses are effectively administered toward a
satisfactory resolution, regardless of company size.

Overly Burdensome Administrative Fees, Taxes and
Policies

According to one estimate published in a Chinese
newspaper, every year since 1999 has seen 870,000
fewer entrepreneurial ventures due to high
administrative taxes and fees imposed upon SMEs.
According to another estimate, in some municipalities
SMEs must pay up to 375 different kinds of fees
and taxes to city authorities. It is clear to AmCham
that there remains an opportunity to improve the
operating environment for SMEs in China.

Lack of Access to Capital and Financing Options

SME:s continue to lack access to capital and financing
options. Although they create up to 70 percent of
the jobs in China each year, SMEs receive less than
2.3 percent of all financial lending from state-owned
banks. At this time, the Chinese Banking Regulatory
Commission (CBRC) is encouraging Chinese banks
to lend to Chinese SMEs (not foreign SMESs), but this
effort is still only a request and not policy.

Additionally, the State Administration of Foreign
Exchange (SAFE) continues to require that all
registered capital be equity capital, while relatively
less expensive debt capital (crucial to the operation
of most SMEs) is still not allowed. Since December
2006, some foreign banks have been allowed to issue
retail loans in RMB but the lack of government-
backed loan guarantees and a robust and uniform
credit rating and reporting system has discouraged
lending to SMEs. Many programs exist worldwide
that could be used as models for a Chinese SME loan
guarantee program. One such program is the loan
guarantee program currently administered by the U.S.
Small Business Administration. [

Recommendations

Transparency and clarity of information and
regulations

 Create and maintain a centralized platform
for collecting and disseminating up-to-date
information concerning national, provincial
and munic ipal regulations and policies,
and make it readily available to SMEs
nationwide, perhaps using Internet-based
technologies.

Uniform application and enforcement of
regulations irrespective of company size.

- Establish an effective agency within an
existing governmental department that is
empowered to ensure consistent enforcement
and application of existing regulations on
behalf of SMEs and to act as a forum to air
and consider complaints.

Overly burdensome administrative fees, taxes
and policies

« Implement lower tax rates and service fees
(including social services) for SMEs, based
on company size and/or revenues.

- Mitigate the potential impact of the new
labor law by introducing more flexible
standards for SMEs.

Lack of financing structures to support SME
growth

» Set a target for an amount of financing
actually released to and employed by private
SMEs through government-supported loan-
guarantee programs.

« Establish one (or more) nationally
recognized and approved credit rating and
reporting systems to increase confidence in
the SME lending environment.
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Corporate Social Responsibility

to the management of business operations

in an economically, environmentally and
socially sustainable manner that takes into account
the diverse interests of stakeholders. Responsible
companies effectively address issues such as
transparency, environmental impact and labor
conditions for their own employees and those in their
supply chain. In addition, they reach out to external
stakeholders through community investments and
public-private partnerships.

Corporate social responsibility (CSR) refers

A supportive legal and enforcement environment,
applied uniformly to all business operations in China,
is essential for companies’ ability to be responsible.
There was good progress in the promotion of CSR
practices in China in 2007. New legislation designed
to protect workers’ rights passed, and the country’s
first law was drafted on the “circular economy,”
China’s term for the concept referred to elsewhere as
environmental sustainability. Leading international
organizations were approved to establish foundation
representative offices. In addition, the 17th
National Congress of the Chinese Communist Party
emphasized the importance of environmental
responsibility and sustainable development.

However, China also faced many challenges
relating to CSR issues, including food and product
safety, environment, labor and energy. AmCham
acknowledges China’s commitment to addressing
these complicated issues and urges leaders to
pursue progress through cooperation. Multi-party
engagement, public consultation and joint efforts are
the most effective means of harnessing international
best practices and “lessons learned” in order to
develop industry solutions appropriate for the
Chinese context.

Enhancing the Environment for
Responsible Operations

Labor Conditions and Workplace Issues

China is developing a growing body of labor-related
legislation designed to protect workers’ rights
and clarify employers’ responsibilities, including
the 1994 Labor Law, Labor Contract Law and
Employment Promotion Law, among others. These

laws and regulations—and their effective, uniform
implementation—form the foundation for addressing
workplace issues.

Although existing laws and regulations provide
high standards for working conditions and workers’
rights, implementation lags. As a result, poor labor
conditions, including excessive overtime, unpaid
wages, unsafe workplace conditions and lack of access
to social security remain serious and contentious CSR
challenges in China. Discrimination by employers
or potential employers against Hepatitis B and HIV
carriers, and women and migrants, among other
groups, are among the issues of growing concern.

Many American companies already take proactive
measures to ensure healthy work environments
for their own employees. However, an immediate
challenge lies in encouraging these same practices
across the supply chain. Raising the awareness
and capacity of suppliers to improve conditions for
workers requires long-term, cooperative efforts. At
the most basic level, buyers must recognize their
responsibility for setting and managing deadlines,
costs and production requirements in ways that
do not contribute to irresponsible behavior among
suppliers. Companies should also communicate
expectations and monitor the performance of their
suppliers, while helping to expand their capabilities
in human resources, environment, health and safety,
production and general management skills. This
knowledge transfer can increase productivity for
suppliers, which can contribute to their profitability
in a responsible manner. Government can do more to
support and encourage companies to address these
issues with suppliers.

AmCham commends the Chinese Government
for advances in labor-related legislation in 2007,
including the following:

« The government’s effort to highlight legal
protection for workers, especially migrant
workers, in the Labor Contract Law. We hail
the government’s willingness to engage in
discussion with the business community and other
stakeholders during the drafting process.

« The government’s commitment to preventing
discrimination, particularly against women,
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through the Employment Promotion Law.
AmCham hopes that implementing measures
do not weaken the positive intentions of the
government, for example by limiting the types of
jobs available to women.

To realize the advances detailed in this legislation,
AmCham recommends that the Chinese Government:

« Improve enforcement through consistent
application across all jurisdictions. Although
progress has been noted in some areas,
inconsistent enforcement permits less scrupulous
employers to undermine the efforts of socially
responsible companies while pursuing profit from
violation of workers’ rights.

Invest in training programs to better equip local
officials and related institutions, such as the
local offices of the All-China Federation of Trade
Unions, to enforce existing legislation. In addition,
encourage and invest in management training
programs that focus on quality and efficiency,
as well as health and safety, which have shown
promise in improving the conditions for workers.
Continue to explore mechanisms to increase
the effectiveness of worker-management
relations concerning working conditions,
terms of employment, workplace grievances
and discrimination, including worker-elected
representatives and health and safety committees.

Furthermore, to promote dialogue and cooperation
between the U.S. and Chinese Governments,
AmCham recommends that the U.S. Government:

« Continue to seek opportunities to address labor-
related issues, following the conclusion in 2007
of the Department of Labor’s (DOL) Labor Rule
of Law Program, which explored the use of labor
management committees in cooperation with the
Ministry of Labor and Social Security (MOLSS).

« Continue cooperative activities under the Letters
of Understanding in place between U.S. and
Chinese Government agencies, including the
Letters on Wage and Hours Administration and
Pension Programs renewed in June 2007 between
DOL and MOLSS; the Letters on Workplace Safety
and Health and Mine Safety renewed in June
2007 between DOL and the State Administration
of Work Safety (SAWS); and the Letters of
Cooperation extended in November 2007 between
the U.S. Mediation and Conciliation Service,
MOLSS and the Ministry of Personnel.

Environmental Performance

Improvement in environmental compliance and
enforcement is urgently needed to safeguard the
sustainable development of China’s economy, the
health of the business climate and most importantly,
the well-being of Chinese citizens. Uneven
enforcement of environmental regulations is a hidden
subsidy for poorly performing companies that puts
more conscientious businesses at a disadvantage.

AmCham commends the Chinese Government for
emphasizing environmental issues, including the
following advances in 2007:

» The strong emphasis it placed on sustainable
development, energy efficiency, resource
conservation and pollution reduction at the 17th
National Congress of the Chinese Communist
Party. This emphasis gives further weight to
targets set for these areas in the 11th Five-Year
Plan, and together these form a solid foundation
for action.

The establishment of five State Environmental

Protection Administration (SEPA) regional

environmental protection centers.

» The government’s commitment to release the
names of polluting enterprises and to place
limits on their ability to do business by tying
export licenses and bank loans to environmental
performance.

« Drafting of the Circular Economy Law designed
to boost sustainable development by reducing
pollution and energy consumption.

» The emphasis placed on achieving a “Green
Olympics” by both the Beijing and Central
governments and efforts made to achieve this goal.

To build on last year’'s progress, AmCham
recommends the Chinese Government:

» Continue to increase the influence of SEPA. The
organization’s visibility and enforcement capacity
have risen dramatically, but it is not yet able to
enforce regulations consistently nationwide.

» Strengthen the mandate of the five regional
SEPA offices to empower them to respond to
environmental issues and concerns in their regions
with efficiency and authority.

» Continue to explore methods of incorporating
environmental criteria into the performance
evaluations of local officials.

« Place local-level environmental protection bureaus
directly under the supervision of SEPA, rather than
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under the jurisdiction of local administrations, to
minimize potential conflicts of interest.

« Take the experience and achievements from the
“Green Olympics” campaign to other Chinese cities
to build on best practices learned in Beijing.

The U.S. Government has clearly recognized the
importance of supporting environmental progress
in China due to the potential impact on the health
of U.S. citizens, as well as on long-term trade and
mutual economic development. We appreciate
the commitments that the U.S. Government
has already made, and we encourage continued
investment in bilateral dialogues and technical
cooperation programs, including partnerships
to improve resource efficiency and regulatory
enforcement.

AmCham also recommends U.S. companies improve
environmental performance and resource efficiency,
while building local capacity by sharing experience
and skills with local officials, suppliers and other
members of the business community.

Product and Quality Safety

Providing safe and quality products is a fundamental
responsibility of any company. The past year saw
several product recalls and allegations of product
quality and safety problems throughout the supply
chain for goods made in China.

Product quality and safety is an area that requires
continuous attention by companies and regulators
alike. Companies must play an active role in
product development and in managing production
carried out by suppliers. By being responsible in
their own internal processes and fairly managing
their demands on suppliers, companies can help
minimize behavior that leads to compromises in
quality and safety. Moreover, companies should
also continue to enhance systems for monitoring
suppliers.

AmCham commends:

« The extensive engagement and cooperation
between the Chinese and U.S. governments in
terms of bilateral dialogue on these issues. This
includes agreements reached at the Strategic
Economic Dialogue in December 2007 to register
food and feed exporters and certify their products
from China, and to regulate pharmaceutical
ingredients and bulk chemical producers.

» The creation of a multi-ministry State Council
Leading Group on Product Quality and Food
Safety. AmCham applauds the intensified
inspections and campaigns executed thus far. We
hope that the Leading Group will not only engage
the multiple government entities involved, but also
connect with other key stakeholders, including
companies.

To build on the momentum of the aforementioned
efforts, AmCham recommends the Chinese
Government:

» Continue to engage in positive discussions with
U.S. counterparts.

« Continue to emphasize food and product safety
as an important responsibility of companies, in
addition to being a matter of compliance.

« Facilitate the development of civil society to act as
a watchdog to protect the safety of consumers.

AmCham recommends the U.S. Government:

» Continue to engage in discussion and cooperation
projects with Chinese counterparts to identify
problems and share best practices for government
campaigns and public-private partnerships.

Enhancing the Environment for Civil
Society

Civil society consists of groups outside government
that express the interests of the people, raise
awareness of key issues and/or help meet the needs
of society.

The development of a vibrant civil society is
fundamental to the cultivation of a healthy CSR
climate. Civil society organizations perform a
variety of significant services and humanitarian
functions related to CSR. These organizations are
able to provide unique solutions based on domestic
and international best practices and local needs,
promoting new approaches to CSR challenges. They
help companies understand their environmental
and social impact, act as watchdogs for corporate
behavior and serve as implementation partners and
a channel for charitable giving. Furthermore, these
organizations can meet urgent needs by providing
services that neither government nor companies are
equipped to handle, thereby enhancing the long-term
social stability necessary for sustainable economic
growth.
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Registration of Civil Society Organizations

For many U.S. companies, the legal registration
of civil society organizations is a prerequisite for
cooperation. While the number and capacity of
these organizations in China is increasing, and
the government is working to clarify registration
procedures, many that provide valuable contributions
to society remain unable to operate within the
existing legal framework. This has created a shortage
of suitable partners for CSR programs. In the
absence of clear or legally recognized roles, these
organizations are limited in their ability to lend their
experience and unique perspective to public efforts.

AmCham commends:

« Government agencies such as SEPA that have
become increasingly vocal in recognizing the value
and importance of civil society.

The efforts of the Ministry of Civil Affairs (MCA)
to make the NGO registration and management
process clearer and more systematic through the
drafting of the Charity Law, as well as release
of the Circular on National NGOs Evaluation
Implementation Rules and Notice on NGOs
Registration Management.

The registration in 2007 of new foundation
representative offices of international
organizations, including the World Economic
Forum, Gates Foundation and Clinton Foundation.
We hope to see MCA approve additional
applications for legal entities of international and
Chinese foundations under the 2004 Regulations
on the Administration of Foundations.

To build on growing interest in the role of civil
society, AmCham recommends the Chinese
Government:

« Through MCA, consider strengthening outreach
to other government bodies to help deepen its
understanding about the positive role of civil
society organizations.

Approach engagement with civil society through
positive methods. AmCham respects the need
for clear procedures to ensure that organizations
are well-structured, operate responsibly and do
not harm the public interest. However, we are
concerned about intensified monitoring—and even
closure—of NGOs if these steps serve to intimidate
or limit the work of legitimate organizations.
Engage with a variety of stakeholders, including
corporations, as it prepares legislation on civil

society. AmCham hopes to engage MCA to develop
mutual understanding of how corporations can
work with civil society and how a legal framework
can support these partnerships.

Incentives for Community Investment

Tax incentives can be a powerful tool for stimulating
corporate contributions to social and environmental
programs.

AmCham commends the March 2007 Enterprise
Income Tax Law, which uniformly raised the
permissible level of tax-deductible donations from 3
percent to 12 percent of annual profits. We encourage
MCA and the State Administration of Taxation
to build upon this positive step by encouraging
efficient and transparent implementation of existing
regulations.

Summary

AmCham looks forward to continued progress in
promoting responsible practices in both operations
and community engagement. As the world will be
watching China in the lead-up to the Beijing 2008
Olympic Games, this year will present an opportunity
to showcase best practices in CSR and stakeholder
engagement. We recognize multi-party dialogue
among all stakeholders involved in and affected
by various CSR issues as essential to ensuring the
sustainability of responsibility efforts, and we hope to
see strengthened commitment to such dialogue over
the coming year. [

Recommendations

For the Chinese Government:

« Continue efforts to deepen the understanding
of CSR as a fundamental aspect of business
management among officials, journalists,
managers and students.

+ Continue to consult the business community
and civil society in the development
of regulations concerning labor, the
environment, nonprofit registration,
donations and other CSR issues.

« Enforce labor, nondiscrimination,
environmental and product quality/safety
regulations more consistently and vigorously.

« Invest in training programs to better equip

2008 WHITE PAPER  AmCham-China « AmCham Shanghai « AmCham South China



FERFAHANIEN A 2o AR L, Wai
U B B -

o I RBGES, FEMMESHEHENAE, #E
HRA T R TR R e B AR VR

o REUVRM A IE 5 2 RAL S IR AIH AL . H
T 5 A 17 I P RS [ 4L 2 A8 T 37 o ok T £ IS 1) 28
PEEHEE . BIENTT, AaMFLRFIGE, ¥
SOMMFORB RN . SR, B HHLO RS RR]
AR AL 5, HER AR R4
AR, S AT AP ER R B,
ARSI R TR, RAEBR AR IR

o A KRR HPERAIEMAINLER Bt 5 E 4l
FEN AT &R AH R H AT 20 Ebanhy TR HEXR
T AL PR A olh 5 R AR 2T Je & PRI T 5, 4
(AR S HR T & VRITRARHESE, hER e
B N R AT R BO A T AR 2 e o

# X1 B

B & i 4l Ayt 2 e SR S sk A
TH.

20074E3 Hadad Y Kl Atk M, Fra el
RN VEARIE S I, T BURT 51 S A
HAE RSB E > 2=Refaszt =, &
1885 rh i N R AL AN ] R BT [ KB 55 R fE Ik
PR AR RE T b, AREEHEAT BL IS B PEIE R, JF1E
i Fe b R A BOE IR .

