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Chairmen’s Message

ach year since 1999, AmCham-China has asked its members to comment on their business experiences

in China, including their strategic objectives, their success at achieving goals, and their outlook for

the future. In 2003, AmCham-Shanghai began to participate in this survey, greatly increasing the
number of respondents. We use this data from our member companies to shape the policy messages we
deliver to senior officials in the Chinese and U.S. governments. We publish the survey results each year as

part of the business climate section of our annual White Paper on American Business in China.

This year, to support the strategic and operational needs of member companies and companies considering
entering China, we have decided to release broader findings from the surveys, focusing on medium-term
trends rather than just a current year snapshot. Our seven years of survey data, combined with the specific
advocacy issues AmCham has been pursuing with the Chinese and U.S. governments, illustrates how
China has changed and developed in its path to becoming a major force in the global economy. We have
also included our analysis of trends and reflections on areas of key concern for U.S. companies in China.

We hope these insights into past patterns help you as you plan for the future.

I V.
Lriﬁ_, W A— //1/

| /

Emory Williams Jeffrey Bernstein
Chairman Chairman
American Chamber of Commerce in China American Chamber of Commerce in Shanghai

January 2006
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The Magnitude of Change

6

Since the mid 1990s, China has pursued bold
economic reforms, taken significant steps to open
its market, and undertaken other measures to fuel
rapid economic growth. These actions have dramati-
cally changed China’s economy domestically as well
as globally. Our 1999 to 2005 survey results demon-
strate that these changes have improved the business
environment and made China a more attractive place

for investment.

The following analysis surveys and reviews the
advocacy issues AmCham has been pursuing with the
Chinese and U.S. governments. We believe that this
report will provide useful insights into patterns and
trends of interest to members of the business commu-

nity as they pursue their strategies and plans in China.

THE MAGNITUDE OF CHANGE

The numbers are staggering. Rather than repeat a
story others have told so well, we have selected a
few revealing statistics that illustrate the magnitude

of change in China from 1999 to 2005 (Exhibit 1).

A FUNDAMENTAL SHIFT IN
CHINA'S APPROACH TO FOREIGN
INVESTMENT

Given how quickly China is changing, the primary
strategic value of studying past patterns lies in
better understanding how change itself is handled
in China and how changes affect U.S. companies
here. Because China’s policy agenda has always
played a central role in shaping its business
environment, we have interpreted survey data in
light of the political climate as well as shifts in
economic conditions. To be successful in China,
companies must take a view regarding the trajectory
of change and the likely range of future possibilities.

Our pool of AmCham-China and AmCham
Shanghai members is a solidly representative
sample of American companies in China. Each
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CHANGE - 1999-2004

-1999-2004
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1999 2004 growth rate, percent
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A Fundamental Shift in China’s Approach to Foreign Investment

year, almost half of respondents are manufacturing
companies, 25 to 30 percent are service companies,
and the remainder are engaged in industries ranging
from transportation to energy and retailing. Typically,
more than a third are small companies and less than

a quarter have more than 500 employees in China
(Exhibit 2).

Although these numbers have not changed much
over the years, the nature of the companies has
evolved. In the late 1990s, many of the respondents
with lower headcounts were beachhead operations of
medium and large MNCs. Today, by contrast, many of
the companies with lower headcounts are small and

NUMBER OF EMPLOYEES

BAAR
Percent B4%tL{E

1999
100% = 130 companies
100% = 130 Rk

More than 2000 —\

#8132000 More than 500
501-2000 —~ 5 #Bi$500
8
1-50
27
51-500 52
101-500

2005
100% = 450 companies
100% = 450 Rk

Source: 1999 AmCham-China Member Questionnaire and 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRKIR: 1999 FEXER SRS RFEDSER2005FHEXEFRM LEXEFRRRAASES

medium-sized companies. In addition, many are
companies started in China by entrepreneurs, rather
than by more established American companies

entering a new market.