S

-

rh 3 B 2 00 v R BORF AN R G AR DS it — B R4
e dh oAb S TTERIR, JHERE SRR
W55 BRIt X 2 5 k. £EAE 32008 Bz 2 A
Wk Zbr, 2MREMESGERE, FbAER R
e AR Al 23 TR RIS AR OG22 S R RE 5 T
BB B A B R AL . Fe AT TIA A B ek & b il +:
KTEDGE, AR E R LT 2 5 R0
i, AR LA S TR TR SR R, RS AT
Ao BT R — 4 op [ BORFRE RS UE— B T
JEIL SRS =

EEEN:

W ETRE

By
it e EB A

o IS NRILBUE . FEEAKILE. &
WEFRA . BRI E X A S TUEEA N
b B 2 F A IR A B

o ARG M RIAALURHIEA RS T, 3H
Y. ARERIHSURICEN ., HIECA R A 5
Al At 2 TR SR T LA B L

o IR DEE, Euwnsgsr T, dEEAL. AEE
7 it R 22 4 S 5 TR AL S o

o FETIE BT, (EHT5 B S B AR
U, {AH 5 A4k 2 BLAY B 7 SE 47 1 7 B RE
T3, edndge e ELE T ' RAYE
BREEB, MM AT SEHEIA T

o MEEFEAREHILG, Mifiiemrsh#E 5
J T R AR 8 . Herh B B S5 B
HRE, URBLLT sz 2R is,

o ZREARTEE KRR EJRRIREN 5 HIRR T
AIAR SR X 380 SR I BURN M 4 A A ST
P R 77 R JRAIA B AR B R A
W R SR RAERNMTT E A KITH
PEAE I INAIREL N A R B A R I

o QRSN RATESF BT 4ol B (U AL
il

o Gk HERERFTT. Mk, RIS
s ISR A2 22 () B D37 S AR O B R 18 L R
JRZ R, HATA AR

o HENLAERVEMMEZ, WTLALESRSL. EHIHY
IFEFPE R SR B IE M. 58
TER AL A& R 23 A G I R AR, LAME
SEAF b T ARSI B TR] 2H 200 et Al 4
STERVE M,

Xt EEB AT

o EA20073€ [ 57 TERH 57 30k & 1D E 1Y
JREETAR, ARET LRSS TARSCR R
FrE—AxtiE .

o fEFPEMEBUFEEN (=) A
ARSI R P E BT e R Z A A
&, P EEE VRGN RER, %4
W R, AFHE,

o BETFRIDIAEHENH AR AEHE,

2008 HEH HEXERS - LEXERR - CREXEHS

119



Business Climate

Corporate Social Responsibility

120

local officials and related institutions, such
as local offices of the All-China Federation
of Trade Unions, to enforce existing labor-
related legislation.

« Continue to explore mechanisms to
increase the effectiveness of discussions
or negotiations between workers and
employers, including directly elected workers’
representatives and health and safety
committees.

« Continue to increase the influence of the State
Environmental Protection Administration;
strengthen the mandate and independence
of the five regional SEPA offices; consider
placing local-level environmental protection
bureaus directly under central-level
supervision; and continue to explore methods
of incorporating environmental criteria into
the performance evaluations of local officials.

« Continue to provide positive incentives for
environmental compliance.

« Continue to engage in positive discussions
with U.S. counterparts, companies and civil
society about the role of each in product
quality and safety issues.

» Develop a regulatory framework that
enables independent, transparent nonprofit
organizations to obtain official registration
more easily. Engage with a variety of
stakeholders, including the business
community, to better understand how the
nonprofit community is important to each.

For the U.S. Government:

« Continue to seek opportunities to address
labor-related issues, following the conclusion
in 2007 of the Department of Labor’s Labor
Rule of Law Program.

« Continue cooperative activities under the
Letters of Understanding in place between
U.S. and Chinese Government agencies,
including MOLSS, SAWS and the Ministry of
Personnel.

« Continue investing in bilateral environmental
dialogues and technical cooperation
programs, including partnerships to
improve resource efficiency and regulatory
enforcement.

» Continue to address product quality and
safety issues by engaging in discussion
and cooperation projects with Chinese

counterparts to identify problems, including
sharing best practices, government
campaigns, public-private partnerships and
incorporating these issues and initiatives into
bilateral forums.
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Preamble to the data
section

its members to share their experiences

about doing business in China. They provide
extensive data about their views on the operating
environment, their successes, their business
challenges, their outlook for the future and their
suggestions about how to improve the business
climate. This year more than 800 members
participated in the survey, comprising a diverse
collection of businesses with varying amounts of
experience throughout China, from small- and
medium-sized enterprises to the world’s largest
multinational corporations. This survey represents
the most current and thorough compilation of
insights to date from companies on the front lines in
China, and the trends gleaned from the data underpin
our assessments, conclusions and recommendations
in the White Paper. Our hope is that this 2008
Business Climate Survey offers useful information to
both policymakers and decision-makers regarding
the challenges facing American companies and what
it takes to be successful in the competitive China
marketplace.

Every year since 1999, AmCham has asked
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Manufacturing
bl 1

Source: 2008 AmCham Business Climate Survey
ARISEE . 2008 ErhEFAHSIERE

Which of the following legal entities does your company have in
China?
W FEEEEHHN

Percent, 100% = 768 Companies
Wholly foreign-owned

enterprise [ N <>

SMETIRF £k
Representativelrc%)f;%i I
Jomtée:ﬁntﬁu;i _ 26%
Regional/i%rg}cﬁhigiﬁg . o
R -

Regional headﬁj&rg\eg 2
Holding compan:
¢ ing 7%
Foreign invested company
limited by shares || 3%
SRl
Global headquarters
SIRBH
§ource: 2008 AmCham Business C\ima@e Survey 2
FRBRIR . 2008 EhXF RS HTRE

BESEL 10096~ 768 /A E)

| 1%

2008 WHITE PAPER  AmCham-China « AmCham Shanghai « AmCham South China



EEES:

HEREFE
How long has your company had a physical presence in China? How many employees does your company have in China?
A FE LR ST SE 1R B E LA FEERIRR AR
Percent, 100% = 805 Companies 4t 100%= 805 /A 5] Percent, 100% = 802 Companies ~ B4tk ,100%= 802 R /A 3]
over 2000 employees
More than sﬁoﬁy;agfr; Less than 2 years 81420008 R T

REIFE

501 to 2000 1to0 50
employees employnees
501-2000% & T 1-50% R T

From 2 to 5 years

2-5%

From 10 to 20 years
10204

101 to 500 employees
101 —500 ZRT
51 to 100 employees

From 6 to 9 years SI-100ERT
694 Source: 2008 AmCham Business Climate Survey 6
FRBRIR . 2008 FHEFRBEHHERE
Source: 2008 AmCham Business Climate Survey
FRBRIR . 2008 FhERHRB S HFRE 3
Would you identify your company as a Small/Medium-sized Enterprise? Survey respondent’s position in his/her company
REREATELAPM N 2% R IR A B HIER S

Percent, 100% = 800 Companies ~ B4tk ,100%= 800 KA F) Percent, 100% = 454 Companies  E4EL ,100%= 454 /A 5]

No -- We are not a company / enterprise

(eg. tr‘ade associat?on, non-profit, etc) o Director/functional leader Other (consultant, lawyer, advisor, etc)
E-BMNABFATSLL ( BHhS EFRANGE ) of other depa‘rtment Hith (&8 F , £IF, e g)

(HR Director, Finance
Director, Sales Director,
5% COO, etc)
HE IR/ RFTEA (A
NFRE, W53 SHER

S Senior-level
HEREEE) country man-
ager (CEO, VP,
Director of government GM, Managing
No -- We are a relations or public rela- Director)
large company tions department BREEBAR
N NEXRIIRBFE (BT
S PG o Ben
. 212 FRR
£18)
Source: 2008 AmCham Business Climate Survey 4
ARRIE . 2008 FHEFRBHSHERS )
Source: 2008 AmCham Business Climate Survey 7
FEKIE . 2008 £ R X RB SRS

SMEs compared to Large companies - Length of Time in China
2007 p/h Ml SR AT EEIEZER ERILLR

Percent, 100% = 800 Companies B4 L, 100%= 800 /A F)

B More than 20 years
>204F

M From 10 to 20 years
10-204F

M From 6to 9 years
6-94F

From 2 to 5 years
2-54F

Less than 2 years 17% I
<UF 6%
SMEs Large Companies
Ak KAE]
Source: 2008 AmCham Business Climate Survey
FRIR . 2008 £ P E LM S FEHE 5
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Financial Performance

How would you characterize your company’s financial performance
in China in 2007?

v 2007 FE LM AL SRS
Percent, 100% = 737 Companies

B4 L ,100%= 737 R/AF)

Large loss

Very profitable
*HSHR s

BHFE

Break even,
small loss

RFABE SR

Profitable
BF

Source: 2008 AmCham Business Climate Survey
FRRR . 2008 EHERLBSHERE 8

Profitability of China operations (calendar years 2002-2007)
£V 2002—200T4E B

100% = 254 236 376 203 150 737 Companies
KAE)

M Very

profitable 16% [ 15% ] "% I 0%

BHNEE -

Profitable

B

50%
65%  57%  53% 6% 64%

M Break

even,

small loss )

BYIBE / -

S — e

. 26%
Large loss 23%
4% 4% 6%
2002 2003 2004 2005 2006 200

Source: 2003-08 AmCham Business Climate Surveys 9
FREKRIR . 2003-08 FhEFRBEHKFRFE

Profitability by Length of Time in China
LW BRI R EREN T

SMEs compared to Large companies - Profitability of China
Operations

2007 NN R AT EEBRIELE

Percent, 100% = 737 Companies B4, 100%= 737 R/AF)

W Very profitable
BHEE

Il Profitable
B

I Break even, small loss
FESBESHR

Large loss
FESHR

SMEs Large Companies
Ak KAE)

Source: 2008 AmCham Business Climate Survey
FRRIR - 2008 FHEFRBHESHERE

11

What is your company'’s total China revenue for 20077
£ Ar2007FEFEE RN

Percent, 100% = 566 Companies B4t ,100%= 566 KA F]

Greater than US$100 million Less than US$1 million

HF =
FRES SIIERER
11%
24%
Between US$1
Between US$50 million and $9
million and $100 29% million
million EBA-9ER
5FA-HzExziE £xziE
Between US$10 million and
$49 million
TEIFR-4TIERETZIE
Source: 2008 AmCham Business Climate Survey 1 2
FRRIR . 2008 FRXBLRS KBRS

How did revenue of your China operations in 2007 compare to
2006 results?

20075 2 20085 FELE B E A LB

Percent, 100% = 737 Companies B4tk 100%= 737 R/AF)

W Very profitable

16%
BAEE - "
B Profitable
BREF
74%
Break even,
small loss
FYIBESH
Large loss ! ~~__
mESH 9 — . 18% ;
14% 6% o 1{9‘:;%
Less than From 2 to From 6 to More than
2 years 5 years 9 years 10 years
QU 2-b%F 6-9%F >104E
Source: 2008 AmCham Business Climate Survey
HEIRE . 2000 ETERLHSRENE 10

Percent, 100% = 658 Companies B4t ,100%= 658 RAF)

Decreased slightly  Decreased substantially
BT KiE TR
Remained the same

B 4%1%

Increased
substantially

d6% KiEK

Increased slightly

/NERE AN

Source: 2008 AmCham Business Climate Survey
FRBRIR . 2008 FHEFRBEHFRE

13
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BEES:
BEHREFE

Change in Revenue by Length of Time in China
SWEWK AR EERERNELER

Percent, 100% = 658 Companies ~ B4 Lt . 1009%6= 658 /A E]

How did operating margins of your China operations in 2007

compare to 2006 results?
1Mk 2007 45 2 2006 S 7 S FiE FEAF 4L (653)

Percent, 100% = 653 Companies B4t ,100%= 653 RAF]

[ | Increased Deteriorated substantially
;;Stf{:t'a”y Deteriorated slightly FEEL
4 K e 3[!2\
R K AL e
PN
Increased 19%
slightly
UNE RS — — Remained the
T - same
T~ B
M Remained 39%
the same
MNEETE 45% Improved slightly
P et N
49%
43%
Decreased
ARAD Source: 2008 AmCham Business Climate Survey 1 6
™~ BN . 2008 55 XHRBSAINE
0, T
8% 8% E " 77,,,,5
lessthan2 ~ From2to5  From6to9  More than 10 K . K K
years years years years Percentage of companies with increased operating margins
2R 2555 6294 10 E (calendar years 2001-2007)
Source: 2008 AmCham Business Climate Survey »I 4 2000—200732&1:6aiiﬂiﬂ@!ﬁﬁ!kﬂ‘]'ﬁﬁbh
FRRR - 2008 ER XSRS RIS
70%
Change in Revenue of China Operations
(calendar years 1999-2007)
19992007 MV EBFUN ML
100% = 146 Companies 155 231 213 334 126 658
RAT

M Increased
substantially
BEEK

20%

M Increased
slightly
HHEK

M Remained
the same
BEARF

Decreased
slightly
BETE

Decreased
substantially
RIETHB

6%

9%
2 4%

8%
0%

1999 2000 2002 2003
-2000 -2001 -2003 -2004

Source: 2001, 2002, & 2004-08 AmCham Business Climate Surveys
FRISKE . 2001, 2002, 15 2004-08 & rhER LM EIREIFE

2004
-2005

2005
-2006

2006
-2007

15

2001
Source: 2002-08 AmCham Business Climate Surveys

2002 2003 2004 2005 2006 2007

FRRIR . 2002-08 FHXFLHEHHEIRE

17
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China margins compared to worldwide margins
(calendar years1999-2007)

U EENARSHESROFBELER

100% = 115 Compames 251 18

W Significantly e M o
higher
BHRS
\ 26%
Slightly higher 28%  29%  28% 23%

B
[ Comparable \
¥ 25% |\

Slightly lower
AR

17%
Significantly 9% e 18% 3% o0% 7%
3%
lower \ | Eam | -

RHRS 0% 1% 12%  12% 8% 15%

1999 2000 2003 2004 2005 2006 2007

Source: 2000, 2001, & 2004-08 AmCham Business Climate Surveys
YPRISRIE . 2000, 2001, 2004-08 fEth £FLRSHBIRE 18

Perceived change in competition from foreign firms (2002-2008)
REFFELWHTEREN TR
100% = 115 Companies 251

W Increased
greatly %/ M 20% 20%
BEEM

Increased
slightly 42%  45%
BEEHEM 55%  99% 449 44%
7
- 57% -
o change /
BAEE / - \
° 38% s 31%
Decreased 28% 24%
TH 21%
1% 5% 3% 2% — 5% 3% 5%

2002 2003 2004 2005 2006 2007 2008

Source: 2002-08 AmCham Business Climate Surveys 21
FRRIR . 2002-08 Fh AR WS HHIRE

How did your company’s production in China change over the past year?
LW EEEEERNEES E—FLER

Percent, 100% = 486 Companies B4 LE ,100%= 486 KA F)

Decreased 1-10% Decreased 11-25%
TRe1-109%  TBE11-259%

Stayed the same
¥

Increased over 25%
EINBIL25%

Increased 1-10%

18401109
Nim—10% Increased 11-25%

#EHN11-259%

Source: 2008 AmCham Business Climate Survey 1 9
FEIKE . 2008 £ E R LS IEIEE

Perceived change in competition from PRC firms (2002-2008)
REPESWHERFENEL

100% = 102 Compames 252 351
B
M Increased 1454 1%
greatly o 0 o 0 o
SEEN o
33% \
//
M Increased
slightly
B 45%
55% 54% 43%
No change \ 45%
VA \
Decreased / 39% — .
B 38% @
17% 8% % g5y, P
10/
6% PP % % 5% 3% 2%
2002 2003 2004 2005 2006 2007 2008
Source: 2002-08 AmCham Business Climate Surveys
FROR . 2002-08 7 £ F B AHBE 20

Perceived change in competition from Imports (2007-2008)
RE#HOFSEFHENEL

100% = 127 414 ComBanies
M Increased w9
greatly
BEREM
22%
Increased 50% A
slightly P -
BEHEM e
L
No change 65%
BEEN
43%
Decreased
TR 5% 5%
2007 2008
Source: 2007-08 AmCham Business Climate Surveys 22
FRRIR . 2007-08 FHEBRHSHFIRE

What is your company’s forcast for 2008 revenue compared to 2007
results?

420084 48 L F2007 S FE AL E MV M BT
Percent, 100% = 651 Companies
Down 1-10% — Down 11-20%
Ti81-10% ’7 Ti811-20%
Remain t?%;??; I o Uﬁp 50;@0 50%
2% 10%

Bt 10096= 651 R/ E)

_Up 20-50%
#BH20-509
Up 1-10% —
#BH1-109%

Up 11-20%
#BH11-209%

Source: 2008 AmCham Business Climate Survey 23

FELRIR . 2008 FHEFRBESHHERE

2008 WHITE PAPER  AmCham-China « AmCham Shanghai « AmCham South China



Have you / are you considering relocating out of Beijing/Shanghai

due to increased costs?
LURBAMF LIRMEEEASIBHIL RS LB

SHANGHAI RESPONDENTS
EEREEY

BEIJING RESPONDENTS
JERR Gk

Percent, 100% = 336 Companies
ES5E,100%= 336 RAE) B4, 100%= 317 KA
Yes -- To another Chinese
city or Asian Country

- RIFHCHEHTRTM
HbER \

7%

Asian Country
R-MEFNHEPERTRITME
BN

\
15%

No &
93%

Source: 2008 AmCham Business Climate Survey
FRBRIR . 2008 FhEFRBEHKTRE

Percent, 100% = 317 Companies

Yes -- To another Chinese city or

No &
85%

24

RN
WS RS

Business Strategies and Goals

Top 5 Goals & Strategies in China

SN EERKEEHE B
Percent, 100% = 716 Companies ~ E4'tt ,1009%= 716 RAF)
W #1 Goal #2-#3 Goal M #4-#5 Goal
B B = B, B
Produce or source goods
or services in China for the 51% 20% 4% 75%
China market
EREE”, #ETETS
Import into China o
WOZmE 19% 21% 27% 67%
Produce or source goods
or services in China for the 26% 4% 56%
U.S. market

EREER. HEXETS

Produce or source goods
or services in China for other [ 28% 8%  44%
(non-U.S./non-China) markets
TEREES”, #EREE. FE
25T
Source: 2008 AmCham Business Climate Survey
FRRIR . 2008 FHREF LB EHRFE

25

How would you describe your five-year business outlook in China?

£k 5200022008 B iE M H AR B F R REIRE

100% = 160 Companles 173 254

M Optimistic
)

Slightly
Optimistic

B R

| ] Neutral

Pessimistic
/ Slightly
Pessimistic
SEXA,_S(:

B A6 51%

46%
46%
45% 43% 5

40%

AN}

489 499 45% 48%]
64%

25%

r-I

_ - 4%
° 0
2000 2001 2003 2004 2005 2006 2007 2008
Source: 2000, 2001, & 2003-08 AmCham Business Climate Surveys 26
FRBRIR . 2000, 2001, 5 2003-08 EhEFRHSHHEIRE
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Top Risks for the coming years (2007-2008) c”:ﬂ‘:’p\f;g:édtgozuoggicribe your company’s 2008 business outlook
ettt HAR200745, 22 420082 & RAREZ
2007 (100%=168 companies 100%= 168 &3] ) Percent, 100% = 620 Companies B4 Et ,100%= 620 R/AF]
W 2008 (100%= 309 companies 1009%= 308 /A3 ) Slightly more pessimistic ~ More pessimistic

B RN

Chinese economic slowdown |GGG 36
HEZFIEE EHE 339% 19%
Unchanged i
Labor costs | I 2o %
SN RAEM 20%
Increased Chinese protectionism 22% ke
qiliﬁ%?)ﬁﬁzxi%‘%i 26% More optimistic
EEBR R
Chinese financial market 20% 2R
instaoity I 207
HESRHHNRRE °
Global economic slowdown  [INEG__—_—_ °0% S"%*“'.ytmofe
LERAFHKEERE 16% optimistic
B 4 R
RMB appreciation |G 0% . S8 AmCham B Cimate s
0, ource: mCham Business Climate Survey
ARTHE 12% FRKIR . 2008 EFHREFRBHEHFFE 29
Deterioration of Sino- o
U.S. relations I 192/37
REXABL ? How does China rank in your company’s near-term global
Labor shortages NN 162 investment plans?
B pbetid 13% P EHHELWIEHLIRR T IR PEHES
Percent, 100% = 595 Companies B4 ,100%= 595 KA S
Increased bureaucracy [N 13%
(e 149 Not a high priority
Source: 2007-08 AmCham Business Climate Surveys 27 *Eﬁt% H'Jﬁu L
FRIRIE . 2007-08 EPEH LA EIERES o Number one priority
One among many FDI HeE—

destinations
RERFMZ— 16%

27%

What should AmCham’s government advocacy priorities be in 2008?
2008 hEEEH & S5EHAEBRFIEX RS RATHHEE
Percent, 100% = 260 Companies E4LE, 1009%= 2605 /A 3)

W #1 Priority I #2 Priority #3 Priority
Hit Rik F=®IN

Top-three priority

HRB =
Market Access 26% 8% 6% 20%
AN ° e ° ° Source: 2008 AmCham Business Climate Survey 30
FRBKRIR . 2008 EHEFRBEHERE
VS oy 15% T 9%  34%
el o Rich Top risks for the coming years
nelectalPropery e G 8% 8% FRILEFTEBHNEERL
Percent, 100% = 309 Companies BS ., 1009%= 309 RAT
Labor Relations/HR
saxraAnzn DAL & 2% W #IRsk  W#2Risk #3Risk
Promoting Central BE—HkE RBEZOHEK  BE=O&
Government transparency 12% 28% . .
- : Chinese economic slowdown 20% AN 8%  36%
AR R IE B EEEHE RN . C
National treatment /
Ngn-q;zsgtriir;ina{gon 7% 9% 9% 25% Lab?fa;%%? 6% 14% 9%  29%
ERFBT NEFB e
Provincial Enforcement Increased Chinese protectionism |ENEA GANA% 22%
of Central Government BFFERRPEX
i 0y 0/
g\gﬁl::v;i/g?ﬂ;g?; B 1% Chinese financial market instability [IEZYSN 6% 20%
ﬂa%iﬂﬁ/ FEERTHNAREN
S. P i Global economic slowdown |EZARNAN 6%  20%
et 7% 18% SEFEREENE car
RMB appreciation 7% 20%
Stand%(g; 30 8% 17% ARMBHE

Deterioration ofSino—U.S.%eIations A 8%  19%

U.S. Export Controls 20/ 129% FRXREN
F3=[SRE-LT 5% | 5% RUE Labor sslc;;tage A T03% 16%
SHMARRE
RMB currency revaluation
SO RN 5% 11% Increased bureaucracy PR 4% 13%
AR®CEsE B 5% 1% FENBHER ’
Source: 2008 AmCham Business Climate Survey 28 Source: 2008 AmCham Business Climate Survey
ARRIE . 2008 FREFRYFAERE ARRIE . 2008 EREFRHSHERE 31
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BEES:
BEHREFE

How have your company’s operations changed in the past year?
SUETIEEENHEHENL

Percent, 100% = 509 Companies B4 L 100%= 509 RAF)

M Increased greatly Increased somewhat
PN B I
Overall China

business activities 59% 93%

ARENEBHEEDN
Production capacity 53% 79%
e

China market-share
HE S HA 61% 77%
Products/services
provided in China 59% 74%
TEREN~ /RS

Designand R & D
operations/facilities 51% 67%

WML AR/ R &
Export volume from China  gepay 429% o
BRE L O 0 8%
Control of
distribution network 47% 54%
X545 M 4 Ay 1R
Import volume to
China 41% 53%
XA E R O

Source: 2008 AmCham Business Climate Survey 32
ARRE . 2008 ERERLB S HERE

Expansion strategy - In 2008, does your company plan to...
20084 Sk P AT R TR

Percent, 100% = 586 Companies
W Highly likely
Acquire a local Chinese
company’s assets B¥ 12%  17%

WH—RAEREATHE>
Acquire a local

Chinese company & 16%  23%
Wl—RAEAL AT
Invest in design and R&D

operations 32% 49%

ey syl

B4 L, 100%= 586 RAF)

FEETRE Likely ®J&€

Boend corocy TR
b NG

Source: 2008 AmCham Business Climate Survey 33
FERIR . 2008 FHEFLHSARIRE

Estimated increase in investment in China operations for 2008
&b 33 F2008 5 FE AR PR R B U

Percent, 100% = 584 Companies

E4E 100%= 584 R4 T

No expansion planned 1-10%
REY KT 2996 A IAHIB KR
% 1-10%
over 50% 10%
1098 By I A 3K

3% 509 BlE

21-50%
1896 f A K
&% 21-50%

11-20%

33% My WiIN A
B 11-20%
Source: 2008 AmCham Business Climate Survey 34
FELRIR . 2008 FHEFRBHSHERE

Did your company pursue an acquisition of a PRC company or a
PRC company'’s assets in the last 24 months?

RTEEREIMENXENNE —KPEF LW HHE~?

Percent, 100% = 558 Companies

B4 L, 100%= 558 R/ F]

Yes, and completed some acquisitions

=2 BELTM T — LK ME)
No, but considered
R ABZET

Yes, and still in the process of
acquisition

20 BE#R TR
Yes, but failed to complete

some acquisitions
R BRI E KK

No, didn’t consider
EWINsZ 3:-s01

Source: 2008 AmCham Business Climate Survey 35
AERIR . 2008 FHEFRFSHRIRE

Did your company pursue an acquisition of a PRC company or a
PRC company’s assets in the last 24 months? (2005-2008)

2005-2008<F E R B G WM E — R P EAF L oW H B~

100% =

161 558 Companies
AT

W Yes
26

23% 24%

M No, but considered
K ABREZ S

24% 21%

No, didn't consider
$._H$%J,§ﬁ‘l|$(m

7

60% 60%

53% 55%

2005 2006 2007 2008

source: 2005-08 AmCham Business Climate Surveys 36
FOBRIR . 2005-08 FHRXB LB FHHIFE

Top 5 Reasons for Pursuing M&A in China
SUHBHAKEERA

Percent, 100% = 299 Companies

B4 ,100%= 299 RA S

M #1 Purpose B #2-#3 Purpose #4-#5 Purpose

HEREA BZ. ZNREA BN, AfRRA
Market access 399 7% A
LETIN : 2 °
Enlarge the
customer base 15% 29% 8% 52%
Y REFE

Acauire capactly P 22% 1% 45%
Acquire distribution in
Siengn «
saxuEms ) pen AL 10%  30%
Acquire a respected

local brand 14% 27%

RGHMHEEN R

Source: 2008 AmCham Business Climate Survey 37
FRRIE - 2008 FHREFRBSHERE

2008 BEH HEXE#RS - LEXERR - CEEEFS

129



Business Climate
Preamble to the data section

130

Top 5 Challenges in Pursuing M&A in China
HEEHN AR EEHE

Percent, 100% = 261 Companies

E4EE ,100%= 261 RAF)

M #1 Challenge
R

W #2-#3 Challenge
BZ. ZuRA

o 4

#4-#5 Challenge
BN, AfIRRA

Negotiation of
valuation gap
BN ESES

Conducting private due
dgence 0% 5
RIRAEEHE

Negotiating letter of intent

sREmbEyEe A Gl 3%

Obtaining government
oporoct % o

e sl 2%

Transparency of

regulations

ERMAERE

Source: 2008 AmCham Business Climate Survey 38
FRKIE . 2008 FhEFRBSAERE

Top 5 Reasons for Failing to Complete M&A in China
HEEHRMHEXEERE

Percent, 100% = 211 Companies

B4 EE,100%= 211 RAF)

M #1 Reason Il #2-#3 Reason #4-#5 Reason
HERE BZ. =fERA EBH. AARER

Unbridgeable gap in

valuation expectations 14% 20% 9%  43%

EXFBUMBERK

Acquiring company’s
strategy changed 21% S 5% 35%
Fad R R EEKL

Due diligence revealed
target company had
financial problems

13% 16% 5% 34%

RIRAZE B R H M REFE
T 45 je) 7

Original target company’s
market or distribution
position overstated
FIREH BT HH DR
REEKR

6% 16% 9% 31%

Due diligence revealed
target company had legal

problems  [RUET e 8%  28%
REVAERAH MM RFE
e
Source: 2008 AmCham Business Climate Survey 39
ARKRIR . 2008 FhEXFHRHFRRRE

Economic and Regulatory
Environment

How will China’s new Enterprise Income Tax law, which took
effect on January 1, 2008 and applies a 25% income tax on both
domestic and foreign firms, affect your business strategy?
2008£E1 A 1H AR E0FT (EAFREHIE) BRMREWFREHRBRE—
H25% , H 3t & Wb B9 E IR R

Percent, 100% = 514 Companies

EHLEE,100%= 514 R/ F)
Will trigger significant

expansion of investmentj‘
RAEPEIEM \‘ — Will trigger significant

_ ) | decrease in investment

Will trigger minor ——— | / | [N

expansion of investment RARERS ‘
BARBERN Will trigger minor

decrease in investment
BABHRD

No impact
20

Source: 2008 AmCham Business Climate Survey 40
FEBRIR . 2008 FHREFRHFARRE

How important were favorable PRC tax policies for your initial
decision to invest in China?

BB MBERM S LR R R TP ENER

Percent, 100% = 499 Companies

B4, 100%= 499R A 5]

Critically important
DEE

Very important

FEEE Not important

2%  FEET

Slightly important
BHER

Source: 2008 AmCham Business Climate Survey 41
FRBRIR . 2008 FHREFRHSHHRE
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How would a 5% RMB appreciation/weaker U.S. dollar in the
next 12 months affect your business?

FR—EFED, A\RTMETI%HFHERE B3 W EIR0E

Percent, 100% = 593 Companies

Would squeeze margins, but

no long-term impact
TRKBOFIER BRSEKGRN
No impact

i

Would boost profitability
TTREfEFEIE &

Would import more
materials/equipment from the U.S.
and/or overseas
SRS M X E BB SNE O MR AR &

Would seriously re-evaluate China
expansion plans
X E R R TIAR MBI

Would source more
materials/equipment in China
STRESS M AR E S AR SR &

Source: 2008 AmCham Business Climate Survey
FRIRIR . 2008 EhEFRBSHFREE

B4 bk, 100%= 5935 /A 5

S
I
.

B

B

B

42

Effective July 1, 2007, PRC export-tax rebates (VAT) were scrapped
or reduced on more than 2,000 goods. What has been / will be
the impact of increased China-based supply-chain costs on your

profitability?

2007 £7R1B#ATHYH OB EBEREUH S K T 200045 5% R a9 H
E, LkeyPEANERARI WM

Percent, 100% = 260 Companies

Stay the same
TEK

Source: 2008 AmCham Business Climate Survey
FEBRIR . 2008 FHEFLHSARRE

B4 b, 100%= 2605 /A 5]

40%
Profitability
decrease of 2-8%
W 257 B T B

43

How would you rate Chinese domestic banks’ ability to provide the
banking services your company needs?

PEFLRITRHRSHIRED

Percent, 100% = 518 Companies

B9 t,100%= 518K A5
Can provide some financial
instruments, but lack sophisticated _ 50%
management tools
REBRME—LSMTR BREDRA
HEEFR

Lack serious financial 219
management tools °

FERZMESEERIR

Can handle transactions similar to
the U.S./Europe - 17%

REBFEE REUNRT—HREL 5

Would change choice of banking

partner with entry of foreign banks 16%
FERESMASRITRIEN BRIk - ?
Ptz

Our company does not use

Chinese banks because of poor .
tools and services . 8%

BTN MAN X 5IRS
BN EAFERLRT
Can handle transactions similar to o
Korea and Taiwan . 8%
REBREER & TRIT—ALEL S

Source: 2008 AmCham Business Climate Survey 44
FRRIR . 2008 FHEFRHSHERE

To what extent do you believe China’s recent economic reforms
(last 3 years (2005-2007)) have improved the climate for U.S.
business in China?

P EE HE 5 (20055 - 2007 ) R E £ W A i SR MM ERE

Percent, 100% = 571 Companies

B4, 100%= 5715 /A F)

To a very great
extent

LEEPN:iE

Not at all
TERE

34%
To a great extent
RAEE
To some extent
—ERE
Source: 2008 AmCham Business Climate Survey 45
FRISE . 2008 EhEFLHSIEIAE
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To what extent do you believe China’s recent economic reforms (last
3 years) have improved the climate for U.S. business in China?
200220085, M “FE=FPELEFHEWEE LW FEEEFING
RREE" MR

100% = 208 Companies 254 236 352 140 571
RAE

W Toavery
great extent ERIA
LEEPN:bEES:
M To a great
extent
RAEE
To some
extent
—ERE
Not at all 47%
TEERE
329 31% 37%
S —
5% 0% - 7% % 9%
2002 2003 2004 2005 2007 2008
Source: 2002-05 & 2007-08 AmCham Business Climate Surveys
ORI . 2002-05 15 200708 45oh % A2 4 SR RS 46

Has your company been affected by China’s RoHS (Reduction of
Hazardous Substances) regulations?

EUFPE (BFESFRSRIFEENE) HRERE. ..

Percent, 100% = 562 Companies &4 tt,1009%= 5625 /A 3]

To a large/great degree
RAEE

Somewhat
—ERE
No
REFM
Source: 2008 AmCham Business Climate Survey
FRRR - 2008 £ EHRBHSHHHE 47

To what extent do you believe the quality of the U.S.-China
commercial relationship affects your business? (2007-2008)
EHASXFRBEMLWEERIRWEE

100% = 141 Companies 261
RATF)
To a very great extent 16% 23%
FEEX
M To a great extent
R
38% 2
To some extent o
I Not at all .
RLRH 40% 38%
2007 2008
Source: 2007-08 AmCham Business Climate Surveys
FERIR . 2007-08 FHEFRBHEHERE 48

How would you rate China’s implementation to date of its WTO
commitments?