Traditionally, China has used foreign investment to spur
economic and technological development. Through-
out the period of economic reform and opening since
1979, China’s high savings rate, generally over 40
percent, has freed China from being overly dependent
on foreign direct investment for funding. The impor-
tance of foreign direct investment has been first, to
direct capital to economically viable projects; second,
to facilitate the transfer of management skills; and
third, to encourage technology
transfer. From this perspective,
foreign direct investment has
been primarily for the purpose
of upgrading whole industries
which otherwise were operat-
ing far below global
standards, transforming them
into modern, advanced
industries capable of generat
1-50 ing sustainable employment
over the long term. China’s
policies regarding where and
how foreigners could invest
in China have always sup-
ported its economic develop-

51-100
ment goals. Respondent

TYPE OF LEGAL ENTITY - 1999 and 2005

ERESTHRRR - 199945020054
Percent #3I&&E5 L

Joint venture Representative office
PINEFRAT KERL

78%
70%

37 33
27

11

S BT Ak

companies have adapted their
legal structures to reflect
policy changes regarding
permissible legal structures
and corresponding operating
WEFOE rights and constraints for
foreign companies. Initially,
and particularly in the 1980s
60 and 1990s, China required
49 most companies to establish

33% joint ventures with Chinese

partners to ensure manage-
ment skill transfers and a

share in the profits for the

1999 2005 2005 1999 2005 2005
all all <2years all all <2years
2 ¥ <2 £ 2F <2

* 1999 respondents 100% = 130 companies; 2005 respondents 100% = 450 companies

1999 2005 2005
all all <2years
28 2 <2fF

F1999F ERIFEFH MERHE 100% = 130K A5); 2006F#EZFEHEEEEE 100% = 450R A F)
Source: 1999 AmCham-China Member Questionnaire and 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRRR: 1999FFEEEFRSRBENER 2006FhEXEF<NLEXEFRSRATEE
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Chinese side. In 1999, 78
percent of respondents had
joint ventures while only 33
percent had wholly foreign-
owned enterprises (WFOEs).
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2002-2003 LEGISLATION RELATED TO MERGERS AND ACQUISITIONS

2002-2003F X F W HMAYEREM

Date Title Issued by
BE] B ARATEBIT]
November 2002 “Notice regarding the transfer of state shares and legal China Securities Regulatory Commission
20024118 person shares of listed companies to foreign parties” (CSRC), Ministry of Finance (MOF) and State
“KF I EEEL LA S E B BRAEARE KR EABH Economic and Trade Commission (SETC)
P EIE %S (CSRC) , B (MOF)
MERZFEHZE RS (SETC)
December 2002 “Takeover provisions for listed companies” CSRC
20025 12R1 “EmATRIEERNE 7 HENEES
December 2002 “Provisional measures for administration of domestic securities | CSRC and the People’s Bank of China (PBOC)
20024128 investment by qualified foreign institutional investors" FPENESESFHEARETT(PBOC)
“ERBIMIMB R ERNIESR R EBETE
January 2003 “Tentative provisions on the use of foreign investment SETC, MOF, State Administration for Industry
200318 to restructure state-owned enterprises” and Commerce (SAIC) and the State
“FAIMRBAERET L ETHE” Administration of Foreign Exchange (SAFE)
ERZRE, SpLE, BRIEHERFSAC) MER
SMCER S (SAFE)
April 2003 “The provisional regulations on mergers and acquisitions Ministry of Commerce, SAIC, SAFE, and the
2003448 of domestic enterprises by foreign investors” State Administration of Taxation
OINEREFMIFFEAL W EITIE" B, LTHE2R, SNLEER, MERRSER

Source: Ministry of Commerce and EIU
FRRIR: RERFHMAFERELS O (EV)
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A Fundamental Shift in China’s Approach to Foreign Investment
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With the passage of time, it became obvious that both
foreign and domestic companies in sectors that
opened more rapidly to WFOEs performed better
than those in relatively restricted sectors; competition
turned out to be the best mentor. For their part, many
foreign companies now have substantial operating
experience in China and are prepared to compete
without a local partner.

After WTO accession, establishing a WFOE became
progressively easier in many sectors. Between 1999
and 2005, the portion of respondents with a WFOE
nearly doubled and the percent of respondents with a
joint venture fell 51 percent. In 2005, 49 percent of
respondents that had been in China less than two years
had a WFOE, 33 percent had a representative office,
and only 11 percent had a joint venture (Exhibit 3).