A3 ohE BT At RE R
Percent, 100% = 548 Companies

H4EL, 100%= 548R/AF]

Unacceptable
BE
Good

7\ 1%3% Poor
=

Superior
REF

21%

Adequate

Source: 2008 AmCham Business Climate Survey
FRIEE . 2008 Erh £ SHBERE 49

Compared to 2006, please rate the welcomeness of foreign
companies to participate and compete in the CHINESE market

LLEF20085F, 5P 2 W B S5H RS T PETHHERDERE

Percent, 100% = 260 Companies

B4k, 10096= 26045

M Increasingly Unwelcome
LSRR 200

Increasingly Welcome
RESiSaveu]

28%

Your view of the actual situation
ETXRERNEER

31%

Perception in the Chinese media
HERENER

26%
Perception in the Foreign media
E MR IR

Source: 2008 AmCham Business Climate Survey O
R . 2008 A 25 ARIE 5
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EEES:

WEHREFE
Perceived Welcomeness of Foreign Companies to Participate /
Compete in the Chinese Market by Length of Company’s Time in Key |Ssues and Cha"enges
China
A 10451 B 5= ot 25 El 2= 3R . .
EUEFRENRESHIAELSSARF TPATHRFNIRLER How does 2007 compare with 2006 in terms of ease of travel to
Percent, 100% = 229 Companies  E4)t, 100%= 229 /A5 the U.S. for Chinese citizens?
) ) #0200 £ 48 LL , 2007 hE AR EFE A EAY T
W Increasingly Unwelcome Increasingly Welcome
SR #5220 SRR kD Percent, 100% = 477 Companies &4 Lk, 1009%= 4775 /A5
2007 more difficult than — 2007 significantly more difficult
Less than 2 years 29% 2006 to obtain visas than 2006 to obtain visas

<ot

From 2 to 5 years
2-5%F[8)

LLER R | EEER

33% 2007 significantly k ‘
easier than 2006 .

to obtain visas

About the same,

From 6 to 9 years 25%

6-94F 8 LLBRES 2007 and
More than 10 years 28% 5%06 (letqtually
>104E ifficult to
obtain visas
Source: 2008 AmCham Business Climate Survey 2007 easier EREE
FRIRIR . 2008 EREFLHEARIAE 51 than 2006 to
obtain visas
HNES
Compared to 2006, please rate the welcomeness of foreign 20%
companies to participate and compete in the U.S. market y
LEBF20064F, Sh i B 5 TR TEEH RN Z RIDEE £ About the same, 2007 and
2006 not difficult to obtain visas
Percent, 100% = 260 Companies E4LE, 1009%= 2605 /A 3) REXE
M Increasingly Unwelcome Increasingly Welcome Source: 2008 AmCham Business Climate Survey 53
FRIKIR . 2008 EREF LS HTRE
HEBAREV R IR i

Your view of the
g;}fﬁ%;ﬂ;ﬁ%@ 2 How important is the protection of intellectual property rights (IPR)
to your business?
MRERRIPHASEENEEY
Peé%?r?é?:rg]eg}g 239% Percent, 100% = 554 Companies ~ E4}Lt,100%= 5545 /A5
REE AR R Critically important Not important
HIEE rEE
Perception in the
Foreign media 20%
SMER IR Slightly important
BAEE
Source: 2008 AmCham Business Climate Survey
TRICR . 2008 % XA B S EIBE 52 23%
Very important
FEEE
Source: 2008 AmCham Business Climate Survey
TR . 2008 P ABR TS HAAE 54
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How would you rate China’s enforcement of intellectual property What is the breadth of infringing products (of your company’s
rights (IPR)? products) originating from China?

AP EBFERRFERRFHRIT DA TEG 200720084 i H th EI B9 R4 7= S PR SH 18 RSB R

Percent, 100% = 389 Companies 4L, 100%6= 389K /AF) 100% = 41 Companies 175

RAE

Very effective  Totally ineffective
FEER  meEH

In China, and exports

of Chinese counterfeits 229 20%
Effective in global markets B
R EXmiH Ry A e —
i it ] 18%

In China, and
exports of Chinese
counterfeits in other
Asian markets

E X R AT
TS

Ineffective
62% R M |PR infringements
in China market
only
Source: 2008 AmCham Business Climate Survey REFETHHEESE
FROR . 2008 % TR M5 AEEE 55 2007 2008
Source: 2007-08 AmCham Business Climate Surveys
FRRIR . 2007-08 EHEFIFESHFIAE 58
In the last year, the volume of counterfeits of my organization’s If you have taken ADMINISTRATIVE action on IPR cases, how
products produced in China has... satisfied were you with the level of cooperation from the relevant
dE—FEeWERBHENRETEL...... PRC officials?
SWEETEFEITERRITAN, 3 SHEXBAFSERSERANBRE
Percent, 100% = 336 Companies B, 100%= 3365 /A 3]
Percent, 100% = 230 Companies B L, 10096= 23052 F)
Decreased
BER D Increased Very disigtisfleg Very satisfied
12% HEEM EERHR EEHE
Somewhat
dissatisfied S 6%
RRHR
Somewhat
Stayed the same satisfied
BF BHR
Neutral
RS E
Source: 2008 AmCham Business Climate Survey
FRR . 2008 7 4 £FR S AHBE 56
Source: 2008 AmCham Business Climate Survey
FROR . 2008 7 X RR RS AEIBE 59
What is the extent of damage caused by China-originating IPR
infringements of your company’s products? If you have taken administrative action on IPR cases, do you think
BRTFPEDRERERE AN L SRERNRERE the results will deter other infringers?
7~ =i i A T 7T 5
Fercent, 100% = 351 Companies B FL 100 TRLT LW BERBITAHREERESUHMERREXRMNITHFENRRER
Causes material damage to Percent, 100% = 179 Companies B4, 1009%6= 179 /A 5)
global operations Strong deterrence
MERZEFKRMERE RK
No deterrence
TER
Causes material
damage to
China operations
XREMEE AR
Atk Some
Minimal impact det:z;ice
A . —ETE
L Little deterrence =
R
Source: 2008 AmCham Business Climate Survey Source: 2008 AmCham Business Climate Survey
ORI . 2008 75 h A 2R 5 SRR 57 FORSR . 2008 75 % 2 % SR 60
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If you have brought any infringements to COURT, were you
satisfied with the level of cooperation from the PRC courts?

YEWERRITAREEEN, MEPERENXEERANHERE

Which of the following measures do you use to protect your
intellectual property?

b R HTIR = AR AT R BB HE e 2

Percent, 100% = 187 Companies B, 100%= 1875R/AF)

Very dissatisfied Very satisfied
FERHR FEHE
Somewhat
dissatisfied
FERHR Somewhat
satisfied
BLHE
Neutral 50%
FRSSE
Source: 2008 AmCham Business Climate Survey
FRIR . 2008 £ EHRH S FAME 61

If you have brought any infringements to court, do you think the
results will deter other infringers?

EUBRBITAHREEEEMEBERRELMUTARMEILER

Percent, 100% = 179 Companies &4t ,1009%6= 179 R/AF]

Strong deterrence
BRAWEA

No deterrence
REER

) Some deterrence
Little deterrence RINTER

RANBITER

Source: 2008 AmCham Business Climate Survey 62
FELRIR . 2008 FHEFRBHSHRRE

The most important IPR issues to respondents’ businesses are ...
HEWEEREENMAFREES. .....
Percent, 100% = 209 Companies

B4tk 1009%= 209 ZR/AE)

M Most Important Important
RAEE Ex3

Trademarks

Company name

protection 29% 49%

M ZFRRY

Copyrights 35% 26%
HRAX

Trade secrets

el 10% 35% 45%
Other IP rights
AR RE 33% 40%
feinez
Design patents o
ity I 2% 39%
Invention patents ® 5
BT 8% 22% 30%
Source: 2008 AmCham Business Climate Survey
FRKIE . 2008 EHEFRBHEHFRFE 63

Percent, 100% = 317 Companies B4, 100%= 317 R/AT)

M Dedicate full-time resources Dedicate part-time resources

LRARBRA FRA RN
Register trademarks and
patents in China 51% 80%
EREFRERFSREE R
Require employees to sign
non-compete clauses 46% 79%
BERERFITZWEEHY
Separate functions to keep
technological details secret 34% 58%
RESTFNREEAAT
Use specific data protection
infrastructure to protect IPR o, 9
EREIBEPFART . 5%
R4

Pursue legal action against
violators 28% 45%
WERREFEER
Screen job candidates for
IPR-related issues
BRI R R U B 35%
PEHTIE N B E N — TR

Use physical surveillance
equipment 24% 38%
ERAYELENRE

Pursue enforcement though

AIC (trademarks) or IP Office
(patents). 25% 36%

B TR 7B ) (B#R) S AmiR

PRI E (RRAR) #EATHE

Have a special market
monitoring program to track
Chinese competitors for
infringing products 2% 33%
FENENHHBENREGR
RERPET RN FHEE” R

Source: 2008 AmCham Business Climate Survey 4
RSN . 2008 4 B2 5 A 6

In what areas would you want to see the Chinese government
strengthen its role in facilitating sourcing in China?

LU FBPEBFFER/L A TR RS, LM PR RE?

Percent, 100% = 504 Companies

B4tL, 1009%6= 504R/AF)
Manufacturers’ qualifications
IR R R
Information to help identify who
sevnses~ NG
B ENIRBIVRLL ] 15 7 e 0 2
T~ RHER
| do not want the Chinese
government to get more 34%
involved in facilitating sourcing °
BAFETEBFE SN
NEHERN R MG Y (o) 7L

Information on manufacturers’ 3%
environmental protection record _ °
HEHHARLRER

Details on manufacturers’ labor

IR RS S AT

Source: 2008 AmCham Business Climate Survey
FRKR - 2008 FHEHRBEFHTE 65
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How has the volume of products your company sources from
China changed from last year? (2007-2008)

MEEMAL, LR PEN-RBEERL

100% = 25 Companies 420
RAT
Significant increase 12% 13%
k2] EE— —
M Increase
BRI
Stayed the same 60% 50%
¥
Decrease
BRTRD
34%
24%
L
2007 2008
Source: 2007-08 AmCham Business Climate Surveys
FROR . 200708 % X B ARSI EAE 66

What changes do you expect in the volume of products sourced
from China in 2008?

£ Mk %2008 W o BRI G B B THA

Percent, 100% = 423 Companies

BEL . 10096= 423K /A 8)

Decrease —  — Significant decrease
RS || BEES
L — Significant increase
ZEEM

Stay the same
MEFERTE

’ Increase
B

Source: 2008 AmCham Business Climate Sur\/Ey
TR . 2008 F hEHAT 5 REHE 67

How has pollution affected your business in China?
MRFRR AT EPEEEHM
Percent, 100% = 482 Companies

E4EL. 1009 482 RAF)

and their families

PR TRRBAORE
Raises health care costs _ 1%
BINT DA RBAEAXE °

Makes it difficult to o
recruit people - 27%
BINT BHEANT HEE
Reduces efficiency or
effectiveness of operations -
FBARZE R ER RS

26%

Forced us to relocate facilities I 9%
BES VT ?

Source: 2008 AmCham Business Climate Survey 68
FRERIR . 2008 FrhEFRBSHERE
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Agriculture and Food

U.S. agricultural products. In 2007, the U.S.

exported over US$8.8 billion of agricultural
and fish products to China, making the U.S. China’s
largest supplier of agriculture products. The
U.S. provides China with raw materials such as
soybeans, cotton and hides destined for processing.
Simultaneously, China’s exports of agricultural
and fish products to the U.S. continue to grow
with a total value that exceeded US$4.9 billion in
2007. China’s exports to the U.S. consist largely of
fish, vegetables and various processed foods. The
continued expansion of agricultural trade between
the two countries is a testimony to the comparative
advantages China and the U.S. have in the production
and processing of various agricultural goods.

China is the fourth-largest export market for

In 2007, food safety issues came to the attention of
the general public and among bilateral trade issues
between the United States and China. Contaminated
and mislabeled products originating in China led
both countries to re-evaluate the role of food safety in
the regulation of imports and exports. As a result of
heightened inspection on each side, trade disruptions
and delays occurred as changes instituted to
inspection regimes were implemented. In a number
of cases, trade disruptions appeared to be based on
politics and not upon sound science.

While the Chinese Government has made a number
of efforts to improve the control and efficiency of its
food safety apparatus, a number of problems persist.
Technical barriers to trade continue to impede
imports of certain products into China and non-
transparent trade rules that limit opportunities create
uncertainty for U.S. exporters.

In late 2007, China issued a new Foreign Investment
Catalogue that moved a number of agricultural
processing businesses to the “restricted” category and
limited new investment in some of these businesses
to minority-only shares. The Chinese Government
has also asserted itself throughout the year in an
effort to limit food price increases in ways that
may affect the operations of foreign firms in China.
AmCham members are concerned that limiting
foreign investment in China’s agricultural sector
and actively trying to manage food prices through
administrative measures will limit competition and
efficiencies in the industries concerned, which will
ultimately lead to higher prices for consumers.

Significant Developments

Food safety issues have taken center stage in the
bilateral agricultural and food trade between the U.S.
and China. In the wake of concerns over the quality
of Chinese food exports to the U.S. and elsewhere in
2007, China moved swiftly to address supervision of
its food supply chain. A wide range of government
actions included development of a special plan on
national food safety, establishment of a working
group led by former Vice Premier Wu Yi to coordinate
inter-ministry cooperation and the creation of new
regulations, and benchmarks for food safety and
quality.

The draft Food Safety Law was submitted and
approved by the State Council on October 31, 2007.
It then went to the National People’s Congress
Standing Committee on December 26, 2007, at its
31st Conference and, at the time of this writing, was
still awaiting final approval. If the final version is
approved, the law will establish a new framework for
evaluating food safety issues, from the certification
and licensing of food companies to procedures for
carrying out food recalls. In November 2007, China
announced a large revision to its food inspection
protocol by agreeing to bring 600 food safety
inspection standards in line with international
guidelines by 2010.

In addition to domestic actions, China has cooperated
with its trading partners on bilateral initiatives
to improve food safety. The U.S. Department
of Health and Human Services (HHS) has held
technical seminars in addition to increased regular
communications with both China’s State Food and
Drug Administration (SFDA) and China’s inspection
authority, the General Administration for Quality
Supervision, Inspection and Quarantine (AQSIQ).
AQSIQ and U.S. Department of Agriculture (USDA)
have also consulted on the safety of meat and poultry
products.

Importantly, HHS and AQSIQ signed a memorandum
of understanding on food and feed that aims to
increase the level of safety in traded products.
China has also taken similar steps with the relevant
agencies of its EU and ASEAN trading partners.
The full impact of these actions will not be clear for
some time, but they are all clearly steps in the right
direction and will gradually improve the quality of
both domestic and export foodstuffs.
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Specific Issues

Specific agricultural issues that concern U.S.
exporters generally fall into the categories of
measures that lack risk-based justification and
those that appear to run counter to China’s WTO
commitment to national treatment for foreign
investors.

Beef Access

Since 2003, China has continued its complete ban
on U.S. beef despite the offer during the April 2006
Joint Commission on Commerce and Trade (JCCT)
meeting to re-establish U.S. beef import eligibility.
When both sides failed to reach a bilateral agreement
to re-establish the beef trade, China unilaterally
published a list of requirements for the conditional
resumption of U.S. beef shipments in July 2006.

U.S. industry and government agreed that the
conditions put forth by China were commercially
unviable and did not conform with international
guidelines on safely traded bovine products and
effective risk mitigation measures. In the meantime,
the U.S. cattle population received a controlled risk
status by the World Organization for Animal Health
(OIE) in May 2007, which allows for the trade of
all beef and beef products with effective removal of
specified risk materials.

China improved on its offer of U.S. beef access in
the summer of 2007 to include bone-in beef from
U.S. cattle younger than 30 months old, but the
conditions still fall short of OIE guidelines. China
could eliminate the discrepancy in standards on beef
by adopting the global OIE standards for trade in
beef products.

Ractopamine in Pork

China has delisted eleven U.S. pork plants from
exporting to China since early 2006 due to the
residual presence of Ractopamine, an FDA-approved
Beta Agonist feed ingredient widely used in the
hog industry in the U.S. During the third Strategic
Economic Dialogue (SED) in December 2007, six
U.S. pork plants were returned to the list of eligible
exporters. However, international experts working
under the auspices of the CODEX Alimentarius
Commission, an international food-standards
organization, have endorsed the safety of the proper
use of Ractopamine and the feed ingredient has
reached Step 8 in the overall CODEX approval
process.

Ractopamine is a swine feed ingredient that directs
nutrients to increase the amount of lean meat in high
value cuts and improves production efficiency. It is
estimated that Ractopamine is used by approximately
70 percent of all U.S. pork producers and is accepted
as safe by more than 24 countries including the U.S.,
Japan, South Korea, Australia and Canada.

The delisting of certain U.S. plants as a result of
the use of Ractopamine appears to be based on
questionable logic. China has experienced severe
problems with the abuse of animal health products,
including the Beta Agonist Clenbuterol. Due to
past food safety crises involving human casualties
resulting from the ingestion of tainted pork, China
banned the use of all Beta Agonists in 2002. China
has justified the delisting of U.S. pork plants based
on its existing domestic ban. The U.S. has argued
that given the significantly different properties
of Clenbuterol from Ractopamine, China should
complete a risk assessment of the safety of the latter
and establish a safe tolerance for the presence of the
feed ingredient in meat products.

It is ironic that in a year when China’s pork prices
have risen to record high levels, competitive imports
from the United States have been limited due to
China’s position on Ractopamine. While respectful of
China’s domestic issues with the abuse of unapproved
animal health products in the swine industry,
AmCham contends that Ractopamine is safe and
there needs to be a harmonizing of residual levels for
Ractopamine in pork between both countries.

Zero Pathogens in Red Meat and Poultry

China continues to enforce pathogen standards on
imported meat and poultry that are unscientific
and differ from those of CODEX. Specifically,
China maintains a zero tolerance standard for
common pathogens such as salmonella and listeria
in uncooked red meat and poultry. The complete
elimination of these enteropathogenic bacteria is
generally considered unachievable without first
subjecting raw meat and poultry to irradiation.

Global experts consider China’s position to be
both unscientific and commercially unviable.
Furthermore, this policy constitutes a continued risk
to U.S. exporters who are uncertain of when findings
may result in product rejection. Pathogen detections,
plant delistings and warnings issued against U.S.
plants increased substantially during 2007, resulting
in a severe disruption of the U.S. pork and poultry
trade with the PRC during a time of unprecedented
demand and need. Evidence suggests that domestic
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enforcement of the zero tolerance pathogen standard
is weak to non-existent. China also maintains
maximum residue levels (MRLs) for certain heavy
metals, veterinary drugs and other residues that are
inconsistent with CODEX and other international
standards.

Asynchronous Plant Biotechnology Approvals

China requires that new biotechnology products
intended for import receive full approval for use in
exporting countries before an application can be
submitted. This “asynchronous review” process is
significantly different from that used in most other
countries and can create a lag of several years for the
approval of imports.

Multiple Trait (Stacked Event) Products of
Biotechnology

China lacks an official policy on the approval and
regulation of multiple trait events, i.e., multi-trait
biotech products that can be derived from the
conventional crossing of two or more single-trait
biotech varieties. China does not have a regulatory
policy for stacked-event products that is science-
based and takes into account existing reviews of
single-trait products.

Quotas and Registrations

Importers of U.S. poultry products must acquire
an Auto Registration Form from the Ministry of
Commerce (MOFCOM). This auto registration has
been issued to less than 150 companies in China
and is extremely difficult to obtain. It is in effect
a hidden quota by which MOFCOM controls the
total amount of imports. In addition, the process
by which MOFCOM grants approvals is not
transparent.

China has implemented a tariff rate quota (TRQ)
system for a number of agricultural products
according to its WTO commitments. However,
some aspects of the administration of these TRQs
hinder rather than facilitate trade. The size of TRQ
allocations for commodities such as sugar and corn
is too small to be commercially viable. Small TRQ
allocations discourage imports of bulk commodities,
which are only competitive when sourced in market-
sized cargoes, not the smaller sizes issued to quota
holders. Additionally, the government does not
publish a list of quota holders once the allocations
have been made, which complicates marketing efforts
for U.S. suppliers.

Transparency in China’s Agricultural Regulations
and Administration

China’s agricultural sector has experienced
tremendous liberalization over the past several
years in terms of both trade and production policy.
Challenges remain, however, and while AmCham
applauds the progress to date, there is concern
that China is taking a step backwards in terms
of transparency and fair enforcement of rules.
For example, China’s rules on the collection of
value added tax (VAT) are opaque and applied
inconsistently and unpredictably. Domestic
agricultural product is sometimes subject to a lower
VAT rate than its imported equivalent, which runs
counter to China’s national treatment obligations.

China has recently imported large quantities of
pork, vegetable oil and soybeans to be placed in
government reserves. These products were imported
VAT-free. There is a fear that such products will
eventually be released, VAT-free, into the hands of
domestic champions in their respective industries.
This would depress margins for other industry
players, whether domestic or foreign, and unfairly
reward these select few companies. China’s VAT
policy should be more transparent and predictable,
and fairly enforced.

Quarantine regulations are also enforced
inconsistently across China and used as unscientific
barriers to trade. In 2007, shipments of U.S. product
were either rejected or delayed at entry as AQSIQ
inspectors in a number of specific ports scrutinized
U.S. shipments in what appeared to be a retaliatory
manner directly related to problems of Chinese
products being detained for food safety violations
on entry into the U.S. Such delays can be extremely
costly. For example, the detention of a single
shipload of soybeans can cost a U.S. shipper up to
US$100,000 per day in vessel demurrage charges.
Chinese quarantine authorities, armed with Decree
73, are empowered to reject shipments of agricultural
goods simply because the goods do not comply
with onerous Chinese food standards. These moves
introduce a tremendous amount of risk for shippers
of U.S. agricultural products.

Investments in Agricultural Industries

The National Development and Reform Commission
(NDRC) and MOFCOM released China’s revised
Foreign Investment Catalogue in November 2007.
Newly added to the restricted list of industries are
the breeding and seed development of all crops. Only
the breeding of grains, oilseeds and cottonseeds was
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restricted in the previous catalogue. The processing
of soybeans into meal and oil was moved to the
restricted list and any new investment by foreigners
in this industry is limited to minority stakes. In
addition, vegetable oil refining remains in the
restricted category, but foreigners are now limited
to minority shareholdings only. The processing of
corn and corn-based products was also added to the
restricted list.

Wholesale retailing and logistics of grain, cotton,
vegetable oils, edible sugars and chemical fertilizer
remained on the restricted list. However, a foreign
company is limited to a presence of less than
30 stores unless it agrees to assume a minority
shareholding. The new ruling appears to violate
China’s WTO commitments to allow foreigners to set
up wholly owned companies to engage in wholesale
and agency sales of these products after December 11,
2006.

AmCham is concerned that restricting foreign
investment in a number of agricultural industries
will serve to slow the reform and opening up of
Chinese agriculture. Foreign investments in Chinese
agricultural industries fell by 16.5 percent in 2006
year-on-year from 2005, according to MOFCOM’s
Foreign Market Access Report. More domestic and
foreign agricultural investment is needed if China is
to narrow the income gap between urban and rural
areas. In addition, restricting foreign investments
in agricultural processing will jeopardize the
government’s efforts to cool down food prices.

On one hand, the NDRC has asked all vegetable-
oil processors to run at full capacity to lower prices,
while at the same time it has restricted foreigners’
freedom to invest. Overall, AmCham views the new
restrictions included in the investment catalogue
as a step backwards in China’s opening up and
detrimental to the working of efficient agricultural
markets. -

Recommendations

» Encourage China to ensure that domestic
and import inspections and enforcement are
uniform in practice and policy.

» Eliminate the ban on the importation of
U.S. beef and establish an import regime
consistent with OIE standards.

« Establish Maximum Residual Levels (MRLSs)
for Ractopamine in imported pork in
accordance with CODEX draft standards.

« Do not use technical barriers to trade as

retaliatory measures to food and product
safety disputes with the U.S.

« Develop and enforce phytosanitary measures
that are science-based and practical, thereby
eliminating these as non-tariff trade barriers
for U.S. agricultural products.

« Abolish non-transparent quotas and
registration systems and ensure that
TRQ allocations are large enough to be
commercially viable.

» Cancel the auto registration system for
poultry imports.

« Ensure equal treatment for imports
and domestic products in terms of VAT
enforcement.

« Reconsider restrictions on foreign investment
in agricultural industries introduced in
the November 2007 Foreign Investment
Catalogue and eliminate equity caps for
foreign investors in such industries.

2008 WHITE PAPER  AmCham-China « AmCham Shanghai « AmCham South China



BTk e &
RUSES,

2il

o i b E BRI T  BE P AR A,
T DB 3 AL A S ) — B

o HUFXSEE A ARIRE DAL S, JREE AR A
Faiy DA W RiERIEE D fIE .

o BRxbEE DRE A R R 2 Bk, il E A A
CODEX e Fo 2 H) i K5 B PR ol 5

o AFIFHBANEDT B B 22 15 A% v 36 & ab A
A2 A UGy HOAR S P o

o fHilEFFRIFE, KhRAVEWAERE, N
TR B 36 FE A7 hn ARG BLTE By B 22

o Hu{H ik Z i W BERY AR IC AL, 55
BLBCAR,

o HUH& AL AT E A ICHIE.

o TAIRAEAEUCHEIERLN, Xt 15 == b
TR 5

o ZEIAE20074E 11 H AR B T 48 5 H o
Rl el S BT PR, R EGE XX
AT AMNE B E R AL PR,

2008 AEH FEXERS - LEXERS - £BEERS 145



Industry Issues
Civil Aviation

146

Civil Aviation

airlines have been actively promoting trade

and services and have been offering advanced
technologies and training programs to Chinese
aviation groups. These groups include regulatory
agencies, airline/aircraft operators, maintenance
and repair companies, and aircraft, engine and
component manufacturers. In 2006, U.S. aviation
companies collectively exported US$5.6 billion to
China and imported US$133 million from China.

I n recent years U.S. aerospace suppliers and

China’s civil aviation sector is expected to grow at
an annual rate of 10 percent over the next 20 years.
This correlates to a total of 3,400 new aircraft worth
US$340 billion. The Chinese Government has
been pushing for balanced geographical growth of
the sector, suggesting that regional routes serving
western and remote regions of China will need to
increase at a higher rate if they are to keep pace with
the faster-growing eastern routes. However, many
challenges to healthy and sustainable growth remain.

First, approximately 70 percent of the country’s
airspace is controlled by the military. These
restrictions cause serious air traffic congestion on
trunk routes and preclude the development of an
efficient general aviation sector. Second, foreign
airlines flying into China pay higher landing fees and
ground service charges than do domestic airlines
and foreign business aircraft operators also pay extra
“compensation fees.” Third, foreign investors in the
aviation industry are restricted to holding a minority
share in joint venture companies. Finally, Chinese
aviation industry and government officials continue
to face difficulties in obtaining U.S. visas and access
to certain technologies is limited due to U.S. export
restrictions.

Many of these issues are being addressed by
AmCham-China’s Aviation Cooperation Program
(ACP). Through this program, American aerospace
companies have established a positive and mutually
beneficial relationship with China’s government
regulators and ministries, including the General Civil
Aviation Administration of China (CAAC). AmCham-
China is committed to continuing this cooperative
approach to addressing the challenges faced by both
our member companies and the government as we
work together to build a healthy and sustainable
aviation market in China.

Significant Developments

The U.S. and China signed an expanded air service
agreement in July 2007. The agreement will
effectively increase revenue flights between the two
countries beyond the current level of 140 flights per
week, potentially reaching 320 weekly flights by
2012. Several U.S. airlines have already received new
or additional routes as a result of this program.

Last year was the third year that the U.S. Trade
Development Agency (TDA) funded the ACP. The
total TDA funding for 2007 was US$1.69 million.
These funds supported ACP’s efforts to:

1. Assist China in its “Preliminary Study of an Air
Traffic Flow Management System;”

2. Conduct “CAAC Transport Aircraft Continued
Airworthiness, Maintainability Analysis &
Certification” training;

3. Conduct a study on catalyzing growth in China’s
regional and general aviation markets; and

4.Continue the CAAC/Airlines Executive
Management Development Training Program
(EMDT). The program is to be conducted both
in China and in the United States. In June 2007,
35 CAAC and airline executives attended the
program, focusing on managerial, leadership,
technical and operational development issues.
The program greatly enhances the aviation
collaboration between the U.S. and China and
improves China’s aviation operations.

China has successfully demonstrated Required
Navigation Performance (RNP) technology for
airliners to fly in and out of terrain-challenging
airports such as Jiuzhaigou, Lhasa and Linzhi. In
addition, Reduced Vertical Separation Minimum
(RVSM) has been successfully implemented in
China’s main air routes, resulting in improved air
traffic capacity.

CAAC officials visited the U.S. Federal Aviation
Administration (FAA) in October 2007 to exchange
views on ensuring aviation safety while developing
the overall aviation industry.

CAAC recently announced a plan to increase subsidies
for regional airlines serving remote airports as well
as for airports that are less traveled. The result will
be greater air service availability for smaller cities
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and more sales opportunities for suppliers of this
class of aircraft and airport services. In addition, a
revised version of the “Airport Charges Regulation” is
being considered by CAAC to equalize airport charges
paid by international carriers with domestic carriers
operating in selected Chinese airports.

Specific Issues

Air Traffic Control Capacity

Currently major airports, including Beijing
Capital International Airport, Shanghai Honggiao
International Airport and Guangzhou Baiyun
International Airport are operating at or reaching
maximum capacity for takeoff and landings due
to limited civil airspace. Airlines have limited and
narrow air corridor entry points. Further, en-route
congestion is increasing, leading to lengthy departure
delays and operational problems. The worsening
flight delays in Beijing and Shanghai have a ripple
effect, not only in China, but also on the worldwide
airline transportation system.

Starting in August 2007, CAAC began to reduce
the number of flights into and out of the Beijing
Capital International Airport from 1,050 to 1,000
flights per day in order to ensure safety and on-time
takeoffs and landings. However, slot coordination
for takeoff and landing is not yet being handled
according to international best practices. Although
the operation of the third terminal and runway will
alleviate airport ground and air traffic problems to
a degree, limited civil airspace will continue causing
air traffic congestion in and around Beijing and
other airports.

Adapting to the International Civil Aviation
Organization’s airspace classification methodology
and applying state-of-the-art air traffic management
(ATM) technologies such as GNSS (Global Navigation
Satellite System), ADS-B (Automatic Dependent
Surveillance — Broadcast), and GBAS (GPS Ground-
based Augmentation System) would partially solve
the problem of congestion. Nonetheless, expanding
civil airspace relative to military control should
remain the top priority and overall solution to this
problem. Several ACP projects are helping the
CAAC and other government units understand how
a better balance and co-existence between civilian
and military-controlled or managed airspace can
be accomplished. These projects and programs are
important and should continue while government-
to-government cooperation needs to increase so as to
accelerate the process.

High Operating Costs

Foreign carriers, including airlines, cargo operators
and business charter operators, face high operating
costs in China. This stems from several factors
that collectively limit industry efficiency. Foreign
carriers are mandated to hire local staff from Foreign
Aviation Services Company (FASCO), a designated
employment agency, which provides non-competitive
services. Further, the method of calculating aviation
fuel rates charged at major airports is not transparent
and consists of a base differential which is not
market-linked, while equipment rental fees are also
not transparent at the Beijing airport.

The resulting high operating costs reduce the
profitability of foreign airlines providing services to
major Chinese airports. As a result, these airports,
which are competing for recognized industry status
as “global aviation hubs” with other international
airports in the region, are at a strategic disadvantage.
Thus both foreign air carriers serving China and
China’s airports suffer from a competitiveness
standpoint.

General Aviation Development

General Aviation (GA) is vital to the healthy
development of the entire aviation market. Around
the world, over 320,000 GA aircraft are in operation,
flying in excess of 35 million hours per year. But in
China, there are only about 500 GA aircraft, flying
around 70,000 flight hours per year. AmCham
believes the development of GA is critical to China’s
development for the following reasons:

1. GA is an important foundation for the entire
aviation system as it serves as a “feeder” of
experienced aviation personnel including pilots,
mechanics, etc.

2. The development of western, central and
northeastern China requires massive
infrastructure expenditure. GA is the most
economical approach because the cost of building
a GA airport is less than that of building a two-
kilometer highway. On a cost-benefit basis the
advantages are clear.

3. GA stimulates economic development and
job creation. The total impact of GA exceeds
US$150 billion and 1.32 million jobs per year in
the U.S. and given China’s geographical terrain
and population dimensions, a very large market
opportunity exists here as well.

There are, however, several factors hindering the
development of GA in China, including airspace
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restrictions and high import- and value-added taxes
for aircraft and supporting spares and equipment.
The current combined tax rate is 21.68 percent,
providing an obstacle to development.

Restrictions on Investment

Since accession to the World Trade Organization
(WTO) in 2000, China has gradually opened its key
market sectors for foreign investment. Nevertheless,
in the aviation sector, foreign investment is still
restricted by regulations limiting joint venture
companies to minority positions. In addition, foreign
investment is limited to obtaining Class A and Class B
Air Freight Sales Agency licenses. These restrictions
discourage investment (capital and technology) in
Chinese airlines, aviation manufacturers and service
providers.

Visas and Export Controls

Overall, there has been some improvement in the
implementation of the U.S. visa policy over the past
two years. The number of business and tourist visas
issued to Chinese nationals in 2006 was 18 percent
higher than 2005; however, the wait time of 20 to 30
days for a visa interview is still too long and causes
inefficiencies. While staffing has increased in recent
years, the complicated visa process continues to
discourage potential customers and partners from
traveling to the United States. This continues to
weigh on the competitiveness of U.S. companies,
disrupting many planned delegation and customers
visits, as other countries offer much easier visa
procedures. The current visa policy is not selective
enough in determining which category of applicants
needs to go through the fingerprinting requirements
and aviation-related travelers (business and
government) seem to be disproportionately running
into visa problems.