In the early 2000s, China’s central government
leadership began to emphasize and accelerate
restructuring in the state sector, particularly in the
Northeast rust belt. In 2002 and 2003, a wave of
legislation made it easier for foreign companies to
acquire Chinese companies or their assets (Exhibit 4).
The State Assets Supervision and Administration
Commission, the designated equity owner of most
of China’s state assets, began to encourage foreign
equity investment in state-owned enterprises
(SOEs). Between 2003 and 2004, inbound acquisi-
tions increased from 10 percent to 30 percent of
foreign direct investment (FDI) (Exhibit 5). In
2004, 13 percent of survey respondents acquired a

INBOUND FDI AND FOREIGN
ACQUISITIONS - 2001-2005

SERRIME EEEIR PR 2001-20055F
USS$ billion, Percent E{ii:101Z3%&Tt, BYLL

m Inbound acquisitions*

i)
All other foreign direct investment 60.60
HSNE AR HE :
52.73 53.51
100% = $40.76 ~ 46.84
billion
82% 89 91 90 70
_iB KX

2000 2001 2002 2003 2004

* Direct acquisitions of local companies by international companies and financial investment groups
* W ERET SRR AR EREUEAAR oW

Source: Asian Capital Journal, M&A Asia, MOFCOM and Hong Kong Trade Development Council
TR (EMEAY , « THHW , PEFSHNELRHLRE
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Chinese company or its assets and an additional 27
percent had considered it. These trends are con-
tinuing this year with 28 percent of respondents
indicating they are likely or highly likely to acquire
a local company in 2005 (Exhibit 0).

Although the legal infrastructure governing foreign
acquisitions of domestic assets in China has im-
proved substantially, companies seeking to acquire
and restructure SOEs nevertheless continue to face
challenges negotiating and executing specific deals
(for example, lack of transparency, difficulty con-
ducting due diligence, wide discrepancies between
government and third-party valuations). In
addition, many of the companies that are offered as
investment targets are not strong performers and
often come with hidden liabilities. Unlike in the
1980s and 1990s, however, when companies were
forced into joint ventures, today’s investors have a
range of options, such as simply acquiring a
company’s assets.

The huge inflow of FDI into China since WTO
reflects not only China’s large and continued
economic growth, but also a significant increase in
market accessibility. Before China’s entry into
WTQO, market access restrictions were recognized as
a top barrier to profitability (Exhibit 7). In 1999,
only 24 percent of respondents felt they were
successful at achieving market access. In 2001,
companies expected a range of improvements in
market access, and by 2003, many of these benefits
were realized (Exhibit 8). More than two-thirds of
respondents have indicated that they expanded
their product and service offerings in China be-

tween 2002 and 2005 (Exhibit 9).

In addition to opening its market, China has
granted foreign investors full access to many of its key
competitive advantages: low cost, high quality,
reliable labor force; stable exchange rate; and
robust supply chain logistics and infrastructure.
China’s implementation of WTO commitments
during the transition period has enabled American
companies in China to enjoy a sustained increase
in revenues and profitability and a more open
market. It is not surprising that confidence in the
central government’s willingness and ability to
implement WTO accession commitments is in-
creasing (Exhibit 10).
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China’s financial stability has been an important
factor in attracting foreign investment. From the
time it began opening its market to foreign investors
in the 1980s, China has carefully managed its foreign
exchange reserves and current account with the
objective of avoiding excessive foreign currency debt
that might lead to an emerging market debt crisis
such as experienced by some Latin American and some
Asian sovereign borrowers. Capital controls were
tight. All foreign debt was approved, registered and
tracked. Individual enterprises were required to
balance imports and exports. Taken together, these
measures posed a significant challenge for foreign-
invested enterprises that wished to produce for the
domestic market, rather than for export markets.

In the mid-todate 1990s, when China was trying to
combat inflation and slow economic growth by
restricting bank lending, it became very difficult for
foreign companies to borrow in local currency,
forcing them to rely on internally generated cash
flow or to make capital injections. In 1999, 61
percent of respondents were bringing in new capital
and 37 percent expressed an interest in borrowing
more in RMB. With WTO entry, foreign exchange
balancing requirements at the enterprise level were
dropped. In addition, more and more foreign banks
began to obtain RMB licenses that enabled them
to address their corporate customers’ RMB financ-
ing needs. In 20006, full liberalization will occur,
enabling foreign bank branches to do business in local
currency with both local and foreign customers.

China’s capital controls have evolved as its
economy has developed: the focus has shifted from
encouraging accumulation of foreign currency to
preventing irregular inflows and in some cases
encouraging outflows. In recent years, Chinese
companies have been allowed to retain more of
their foreign currency and some companies are
being encouraged to invest overseas. Finally, the
foreign exchange regime itself has shifted from a
narrow U.S. dollar peg to a peg against a basket of
currencies within a wider trading band. Although
the initial appreciation of the RMB was modest,
the systemic change is important. It is reasonable
to expect the trend toward a more flexible, market-
based system to continue, benefiting companies

active in international trade and investment.