U.S. export controls continue to impact U.S.
aerospace companies’ competitiveness in China.
This situation is made more acute because non-
U.S. companies face stricter export control levels. (For
more detail, see the chapter on Export Controls). u

Recommendations

For the Chinese Government

« AmCham urges the State Commission
of Air Traffic Management to adopt the
International Civil Aviation Organization’s

airspace classification methodology to make
more airspace available for commercial use.

» AmCham urges the Air Traffic Management
Board (ATMB) to accelerate deployment of
state-of-the-art ATM technologies in near-
term airport and airspace expansion and
modernization projects.

» AmCham urges the Civil Aviation
Administration of China (CAAC) to ensure
transparent cost structures for fuel and
equipment rental at major airports, and
allow foreign carriers to employ staff from
open talent markets.

» Reduce the import duty and value added tax
for GA aircraft.

» Encourage foreign investment in capital and
technologies in Chinese airlines, aviation
manufacturers and service providers.

For the U.S. Government

» Please refer to Visa section for specific
recommendations.

« Please refer to Export Controls section for
specific recommendations.
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Construction, Engineering and Design

he construction industry, a mainstay of
I the Chinese economy, has undergone
unprecedented growth in recent years.
Ongoing infrastructure development, driven by the
2008 Olympics in Beijing and the 2010 World Expo
in Shanghai, will continue to play a significant role
in raising the quality level and expanding the use
of innovative contractual and financial models to
improve the standard and efficiency of construction
activity in China.

Significant Developments

In the past year, the Ministry of Construction (MOC)
has issued the following rules and regulations
governing the operations of foreign construction,
engineering and design companies: Regulations
Governing the Management of Qualifications for
Construction Supervision Enterprises (Decree
158) and its Implementation Rules (Circular 190);
the Regulations Governing the Management of
Quialifications for Construction Enterprises (Decree
159) and its Implementation Rules (Circular 241);
and the Regulations Governing the Management of
Qualifications for Construction Survey and Design
Enterprises (Decree 160) and its Implementation
Rules (Circular 202).

The much anticipated Regulation Governing the
Management of Foreign-invested Engineering
Services Enterprises (Decree 155), which was
directed at foreign-invested construction, tendering,
supervision and cost advisory enterprises, was issued
in March 2007. The MOC and its local counterparts
have not begun accepting applications submitted
under Decree 155 and are not expected to do so until
the Implementation Rules for Decree 155 are issued.

The MOC also issued the Qualification Standards for
Engineering Design (Circular 86) in March 2007,
which superseded Circular 22. Companies applying
for design qualifications under Decrees 114 and 160
must be sure to comply with Circular 86 as well.

Unlike Decrees 113, 114 and 155, which apply only to
foreign-invested enterprises (FIEs), Decrees 158, 159
and 160 and their corresponding Implementation
Rules apply to both domestic and foreign-invested
construction supervision enterprises, construction

enterprises, construction survey enterprises and
design enterprises. Therefore, FIEs must comply
with both sets of regulations (e.g., Foreign-Invested
Design Enterprises (FIDEs) must comply with
Decrees 114 and 160 and Circulars 86 and 202).

Specific Issues

Construction Works Sector — Decree 113

Decree 113 delineates the necessary qualifications and
requirements that foreign construction companies
must have before they can undertake construction
activities in China. Specifically, a foreign construction
company must establish a local presence by setting
up some form of Chinese legal entity (either a
wholly foreign-owned enterprise (WFOE) or a Sino-
foreign joint venture). After its establishment, this
Chinese legal entity must apply for the appropriate
construction grade qualification so that it becomes a
Foreign-Invested Construction Enterprise (FICES).

Separate Qualification Standards

The grade qualification determines the maximum
size and scale of projects that a construction
enterprise may undertake. In March 2007, the MOC
issued the Qualification Standards for Special Class
Main Contractors (Circular 72), which updated
the Qualification Standards for Special Class Main
Contractors. Circular 72 divided the universal
qualification standards for construction enterprises
that were put forth in Circular 82 by the MOC in
April 2001. This divided system, in which Circular
72 applies to Special Class Main Contractors and
Circular 82 applies to all other grades of main
contractors as well as all specialty contractors and
labor sub-contractors, will remain in existence until
the MOC updates the rest of Circular 82 to make it
consistent with Circular 72. AmCham urges the MOC
to integrate the system and clarify the situation
before the transition period ends.

The concerns mentioned in previous White Papers
regarding the upgrading of qualifications were eased
somewhat by Circular 241, which provides that there
is no time limit preventing construction enterprises
from applying for an upgrade. While AmCham is
pleased that design companies with several general
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contracting track records in China can start from
Grade A or Grade B, the concerns mentioned in
previous White Papers regarding market exclusions,
excessive registered capital requirements, track
record requirements, the use of consortia, personnel
and experience requirements remain unresolved.

Engineering and Design Sector — Decree 114

Decree 114 sets out the steps to be taken and the
qualifications to be obtained for foreign engineering
and design companies to undertake design activities
in China. In order to undertake design works in
China, a foreign engineering and design company
must establish a local presence by setting up some
form of Chinese legal entity (either a WFOE or a
Sino-foreign joint venture). Once established, this
Chinese legal entity must apply for the appropriate
design qualification so that it becomes a FIDE.
Unlike construction services, the opportunity exists
for foreign engineering and design companies to
undertake design work offshore insofar as Decree 78
allows foreign engineering and design companies to
work in cooperation with locally qualified engineering
design institutes where the offshore services
involve engineering design beyond the basic initial
conceptual design stage.

Decree 114 Implementation Rules

AmCham members welcomed the issuance and
subsequent acceptance of applications under the
final Decree 114 Implementation Rules (Circular
18). Although Circular 18 is a marked improvement,
pressing questions and uncertainties remain.

Personnel Requirements

Circular 18 allows FIDEs to “temporarily” meet
the requirement that 25 percent of their foreign
technical personnel be qualified as either registered
architects or registered engineers in China by
hiring Chinese nationals who are PRC-registered
architects or engineers. Similarly, FIDEs may meet
the minimum percentage requirement for PRC-
registered key technical personnel by employing
Chinese technicians. In addition, Circular 18 relaxes
the six-month residency stipulation if it cannot be
met “temporarily.”

AmCham welcomes these moves, but is concerned
about the use of the word “temporarily,” which
implies an element of discretion on the part of
the MOC and leads to considerable uncertainty

for foreign engineering and design companies
in planning their long-term operations in China.
AmCham strongly urges the MOC to remove this
word and make the change permanent.

Upgrading of Qualifications

Decree 160 removed the practice of making FIDEs
first obtain a temporary qualification certificate
and then wait two years before applying to upgrade
to the next qualification grade that existed under
Decree 114. Under Decree 160, Grade A and Special
Class construction enterprises are allowed to apply
for Grade A design qualifications in their initial
applications using their previous contracting track
records in China. However, Circular 202 does much
to mitigate the progress made by Decree 160 because
FIDEs are prohibited from starting at Grade A or
above. Moreover, Circular 202 requires that only
design works included in general contracting track
records be used when applying for Grade A design
qualifications. The majority of FIDEs — especially
those new to China or those that focus solely on
engineering and design activities — do not enjoy the
newly relaxed rules. While AmCham applauds the
MOC for introducing Decree 160 in accordance with
international practices, it urges the MOC to allow all
FIDEs to enjoy the relaxed rules and apply for Grade
A qualifications in their initial applications.

Use of Consortia

A common approach to infrastructure procurement
internationally is to award large infrastructure projects
to a consortium of contractors. The PRC Construction
Law permits two or more contractors to jointly
undertake construction projects. However, contrary to
international practice, all consortiums are limited to
undertaking work within the lowest qualification grade
held by any of the individual consortium members.
AmCham is disappointed with this limitation because
international best practice assesses the capability
of the consortium on the combined experience and
resources of the consortium members and is not
restricted by the lack of experience or resources of the
perceived weaker partner.

Although the PRC Construction Law is silent on the
consortium issue relating to design activities, the
MOC and its local counterparts will most likely limit
the work of design and survey consortia in much the
same way as it has done for contractors in practice.
AmCham urges the MOC to release rules governing
non-contractor consortia to clarify the situation.
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Non-National Treatment

Decree 160, which applies to both domestic design
enterprises and FIDEs, expressly stipulates that there
is no track record requirement for newly established
design enterprises. Yet under Decree 114 and its
Implementation Rules, foreign investors are required
to provide at least two overseas design track records
on their initial applications for design qualifications.
This is inconsistent with the MOC’s avowed “level
playing field” and, as such, AmCham urges the MOC
to take steps to make the situation equal for both
foreign and domestic parties.

Re-qualification Regarding M&A in the
Construction Works and Engineering and Design
Sectors

The Market Department of the MOC issued a Notice
on Qualification Ratification Involving Restructuring,
Reorganization and Split (Circular 229) in September
2007. Circular 229 sought to clarify re-qualification
issues involved in the restructuring, reorganization,
splitting and merging of survey, design, construction,
supervision and tendering agency enterprises
in China. According to Circular 229, when an
enterprise is split up or split off and the surviving
enterprise(s) and/or new enterprise(s) apply for
the relevant qualifications, all such applications will
be subject to review by the competent construction
administrations. Similarly, if an acquisition or equity
transfer (i.e., converting a domestic enterprise
to a FIE or vice versa) changes the nature of an
enterprise, the relevant application for qualifications
will be reviewed by the appropriate construction
administration. If after such an acquisition or equity
transfer occurs a newly established enterprise
wishes to apply for a qualification possessed by the
original enterprise, it may not be required to provide
materials to establish a track record. However, for
any case in which foreign investors acquire domestic
enterprises, Decree 113, Decree 114 and Decree 155
shall apply. Thus, the risk of losing the qualification
held by a Chinese company acquired by foreign
investors remains unchanged, and the benefits from
Circular 229 are somewhat illusory.

Project Management Sector — Circular 200

For several years, foreign construction, engineering
and design companies provided project management
services and expertise for foreign and Chinese
developers. This practice thereby benefited Chinese
contractors and developers due to the extensive

transfer of project management technology and
expertise. This situation changed with the adoption
of Circular 200 on December 1, 2004, which required
that project management services be provided by
local entities holding specific construction-related
gualifications such as design, tendering agency,
construction, supervision or cost consultancy
qualifications. Therefore, Circular 200 serves
as a barrier to market entry for foreign project
management companies because only FICEs, FIDEs
and other foreign-invested construction services
enterprises qualified under Decree 155 are allowed to
provide project management services. By requiring
project management companies to undergo the
formal qualification process in a specific area to meet
the registered capital, minimum personnel and track
record requirements, foreign project management
companies have been severely disadvantaged and
the transfer of technology to Chinese contractors
and consultants has been significantly hampered.
While Decree 155 may provide an alternative path,
implementation rules have yet to be issued, so this
door remains closed.

EPC Project Management Model

As part of its approach to improve construction
quality and efficiency and to develop engineering,
procurement and construction (EPC) contracting in
China, the MOC issued Order 30 in February 2003
and Order 161 in July 2003. These Guidance Opinions
appear to permit EPC contracting provided the EPC
contractor holds an appropriate design qualification
and sub-contracts the construction activities to
an appropriately qualified contractor. Since the
MOC has not taken further action to encourage the
adoption of the EPC and project management models
of contracting in China, these Guidance Opinions
are not official pieces of legislation. In this regard, it
is somewhat ironic that many Chinese contractors
are undertaking EPC contracts in Africa, India and
the Middle East, yet are unable to obtain experience
of this type of contracting in their own country.
AmCham urges the MOC to codify the position of
EPC contracting more clearly.

The construction, engineering and design sectors in
China will continue to have high growth for several
years to come. Many international construction,
engineering and design companies have come
to China to take part in this development and
provide technical and managerial support for
Chinese enterprises. Unfortunately, the restrictions
contained within Decree 113, Decree 114 and Circular
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200 deprive Chinese contractors, designers and
project managers of the full range of expertise and
exposure to the talent needed to become world class
competitors. Moreover, these restrictions hinder
the MOC’s desired goal of achieving international
standards for Chinese construction, engineering and
design enterprises.

The MOC took further steps towards promoting
general contracting in China when it began
accepting applications for integrated design and
construction qualifications in 2007. The MOC issued
the relevant qualification standards for integrated
design and construction enterprises as well as the
associated implementation rules in March 2006
and September 2006, respectively. At present,
enterprises with the required capital and personnel
may apply for design qualifications, construction
qualifications, or integrated design and construction
qgualifications. Enterprises with such integrated
design and construction qualifications are permitted
to provide design, construction, consultancy, project
management and general contracting services for the
design and construction of construction intelligence
works, fire prevention works, construction decoration
works, and construction facade works. AmCham
urges the MOC to extend this practice by issuing
qualification standards for integrated design and
construction qualifications for other types of works in
China. -

Recommendations

Construction Works Sector — Decree 113

« Use the fiscal strength of the parent company,
bonding or another guarantee arrangement
as an alternative to, or partial or complete
replacement of, overly high registered-
capital requirements as is the international
norm.

» Allow construction companies working in
a consortium to undertake work within
the highest of the individual companies’
qualification grades.

Engineering and Design Sector — Decree 114

« Clarify Circular 18 by removing the reference
to “temporarily,” thereby allowing the
relaxations to become permanent.

» Allow FIDEs to apply for Grade A design

qualification in their initial applications.

« Include the track record of the parent
and affiliated companies of FIDEs when
determining qualification grades.

« Allow design companies working in a
consortium to undertake works at the highest
qualification grade held by a consortium
member as is the international norm.

Foreign-Invested Construction Services Sector -
Circular 155

« Issue Decree 155 Implementation Rules
as soon as possible and start accepting
applications to establish foreign-invested
supervision, cost consultant and tendering
agency enterprises under Decree 155.

« Remove the requirement that only FICEs,
FIDEs or other foreign-invested construction
services enterprises qualified under
Decree 155 be allowed to provide project
management services and engage in project
management activities.
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Cosmetics

fter more than ten years of rapid development,
AChina has become Asia’s second-largest

cosmetics market after Japan, and the eighth-
largest in the world. According to the 2006 China
Light Industry Year Book issued by the China Light
Industry Federation, the nation’s cosmetics market
reached RMB107.5 billion (US$14.5 billion) in 2006.
This booming cosmetics industry has promoted
development of other industries including research
and development, packaging materials production,
publications, advertising and retail and distribution
services. It has also brought investment from an
increasing number of foreign cosmetics companies
who recognize the potential of China’s burgeoning
cosmetics market. Despite some progress on policy
transparency and process, the industry still faces
restrictive and complicated regulations that hinder
its continued growth in China.

Significant Developments

AmCham acknowledges the ongoing efforts made
by government authorities to address some of the
industry’s challenges. The General Administration
of Quality Supervision, Inspection and Quarantine
(AQSIQ) and the Ministry of Health (MOH) jointly
announced in August 2007 that they would modify
the management procedure for cosmetics imported
from areas affected by the presence of Bovine
Spongiform Encephalopathy (BSE). Starting from
August 31, 2007, importers are no longer required to
provide the “Cosmetics Certificate of BSE” issued by
health departments and other authorized agencies
in BSE countries when applying for a hygiene
permit from MOH or requesting an inspection
and quarantine with local China Inspection and
Quarantine (CIQ) offices.

AmCham also applauds MOH and AQSIQ for
providing industry the opportunity to contribute
their expertise to new draft regulations. After
seeking public comments, MOH issued the updated
Hygienic Standard for Cosmetics in January 2007,
which went into effect July 1, 2007. Both MOH
and AQSIQ published a draft Cosmetic Labeling
Supervision Regulation on their official websites
and solicited public comments. AQSIQ has since
published the final Cosmetic Labeling Supervision
Regulation.

Specific Issues

The cosmetics industry’s main concerns are
restrictive and complicated regulations, and the
unequal treatment in regulatory procedures between
domestic and imported cosmetics. The authorities
have drafted more and more restrictive regulations
that do not address lingering inconsistencies between
the treatment of local-owned versus international
companies. Furthermore, the regulatory situation for
both domestic and imported cosmetics is becoming
increasingly complicated, making it difficult for
companies to track the rules and ensure they remain
in compliance.

New Product Registration

The pre-market registration procedure for imported
non-special-use cosmetics increases the workload
and financial responsibility for international
cosmetics companies, potentially delaying new
product introductions to the Chinese market
anywhere from four months to a year. Recently
MOH issued several regulations and rules about new
product registration but did not provide an adequate
transition period for their implementation. This kind
of incomplete regulatory process disproportionately
affects the imported cosmetics industry and further
delays the entrance of time-sensitive products into
China’s market. The industry urges government
authorities to follow China’s WTO and Technical
Barriers to Trade rules regarding National
Treatment.