China’s leadership continues to take a pragmatic
and flexible albeit cautious approach to its eco-
nomic policy and the market. Each year, more than
90 percent of respondents reply that they believe
these reforms are improving the climate for Ameri-
can business (Exhibit 11). Overall survey results
suggest, on the one hand, that while China still
remains in many ways a difficult place to do
business, the regulatory and operating environment
continues to improve. On the other hand, market-
based challenges such as management-level human
resource constraints and increased competition
emerged, putting pressure on margins. While there
is wide variation by industry and locality, these
general trajectories of better market access, an

THE WTO FACTOR

o E 0 # 53 H LR BT KR

Expections Of Positive
Impact Of WTO - 2001
A" B REIRRIERIHIE - 20014
Percent, 100% = 172 companies
BotE, 100% = 172 KA T

Increased business scope
¥ RT U 5SehE 81%

Demand growth
b EBRIEK 83
Increased investment options
BT R 67

Ability to manage distribution
HERENEEE 52

Changes To Company
Operations In Wake Of WTO - 2003
At ZEELWAEFEZENIEL - 20035
Percent, 100% = 254 companies
BHLLE, 100% =254 FH/AF

Increasing products/services
provided in China 67
BT AR RN REE/ REAR

Increased revenues 73
Vi HERS
Increased investment in China 81
N7 WY

Expanded distribution network 64
FRTHEMS

Source: 2001 AmCham-China Member Questionnaire and 2003 AmCham-China and AmCham-Shanghai Member Questionnaire
FRFKR: 2001 EFEXEFESRABENER 03FEHEXEFSM LEXEATRRRAE RS
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VAR 38E G e A e M i B AL T G FE— LR R E K
I YA A3 55 ] H0 BT A i %
HA I 55 L. WA
AR PEAE o Pl A Mt ER
MR EIHE e, HITBILIZ
FIVIRER . b A B KA
Bk 0P AR IX LR
it A A5 R 2 A 7= T 1] o ] D
DA 7 3 T = [ B vl 4 7= i i
Al B B R AR -

Il = Significantly increased
PN IRy

a0 Bt G
1, o E R ERATAE 5 AT
il 3 % 1 IR Fn A8 2 v e K
MR, XA AN A AR M

* SARS epidemic
CRIESRET W

5%, RIS RN Al AR 55

Hh BN A 4 B 22 O I R R T A AR
AL Wi 2% B Al st i A AR R L8 Sk B 1k B ax i
FEEFRAN, RGO T IRE0 AR MR . &
B JLAE, A E LA A A AR B AL, — S
B /1832 BIEL0 Mg . B)a, ILEK R
B JB K B % R T 36 0 A o TR R Y R N T A —
Brtem. BARMART HE/NEFE, HILE
R WBARE SR . AR, LK RGN
EHEHZEEAT AT R R, ARTA

INCREASED PRODUCTS AND SERVICES
OFFERED IN CHINA-2002-2005

fEiEr R0k 5 FaYHE hN-2002-20055%F

Percent B%#EL{E

74%

50 47 61 50

Source: 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FHIRIR: 2008, 2004, 2005 EHEZEF LM LBXEFH RS RIAENS

2002 2003 2004 2005

FIARMBEE, BHEBIKEE
{lk B SRR B ATER 75 X
iR 4. 199948, 61% M
VA RS RN ATIVE TRE AN
$e98, 37% BIRIRERIE T
AATIAE N N B T 5 45 BT MR o
HE A E, AR

ﬁiﬂiﬁﬁl\?lﬁﬂifﬁi H{l%}k ° Iﬁ_] Willing, but ill-equipped or unprepared to 42
implement changes 47
B, RSk 2 YNGR I BRENE, BRNFERRESL 31

ARG ARTAEME, N
TiREABIH R HA L& AR T
B AIRR AR . 2006 42, AR
S A TR, AR ERAT
AT RN EEARTR

CENTRAL GOVER
TOWARDS

Willing, able, and prepared to implement
changes in the spirit of the WTO agreement
B, BERIFEMUF AR IR R BRAL L

Willing to follow only the letter of the WTO
accession requirements 23
RERTAHMFERE | 18 25