AmCham feels that MOH’s requirement for new
ingredient registration and formula re-registration
upon any slight change is unnecessarily burdensome
and unreasonable. Without clear guidelines
specifying exactly which ingredients are considered
“new” and what documentation is sufficient to
support the safety of a new ingredient, companies
cannot prepare and collect information in advance,
adding significant delays to the product registration
process. Having to re-register a formula that has
undergone only small changes is costly and time
consuming and will delay the improvement of
formulas. This situation affects both domestic and
international cosmetic companies.
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Dual Standards Adopted and Colorant Issue of the
New Hygienic Standard for Cosmetics

Currently MOH and AQSIQ are mandating two
different cosmetic standards. MOH issued the new
Hygienic Standard for Cosmetics in January 2007,
while AQSIQ is still using the Hygienic Standard for
Cosmetics issued in 1987 (specifically GB7916-87).
Since GB7916-87 has not been updated for 20 years,
most provisions are outdated and incongruent with
the current level of development in the industry.
Moreover, many requirements of GB7916-87
conflict with those of the 2007 Hygienic Standard
for Cosmetics. Cosmetics manufacturers simply
cannot produce products that comply with conflicting
requirements.

Based on the EU Cosmetics Directive, MOH updated
the Hygienic Standard for Cosmetics Edition
2002, issued the new version in January 2007 and
implemented it on July 1, 2007. However, the new
Hygienic Standard for Cosmetics cites both EU
and U.S. regulations for cosmetic colorants and
for some colorants, even the purity requirements
for food colorants are cited. Although the colorant
requirements of the new Hygienic Standard for
Cosmetics now exceed U.S. and EU requirements,
no safety benefits for Chinese consumers have been
realized. Instead, the requirements have become
a barrier to registering imported cosmetics. The
industry urges MOH to reconsider and modify the
purity criteria for colorants on a strictly scientific
basis as early as possible.

SPF Labeling — The Upper Limit of SPF

Protecting their skin from the sun has always been
important to Chinese consumers and fundamental
to how they choose skin products. The SPF (sun
protection factor) on sunscreen products imported
from many countries in Europe and Japan exceeds
SPF50+ and the U.S. FDA recently issued a proposed
monograph on sunscreens also allowing this. Yet
Chinese labels can show a maximum of only SPF30+
according to current labeling regulations.

Cosmetics companies are eager to find ways to
guarantee public safety. According to studies
conducted by experts in the EU and elsewhere,
SPF30+ is insufficient to protect skin from
overexposure to the sun. Consumers with very
sensitive skin and children are advised to use
products with high SPF index. Labeling SPF50+
is accepted by the international marketplace and

complies with international industry practice. It also
allows consumers to identify the correct SPF and buy
the right product.

Multiple Regulation and Administration on
Cosmetics Labeling

Current regulations for cosmetics labeling are overly
restrictive and complicated. While the revised
National Standard of Cosmetic Labeling (GB5296) is
awaiting final approval and expected to be issued in
the near future, AQSIQ recently issued the Cosmetics
Labeling Supervision Regulation. AQSIQ is also
working to establish industry and national standards
for cosmetics claims testing protocols. At the same
time, MOH drafted another version of the Cosmetics
Labeling Supervision Regulation and is planning to
publish it soon.

AQSIQ’s Cosmetics Labeling Supervision Regulation
requires products to have Chinese labels showing a
complete ingredients list and production place, along
with information related to “repackaging.” However,
the definitions of some terms such as production
place and “repackaging” are unclear and the
implementation details are not yet available.

Under MOH’s draft Cosmetics Labeling Supervision
Regulation, additional information about contract
manufacturers is now required, ingredient claims are
much stricter and a positive list and a negative list for
product claims are stipulated.

The cosmetics industry thinks Chinese regulations
should allow claims that are based on sound scientific
evidence and in accordance with the regulatory
definition of a cosmetic. In this way, companies are
free to innovate and to provide products that can be
distinguished on the basis of ongoing technological
advances.

The industry believes the multiple regulations by
separate government bodies are not in line with the
Chinese government’s ongoing efforts to simplify
and create a consistent regulatory environment. We
anticipate major compliance difficulties that will
increase costs for both international and domestic
companies and ultimately reduce the benefits these
products could bring to Chinese consumers.

Electronic Supervision System

Under the terms of a joint AQSIQ, State
Administration of Industry and Commerce
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(SAIC) and Ministry of Commerce (MOFCOM)
announcement in November 2007, some locally made
personal-care products, such as skin care, hair care
and body and hand wash products, are now regulated
by the Electronic Supervision System. By December
31, 2008, manufacturers are required to print or stick
additional electronic identification barcodes on each
sales unit. Products without barcodes will not be
allowed on store shelves. Manufacturers must submit
business information to a government-designated,
third-party company to apply for a barcode for each
sales unit. This new system is intended to fight
counterfeit products.

The cosmetics industry agrees that anti-
counterfeiting measures are very important in
China’s current business environment. However,
we urge the authorities to reconsider adopting the
requirement for the cosmetic sector in this manner.
Technically speaking, printing the barcode on
each sales unit or package is not feasible. Based on
current technical assessments, the barcode cannot be
printed on many cosmetic product packages due to
incompatible packaging materials or various package
design styles. Moreover, the product-by-product
coding will increase production costs significantly,
amounting to total cost increases in millions of RMB
for medium-sized manufacturers. The increased costs
will be shifted to consumers and will lead to a higher
Consumer Price Index (CPI).

Apart from the technical difficulties and cost
implications, the industry believes that the barcoding
system needs to be reviewed to verify its effectiveness.
We think manufacturers acting illegally could
easily counterfeit the barcode, thereby negating the
program’s intention.

Since the cosmetics industry considers the
newly launched Electronic Supervision System
to be a typical administrative permission, under
the Administrative Permission Law we ask the
authorities to confirm that the current procedure is in
line with the relevant requirements. In particular, we
are concerned about the involvement of a third-party
company in the permission process and believe that
is not appropriate.

Dual Plant Licensing System

MOH and AQSIQ have two different systems to
register and audit cosmetic manufacturing sites in
China and license codes from both must be included
on retail package labels to indicate that a plant has

official government approval. As a result, applicants
must undertake lengthy and duplicate efforts through
two different government authorities step-by-step,
from the provincial to the central level, to comply
with the licensing requirements.

The cosmetics industry believes that production
capability and hygiene control are two aspects of the
quality assurance system that cannot be separated
and that a single management system should be
established in China. Such a system would allow the
industry to greatly reduce unnecessary costs that it
now dedicates to managing two artificially divided
systems. It would also lower the government’s costs
for regulatory control and would make the regulatory
requirements more transparent and easier to follow.

Consumption Tax

China’s tax and duty structure on cosmetics make
retail prices as much as 40 percent higher than other
markets. With more PRC citizens traveling outside
China, the industry is losing sales to competitor
markets as travelers increasingly purchase cosmetic
products overseas. The Chinese government
similarly loses a large amount of VAT tax revenue.
The industry is particularly concerned about the 30
percent consumption tax levied on make-up and
fragrances. Given that cosmetics have become daily-
use products for many Chinese consumers, we believe
it is not appropriate to categorize cosmetics as luxury
goods subject to consumption tax.

Advertising Regulations

Several regulations governing advertising practices
in China’s cosmetics industry are overlapping,
inconsistent and ambiguous. Regulations on
Administration of Print Ads (2005), the Advertising
Law (1995), Regulations and Administration on
Cosmetic Advertisements (1993) and the Anti-Unfair
Competition Law (1993) all regulate advertising in
the cosmetics industry. Some items concerning the
same issues in these laws and regulations duplicate
and/or are inconsistent with one another, while
others are ambiguous and leave room for subjective
interpretation. Inconsistent interpretations on
the national and local levels by Administrations
of Industry and Commerce have cost foreign
and domestic firms high levels of resources and
investment. As a result of increased costs, consumers
see unnecessarily higher prices.

China’s growing cosmetics market provides the sector
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with great development and investment potential.

However, neither industry nor the consumer will help establish a sound and robust plant
be able to benefit from these gains unless China management system in China.

can develop a consistent, efficient and transparent » Reduce the consumption tax rate for makeup
regulatory system. The separate standards for and fragrance to improve the pricing
imported and domestic cosmetic products, competitiveness of China’s cosmetic market.
inconsistent and subjective regulations, and excessive » Revise outstanding laws and regulations
procedures and costs directed at foreign companies on advertising in the cosmetics industry
seriously hinder the liberalization of the cosmetics to comply with the 1995 Advertising Law
market in accordance with WTO guidelines and the as well as international industry-norms to
general development of China’s cosmetics industry. g boost the development of China’s cosmetics

industry.
Recommendations

» Promote a more simplified and consistent
regulatory environment to nurture a vibrant
Chinese cosmetic market, which will in turn
be more competitive in the international
market.

« Simplify the notification system for imported
non-special-use cosmetics or unify it with
that for domestic non-special-use cosmetics
to speed up the entrance of advanced,
fashionable products into the Chinese
market.

» Re-consider the criteria for colorants’ purity
and for “new ingredients” as well as the
requirement for re-registering a formula
with any slight change. The criteria should
be based on scientific research to promote
global regulatory harmonization.

« Unify the two different compulsory cosmetics
standards that are currently adopted by
MOH and AQSIQ to create a more efficient
operation environment for the companies.

« Increase the upper limit of the SPF index to
SPF50+ to better protect consumers and be
in line with international industry practice.

» Unify the regulations and standards
on cosmetics labeling to facilitate the
companies’ compliance. Allow claims that
are based upon sound scientific research
and are in accordance with the regulatory
definition of a cosmetic to encourage product
innovation and technology advancement.

» Reconsider implementing the electronic
supervision system on cosmetic products
and postpone enforcement until the practice
is proven to be effective, feasible and
appropriate.

» Unify the dual plant licensing system
to streamline the requirements and
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Dietary Supplements

products classified as health foods in China,

food supplements in the EU, vitamin and
mineral supplements under the global food code
(CODEX) and similar types of products as applicable.
Dietary supplements are recognized as a category of
food product that includes vitamins, minerals, amino
acids, protein powders, herbs/botanicals and other
dietary ingredients. They are generally consumed
daily and have proven to be safe and effective.
Supplements can be taken as tablets, capsules, soft-
gel liquid capsules, effervescent tablets, powders,
liquids and in a variety of other forms.

The term “dietary supplement” refers here to

The U.S. dietary supplement industry is currently
the largest and most developed in the world, with
a 2006 value of more than US$23 billion. The size
and success of the industry is due to a number of
factors including the quality and effectiveness of the
products, consumer demand for healthier lifestyles,
increased healthcare costs and national law that
recognizes the benefits of supplementation to help
reduce healthcare costs. More than 60,000 products
are available to U.S. consumers. It is estimated
that more than 68 percent of the U.S. population
(more than 200 million people) consume dietary
supplements regularly.

The U.S. system of notification, as opposed to
registration, balances consumer access with
appropriate safeguards and delivers healthcare
benefits at a reduced cost. Consumers are able to
benefit from new ingredients because U.S. law
imposes a maximum 75-day review period.

U.S. consumers are better informed because of a
national law that allows structure/function claims
based on the dietary ingredients presence in a
dietary supplement product. This structure/function
claim is based on current scientific knowledge of
the ingredients and does not require a registration.
The law maintains a rational approach to the use of
scientific knowledge for structure/function claims
by recognizing a diverse pool of global scientific
sources (e.g., NIH Studies and Commission E
monographs). This approach helps to minimize costs
to the consumer while still providing the appropriate
safeguards.

China’s dietary supplement industry began
approximately 20 years ago and is now estimated
to be worth approximately US$6 billion in annual
sales. Thus the industry is young compared with the
U.S. and about one-fourth its size. Although China’s
dietary supplement industry is still developing,
the potential for sizeable growth is significant due
to China’s rapid economic growth and increasing
consumer demand for natural products that promote
health and overall wellness. The U.S. and China
have a dynamic relationship in regard to the dietary
supplement industry. China ranks first in supplying
low-cost raw materials for the industry while the U.S.
ranks first in manufacturing and marketing finished
products. China currently exports upwards of 70
percent of the raw materials used by U.S. dietary
supplement manufacturers.

U.S. and Chinese manufacturers and suppliers
would benefit equally from a change in regulations
that would not only increase business opportunities
for Chinese suppliers and distributors, but also
benefit Chinese consumers by providing access to an
expanding range of dietary supplements that promote
health and wellness.

Specific Issues

AmCham understands that China’s regulators
have set up the current system in order to protect
consumers from fraudulent and unsafe products.
However, it is our opinion that the current system
suffers from a lack of transparency and regulatory
contradictions that stifle industry growth.
Furthermore, this system has established unequal
terms with regard to market access between the U.S.
and China. As the United States’ number one trading
partner, China and its dietary supplement industries
and suppliers are able to export to the U.S. market
with minimal interference. The U.S. Food and Drug
Administration (FDA) notification system requires
Chinese manufactures and suppliers to register with
FDA and to give notice at least eight hours prior to
shipments arriving at the intended U.S. port. Both
of these requirements are free of charge and are
available online. However, U.S. dietary supplement
manufacturers and suppliers attempting to access
the China market are faced with more restrictive and
costly regulations.
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Areas of concern are the State Food and Drug
Administration PRC (SFDA) product registration
process, allowable health claims and ingredient
potency restrictions. Furthermore, restraints
on the direct sales industry also impede natural
industry growth. Internationally, direct selling
is a vital and integral part of the industry and its
overall development. Addressing the above issues
will enable China’s dietary supplement sector to
take full advantage of the progressive research and
development, advancements in manufacturing
techniques and merchandising and business
development best practices that foreign companies
offer.

SFDA Product Registration

Prior to market entry, manufacturers must register
dietary supplements with the SFDA. The process
requires enormous investments of both time and
money. A typical registration can take up to two
years to complete and cost upwards of US$50,000.
However, if the ingredient or product is new to the
market, it can take as long as five years and up to
US$500,000. After market entry, the registration is
valid only for five years and then must be renewed,
which adds unnecessary regulatory processing to a
product that has already been in the market without
alteration. Since the SFDA began issuing registrations
in 2003, 2008 will be the first time companies will
be renewing expiring registrations. According to the
SFDA, it should take only 20 days to re-register a
product.

The global dietary supplement industry is
continuously evolving and improving due to scientific
and technological advancements. Because of the
lengthy registration process, enterprises are unable to
introduce new products rapidly or reposition product
lines to best suit consumer demands. This results in
a significant reduction in the variety of products that
offer the latest developments in nutritional science
and manufacturing technology.

Health Claims

The SFDA has a list of 27 approved functional claims
that marketers of dietary supplements are allowed
to make. Dietary supplements can only apply these
claims to their products after going through a lengthy
testing process including animal and human testing,
which is very similar to the approval process for
pharmaceuticals. There are two main issues with
this current list. The first issue is that the list of 27

functions is non-comprehensive with regard to what
dietary supplements are known to support. For
example, Glucosamine and Chondroitin ingredients
have years of solid scientific research from a variety
of international sources to support human joint
health, but “joint health” is not an approved function.
Second, regardless of whether or not an ingredient
has been tested and known to have a specific
function, it nevertheless has to go through all testing
procedures every time an application is submitted.
This is redundant and adds time and fees to the
registration process. If an ingredient has already
been established to have a certain function, it should
not have to undergo new testing each time a company
wants to register it. A more practical solution would
be to adopt a structure/function claim system based
on a list of approved ingredients and their known
functions according to scientific evidence.

Potency Levels

SFDA has potency-level restrictions for nutritional
supplements that do not always coincide with current
dietary supplement research. For example, the latest
research indicates that pregnant women should
supplement their daily diets with the following
substances to meet their increased nutritional needs:
calcium (Ca) 1300mg, iron (Fe) 25mg and folic acid
(acidum folicum) 8oomcg. SFDA’s Regulations
for Application and Evaluation of Nutritional
Supplements subsection IV states, “Supplements
should be reduced by 1/3 to 2/3 of the recommended
dosage for pregnant women.” Per SFDA regulations
on daily intakes, calcium would be reduced by 50
percent, iron by 48 percent and folic acid by 67
percent. With potency limitations in place, there is
no room for the industry to adjust potencies to match
current research. Also, these limitations become a
trade barrier to foreign companies that have time-
tested, scientifically based products that have been
used for decades in the U.S. and other countries
if their products exceed SFDA’s current potency
limitations.

Summary

China’s dietary supplement industry has great
potential and a growing number of consumers are
interested in purchasing products that will enhance
their overall health. China would benefit greatly from
a more open and transparent regulatory system. Free
and open access to dietary supplements benefits the
government, the industry and, most importantly,
the consumer. For example, an October 2007 report
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in the U.S. peer-reviewed publication Nutrition
Journal concluded that the health of people who used
dietary supplements was generally better than non-
supplement users. Furthermore, the Lewin Group, a
U.S. healthcare and human services research group,
concluded that dietary supplements were responsible
for saving the U.S. government billions of dollars
in medical expenses partly because the dietary
supplement industry had helped to promote healthy
products and lifestyles to consumers. However, the
current regulatory system is evolving too slowly to
allow China to enjoy all of these benefits. n

Recommendations

» Replace SFDA’s product registration process
with a notification system like that in the U.S.
Access should be based on a list of approved
ingredients. Notification would eliminate the
need for re-registration and free up SFDA
personnel and resources to enforce market
surveillance, which would enhance consumer
protection.