Actively seeking loopholes

Unwlling to implement the required changes 2 2 f

Source: 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FHRIKIR: 2008, 2004, 2006F FEXEFHEM LEXERHaSRABERS

MENT'S ATTITUDE
TO - 2003-2005

hEBAFX “Ait” B9ZE - 2003-20055F
Percent BE%EL{E

100%= 237 companies
100%= 237 ZK/AE) 202 262

KONy 2 ./

RETREHINE | 14 15

=y =)

REHETLENHE 2003 2004 2005
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China’s Role in Corporate Strategy
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improving legal and regulatory environment, and
ever stronger market-based competition remain in
place. They reflect consistent and deliberate policy
decisions over a twenty-five year period.

in China as part of their global strategy, to serve
global customers, to gain experience and as a
preemptive investment. Indeed in 1999, when
asked how long it took them to become profitable,

a number of respondents wrote humorous com-
ments in the margins of the survey. For many,

profitability seemed to be a secondary concern

CHINA'S ROLE IN CORPORATE
STRATEGY

Serving the China market has consistently been

compared with the home office’s desire to establish

a presence in China.

Today, China is viewed as a strategic market that is

. )
. . . o expected to contribute to a company’s bottom
American companies’ primary motivation for b bany

. . . b .
establishing operations here (Exhlblt 12) 11116. Wlth Chma S pheuomenal economic gl’OWth

and market reform story, it should be no surprise

AmCham members cite the growing size of the

11 CHINA'S ECONOMIC REFORMS ARE IMPROVING
THE CLIMATE FOR AMERICAN BUSINESS...

market, increasing demand for
sophisticated products and
services, and an increasingly open b ENZFUENER L WHEIE : RINAPEREFEDN
EFMEEZSXKEELNETXELWHEEMHIIFNE?
Percent B4 LL{E

market as their reasons for

producing goods and services in
China for the China market
(Exhibit 13). These are the same

100%= 208 companies

100%= 208 Z/AF) 254 352

reasons 26 percent of respon- To a very great extent

FEEE

dents are also locating their
regional headquarters in China

(Exhibit 14).

To a great extent
RAEEEL

Although producing for the

China market has always been To some extent %8
the number one reason for —REEL | 32 o 37

establishing operations here, Notatall = . , _—
back in 1999 entering China was —REA 2002 2003 2004 2005

1 nsider T i
also cons de ed a st ateg ¢ Source: 2001, 2000 AmCham-China Member Questionnaire and 2003, 2004, 2005 AmCham-China an AmCham-Shanghai Member Questionnaire

PR3k 2001,2000E F EEEH S S RIFZEES, 2003, 2004, 2006FFEEEH LM HEEEFLLRIAES

investment: companies invested

TOP THREE REASONS FOR ENTERING CHINA - 1999 and 2005

HAPEHHHEE=AEE - 199950120055
Percent H%LtL{E

1999

100%= 110 companies
100%= 110 HR/AF)

2005

100%= 345 companies
100%= 345 ZR/AF)

Produce goods and services for
China market

AFETHRE” RTRS

Produce goods and services in

37 China for export to other markets 50
TR EE” R/ RS
M AR E AT

Produce goods and services for
China market

AR ET SRS MRS

Part of global strategy
EA BRI BS B9 LR PER 7

60%

To serve global customers in China

A oo 48 g 27 Serve as regional headquarters
EHEALRE PRIERS e X o 26
Preemptive investment 17 .
LIl Export to China 23
e R E i O

Source: 1999 AmCham-China Member Questionnaire and 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRRR: 199FEFEXEFHSSRAAENS, 2006ETAXEFNLEXEFHSRABELS

American Corporate Experience in a Changing China



= B B2 5 R 0 2

[ 45T R AR A RIS L RUE T XA R
TR 7 S E AT BORFNIAN Tt A0 R 5
A R A 90% DL _E il RS LR R A ATTRE A5 X ek
AR R AR A L R R L SRR (R R 1D
BARMRESERE R, —hmE, BRBERESTT
T S AR TR R R, HIE M E IR
RSN . A—Tim, EEE N FIEMEZ DA
B s 4B H 4R AN 48R B b i Pkl XA 22
L5109 2 S A = 7 N i | 411 s 5 BB

NUMBER ONE GOAL FOR CHINA OPERATION

PEIFSHEEER

Percent, 100% = 345 companies B EL{E, 100%=345K 2 F]

other

Serve as regional headquarters
PE R X B

Produce goods or services in
China for other (non-U.S.,
non-China) markets
TEFENHENS FERE,
FEXE) FIE~ AR RS