» Adopt a function/structure claim system that
allows for a broad range of claims to be made
about dietary supplement ingredients based
on scientific evidence.

» Overhaul dietary supplement ingredient
potency restrictions or, at a minimum, alter
the strict restrictions so that they become
recommendations that serve as guidelines.
We urge that the recommendations be made
more flexible to coincide with the latest in
nutritional science recommendations.
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Direct Sales

he government first issued direct-selling
I regulations in 2005 and began to approve
license applications the following year. Direct-
selling operations in China began in 2007. Also that
year, China’s Ministry of Commerce (MOFCOM) and
the State Administration of Industry and Commerce
(SAIC) held meetings separately with AmCham to
exchange views on the direct-selling issues raised in
the 2007 White Paper and to discuss the problems
and difficulties encountered in the course of the
license application process and in commencing
company operations. AmCham appreciates and
respects the Chinese Government’s efforts to support
the development of the direct-selling industry in
China.

Despite facing many challenges, including a slow-
moving application process and a high burden of
service center requirements, AmCham member
companies in the direct-selling industry remain
enthusiastic about market prospects in China. As a
whole the industry has invested hundreds of millions
of dollars in the Chinese market and most industry
executives remain hopeful that China will fully
comply with its World Trade Organization (WTO)
obligations and bring direct selling regulations in line
with international best practices.

Significant Developments

Since the Direct Selling Administration Regulations
were promulgated in August 2005, MOFCOM has
approved and issued 21 direct-selling licenses. Of
these, 19 companies have completed the review and
filing process for their service centers. However,
in 2007 only six companies obtained direct-selling
licenses and no application has been approved
since May 2007. According to the information
available within MOFCOM’s direct-selling industry
administration management system, 15 companies
have made public statements for direct-selling
applications but have not yet been approved. In
addition to those companies, at the time of this
writing the number of companies that have not made
public statements but are still awaiting MOFCOM’s
approval is unknown.

Although the Regulations indicate that the approval
process takes 90 days, the 21 companies that have

received licenses waited between four and 12 months
for MOFCOM approval. Most applicants spent
over a year completing the approval process from
submitting their application until they were formally
permitted to begin direct sales. Other companies are
still waiting for approval with little clarity on timing
or what needs to be done to complete the process.

Specific Issues

Service Center Establishment

Meeting service center requirements is the biggest
challenge for companies submitting their direct
selling application and these requirements are also
difficult for companies to fulfill once their business is
up and operating.

The legislation specifies that a direct selling company
operating in a specific province must also operate a
provincial branch office there. In addition, there must
be a “service center” in each urban district in which
a direct seller sells products, which would require
2,861 service centers to cover all of China’s urban
districts. AmCham believes that requiring a service
center in each urban district is unnecessary and
overly burdensome to companies. At present, most
companies approved are permitted to sell in only
one province or city in China, significantly restricting
their ability to expand. More importantly, since direct
selling takes place away from fixed locations, these
geographical restrictions make it nearly impossible
for companies to ensure that their direct sellers are
in compliance. To comply with the direct-selling
license geographical restrictions, companies must
simultaneously adopt two different business models
to meet the requirements of direct sales and non-
direct sales in different districts.

AmCham believes that the Chinese Government
should increase the transparency and simplify the
approval and establishment process for service
centers. Decisions about when to expand service
centers should be left to each company, based on its
stage of development.

AmCham asks the government to consider four
suggestions regarding the service center approval
process, as summarized below:
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1. AmCham believes that the number of service
centers required in any one city or province should
depend on a company’s stage of development
and expansion. Therefore, regulations should not
require companies to set up one service center in
each district as a condition to obtaining a direct
selling license in that city.

2. To speed the approval process, AmCham urges
limiting the service center plan approval process
to the provincial or city level and eliminating the
need for approvals at the district or county.

3. Regulations specify that the service center role is
merely to process product returns and provide
price and product information to consumers, yet
this requirement is still subject to inconsistent
regional interpretation and implementation.
For example, some districts have minimum size
requirements that create undue burdens for
companies. AmCham urges more transparency
and consistency of implementation.

4. In order to simplify the process for direct-selling
companies that have licenses but wish to expand
into other areas, AmCham urges the government
to limit the service center plan approval to the
new province or new city level only. We suggest
that MOFCOM permit companies to set up a
provincial branch, which can operate direct sales
immediately upon confirmation of their service
centers by the province or city and filed with
MOFCOM.

Compensation Restrictions

The compensation regulations drastically restrict the
ways that direct selling companies can compensate
their sales force. Contrary to general industry
practice, direct sellers are not allowed to develop
networks of sellers. In addition, there is a cap that
limits compensation based on personal sales to
30 percent of revenue. That requirement inhibits
direct selling companies from motivating their
sales representatives through traditional means.
Furthermore, the cap applies to all types of income,
including commissions, bonuses, rewards and
other economic benefits. This puts direct-selling
companies in China at a great disadvantage relative
to businesses using other distribution channels; for
example, retail sellers and the insurance industry are
not saddled with such restrictions. Under general
business practices, 50 percent of the retail price
covers distribution costs, including commissions and

overhead. Aside from Korea, which has a commission
cap, no other country limits the income received by
direct selling agents. Korea’s cap, based on company
sales rather than personal sales, also is more
narrowly defined than China’s and allows for greater
economic reward of salespeople.

The regulations restrict the basis for compensation
to the price of the products, eliminating a company’s
ability to give incentives to salespeople to conduct
marketing campaigns and sell services. The move
is also a significant departure from international
practice. The United Nations’ Consumer Product
Code (CPC) has an internationally accepted definition
of direct selling under which salespeople may earn
compensation from the sales of both products and
services. In essence, providing services is essential to
the direct selling business worldwide.

Limited Product Categories Permitted for Direct
Selling

Presently the Regulations limit direct-selling
companies to products from five categories including
cosmetics, dietary supplements, cleaning products,
health exercise equipment and small kitchenware. It
is in the best interests of China’s manufacturing and
direct selling industries’ development to increase
product categories in line with international common
practice.

National Treatment Issues

The regulations require that foreign-invested
companies have at least three years of direct selling
experience in other markets before applying for a
direct selling license in China. Because there is no
similar restriction for domestic companies, this
regulation unfairly discourages foreign-invested
enterprises from participating in the direct selling
channel in China. AmCham is concerned that
this regulation runs counter to China’s “national
treatment” obligations under its WTO accession
agreement and urges relevant authorities to remove
the restriction.

In summary, China stands to benefit greatly from
introducing direct selling as a distribution channel
for consumers. Direct selling helps to alleviate
unemployment in developing regions and provides
products that are unavailable through other channels.
AmCham strongly urges regulatory authorities to
work with industry participants to bring China’s
direct selling business more in line with international
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Industry Issues
Direct Sales

practices and to fulfill China’s WTO commitments in
the area. -

Recommendations

» Revise direct-selling regulations to bring
them in line with China’s commitments and
common international practices.

« Increase transparency, simplify the approval
process, duly inform companies regarding
the approval progress and increase the speed
of approvals.

» Eliminate restrictions on compensation
that unnecessarily undermine the ability
of direct-selling companies to motivate
salespeople.

« Allow direct sellers to receive remuneration
for sales support services.

» Revise requirements for having a service
center in each district to one per city and
ensure local requirements are consistent
with national regulations.

» Eliminate the need for approval of service
centers at the district and county level, and
require reporting only.

» Increase product categories in line with
international common practice.

« Remove the requirement that foreign-
invested companies have three years’
direct-selling experience outside of
China and promote non-discriminatory,
equal treatment for foreign and domestic
companies in the direct selling business.
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Environmental Sustainability, Climate
Change and the Environment

an average of nine percent annually while

energy demand grew at four percent. Today,
economic growth continues at about the same pace
but energy demand growth has surged to 13 percent.
Based on these consumption figures and China’s
limited natural energy reserves, China must now
rely on international markets for more of the fossil
fuels it consumes. China imports 40 percent of its oil
(approximately three million barrels per day) and in
2003 replaced Japan as the world’s second largest
petroleum consumer.

F rom 1978 to 2000, the Chinese economy grew

According to some reports, China’s carbon
dioxide emissions now exceed those of the U.S. by
approximately eight percent, putting China at the top
of the list of CO2-emitting countries. Furthermore,
even the most conservative estimates show similar
results. Following the U.S. and China, the EU is in
third place, with a volume of emissions about half
that of China. After these three are Russia, India and
Japan.

Water pollution is also cause for serious concern;
water security and conservation are increasingly
critical issues that cannot be ignored. In dry
Northern China, the water table is dropping one
meter per year due to over-pumping and authorities
continue to divert water from agriculture to service
local industry. In the 11th Five-Year plan, along
with energy reduction goals, China has declared a
water consumption per unit industrial added value
decrease of 30 percent. The coefficient for water use
efficiency in irrigation is to be raised to 0.5 and the
comprehensive utilization rate of solid wastes to 60
percent.

The assessment at the end of the 10th Five-Year
Plan (2001-05) concluded that China’s emissions
of SO2 and soot were respectively 42 percent and 11
percent higher than the targets set at the beginning
of the plan. China is now the largest source of SO2
emissions in the world. Recent trends in energy
consumption, particularly increased coal use, provide
a plausible explanation for the increase in SO2
emissions.

As prosperity continues and China grows, so does
urbanization. Urban residential energy consumption
has grown dramatically and now accounts for almost
30 percent of China’s total energy demand. This will
continue to grow with increasing urbanization rates
in the coming years.

Energy Supply

China has added electrical power generation capacity
at unparalleled rates. China intends to rely on its
plentiful supply of coal for expanding industrial and
electric power generation needs. According to the
Energy Information Administration (EIA), China,
together with India, will account for 85 percent of the
projected rise in coal use in the developing world and
nearly 70 percent of the total world demand for coal
over the next 20 years.

Coal as a share of China’s overall energy consumption
will decline but the absolute demand for coal is
expected to exceed 20 million tons annually over the
next five years.

Although many of China’s older coal-fired plants
are inefficient, the newer ones often have higher
efficiencies and, it is reported, compete well, if not
better than, U.S. plants on a grams-coal-consumed
to kilowatt-hour (kWh) produced basis. However,
many coal fired power plants lack (or fail to operate)
adequate pollution control equipment. Industries
that burn coal directly (such as steel and cement) are
subject to sulfur taxes, but these are generally not
significant enough to serve as disincentives. Nitrogen
dioxide (NOZ2) is regulated, while mercury was not as
of this writing.

Renewable energy currently accounts for less than
one percent of China’s total energy capacity, but the
government plans to raise this figure to 12 percent by
2020 under the Renewable Energy Utility Promotion
Law.

With its entry into the World Trade Organization
(WTO) in November 2001, the Chinese Government
made a number of specific commitments to trade
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and investment liberalization, which AmCham
strongly urges China to implement fully. These
commitments will substantially open the economy
to foreign involvement. In the energy sector, this
will mean lifting or sharply reducing tariffs on many
capital goods and eventually opening retail sales
of petroleum products to foreign competition. The
participation of foreign companies in the domestic
coal and power generation sectors is currently
estimated at less than one percent.

Natural Gas

In September 2007, The National Development
and Reform Commission (NDRC) announced a
new policy intended to prioritize natural gas usage,
tighten pricing controls and manage demand more
efficiently. The general intent is to balance supply
and demand while promoting greater energy
efficiency. This has created inconsistencies between
the industries affected both by this policy and by the
criteria set forth in the Encouraged Industry category
of the Foreign Investment Catalogue and Hi-tech
Enterprise status.

Implementation and interpretation are largely left
to an undefined mix of provincial and municipal
authorities and commercial enterprises. The
NDRC project approval itself will likely not ensure
an adequate supply of natural gas. Commercial
enterprises, such as local gas distribution companies,
in turn are reluctant to enter into long-term
guaranteed supply agreements due to the uncertainty
surrounding long-term government policy. This long-
term supply uncertainty may result in decreased
levels of capital investment. Improved specificity
around policy and allocation mechanisms would
benefit long-term investors.

Coal-Bed Methane (CBM)

Coal-bed methane production capacity is targeted
to reach five billion cubic meters by 2010 under the
11th Five-Year Plan. The burgeoning opportunity in
China to harness CBM for commercial, industrial
and residential energy use has seen the emergence
of companies eager to take advantage of the new
market. These have developed throughout the
country, but are centered mainly in Shanxi, the core
of China’s coal industry. Raw CBM, once purified,
is the same chemical constituent as natural gas
and proves a fitting supplement to China’s natural

gas supply infrastructure. China already uses more
compressed natural gas (CNG) for vehicles than any
other country and CBM could add to the CNG supply
for vehicles and domestic household consumption.

Combined Heat and Power

China has long encouraged cogeneration of steam
and electrical power; the issue was last addressed in
the NDRC’s “China Medium and Long-Term Energy
Conservation Plan” published in 2005. However,
cogeneration in China today totals less than half
of the levels of production in developed countries.
Small- and medium-scale industrial cogeneration
technology is available globally. Nevertheless, the
installed capacity in China is very low mainly because
there is no clear regulatory framework for connecting
to the power grid. Furthermore, incumbent
power companies tend to view cogeneration as
competition and are thus reportedly reluctant to
allow cogeneration operators to connect to the grid
citing vague “grid stability” issues. Future regulatory
uncertainty also makes economic planning difficult.
Consequently, major industrial sites generally well-
suited for cogeneration do not employ the available
technology and commercial opportunities to
supplement the electrical power grid are lost.

For example, coke oven gas (~60 percent hydrogen
and 23 percent methane) is produced as a by-
product from the coking processes. According to
China Coal Resource, China produced nearly 300
million tons of coke in 2006, about 50 percent of
the global production. Most Chinese coking plants
built in recent years use gas recovery technology. It
is estimated, however, that as much as 10 percent of
total recoverable coke oven gas is still flared, and if
recovered for power generation, could produce 10
gigawatts (GW) of electricity, or about 1.6 percent of
total Chinese power capacity. Additional gas turbine
CHP systems could be further deployed to capture a
portion of this opportunity.

Combined heat and power technologies are available
and AmCham encourages a regulatory environment
that is supportive of power grid connection and the
transfer of competitive foreign technologies.

Renewable Energy

In 2006, China’s reported total renewable energy
totaled approximately eight percent of non-
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renewable energy generation, roughly the equivalent
of 900 million tons of coal. By 2010, China plans
for renewable energy to account for 10 percent of its
energy. And by 2020, China plans to develop 120GWs
of renewable energy, which could account for 12 to
16 percent of China’s total energy supply. China’s
ambitious goals for renewable energy may require an
estimated investment exceeding US$200 billion by
2020.

Biomass

Although it does not appear in most statistics (because
it is not traded but utilized at local levels), biomass
is estimated to provide nearly 10 percent of China’s
present primary energy—the largest percentage
of any major economy. Most of the biomass in
China is consumed for local cooking fuels or for the
production of biogas (methane). In 2006, estimated
biogas production in villages was 170 million cubic
meters.

In September 2007, China established bio-energy
and liquid biofuels in particular, as an important
component of their renewable energy plans,
increasing R&D and commercialization programs.
A leading example of the progress being made is a
commercial scale, non-grain ethanol plant that was
commissioned in 2007 in Guangxi Province with
200,000 MT of capacity. Cassava was identified as
a favorable feedstock for the plant since it grows in
otherwise marginal farming regions and does not
compete for land with food crops. In 2006, China’s
ethanol production was 3.5 million tons, of which fuel
ethanol output was 1.3 million tons, the third largest
such output globally.

China’s “National Fuel Ethanol Development Plan”
sets a 2010 target for fuel ethanol at three million
tons, increasing to 15 million tons by 2020.

From a regulatory perspective, AmCham endorses
the following recommendations to help lay the
groundwork for a more stable and transparent
biomass investment environment.

« Provide a steady and predictable biomass
regulatory environment and avoid sudden policy
shifts that discourage technology transfer and
investment. For example, the suddenness of
the 2007 grain-based ethanol moratorium and
ownership restrictions has had a dampening effect

on both domestic and foreign investment in the
industry.

» Improve enforcement of long-term biomass
supply contracts to justify capital investments by
reducing risks in pricing mechanisms and supply
continuities.

« Clarify and/or enforce existing regulations, for
example licensing of fuel ethanol producers.

Wind

Wind power presents a significant clean energy
opportunity for China. With global sales of wind
power totalling approximately US$11 hillion in 2005,
it is expected that China will play an increasingly
important role, both as a manufacturing base for
related generation equipment and in the installation
of new generating ca