5 3

Export to China
= R EH A

Produce goods or services in
China for the U.S. markets
EHRENEXETHHIE~ RBEHRRS

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FERIE: 2005 EEEFRMNLEXEFRRRBTEAS

ARZERARI, (HEA R R R T BT
BN, ABTGE MR EIE RS, DU BOREEE
P T4 o IXER Rt 25 SRR SRR H i IRk
E X[y

FEAEA R LZRKEAHIER

Fr4h v E T 7 ha 26 5 B s Rl AE b E R T RDI2
EWMEEERER 12, EEESNERMLFIHT
TSGR 0 R R A R 5% R R B3
K, PARAS W e i 47 4
JRE, AR BATE A=
FEHE =5, HIRBEAR S5
M (EE 13), T R
H, 25A&EKSRARH
A 26% FE Al 3 X
MR T o E (E 3% 14),

AR 1A H T G A
T 2l R N R AR AR S
iz EEEER, HE
1999 £, #k N\ v B AR B A
e — IR M B B
2 w1 e [ e T 4

Produce goods

or services in China
for the China market
EREZFRETHE
&= mEUR RS

BRELWE B —E 4, PUE LT

SECONDARY GOALS IN CHINA
P E L S E R EB R

Percent identifying as top-3 goal, 100% = 345 companies

MR F23ki -, FIRR
REEZENRE, S

WIAREE=ANBHEZ—HESEL, 100% =345 RAT

misasehl. ShR B, 7E 1999
Produce goods and services for N N,
jjl:t:l.ﬁq‘giz_,%J FCh;iFn? rgia}qrgli(%t 62 83% ERAERE S, MTFAEE
) 1 /= AR > 4
Produce goods and services in China k55 25 K B 1k RE % BSR4 1
for oth -U.S., -Chi ket " N N vy —
A E 5 G ) A1 |8 52 I, PR A
PSR RS 1 B2 LA o T TR A A
Produce goods and servicesS in China I = Gt TAD2
for U.S. ket N
SEETHHET AR RS | 4 NI . WP
S 2 g e as [SHEXHM 26 A, 52 AL
Export to China —=_N | 7w AFAE B H AR
EhEsn 11 BE 23 f—ﬁugtée*r?onegoa e
Othzr SE 5 mm = Secondary goal #AMLP BT — AR E AR
He p= REBR %
Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRSRR: 2005 HEEERAN LEXERHLS RBSES
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that most companies experience year-on-year rev-
enue growth (Exhibit 15). In addition, for the last
3 years, three-quarters of respondents have been
profitable (Exhibit 16). In 2005, 26 percent of
respondents in China for less than two years were
profitable and 52 percent were breaking even or
experiencing only small losses.

China’s role as an export base has grown rapidly
since China entered the WTO, although producing
in China to export to the U.S. or other markets is
still a distant second reason for having operations
in China. In 2003, exporting from China was an
important goal for only 27 percent of companies.
By 2004, this grew to 52 percent. Furthermore,

8 U.S. TRADE DEFICIT - 1994-2004

EEBSBE - 1994-20045
Percent B#LLE

100% = US$195,326 million  100%= US$701,513 million

100% = 95,326 A%t 100% = 701.518 B AETT
China o

rina. QRN - 24

Asia ex-China

WM, A EFEFE 16
North America 1£3& M 6 9
OPEC wfilze [ 16
OECD &R
Other £E 18 15
1994 2004

Source: US Bureau of Economic Analysis
FORBRIR: 2REFAR

REVENUE GROWTH - 2000-2005

WK ABEE I - 2000-20054F
Percent B ELE

except in 2003, when the SARS epidemic hit
China, most manufacturing respondents indicate
that they have consistently increased the volume of
goods exported from China (Exhibit 17).

The growing U.S. trade deficit with China partially
represents a shift of the Asian regional trade surplus
with the U.S. from other countries to China,
reflecting China’s ever-increasing role as a regional
assembly platform. Over 60 percent of Chinese
exports to the U.S. come from foreign-invested
enterprises. Furthermore, imported raw materials
and components account for over 30 percent of
the production cost of Chinese exports. The Asian
regional contribution to the global U.S. trade
deficit is actually declining, despite the increase in
the deficit with China. In 1994, Asia accounted for
65 percent of the global U.S. trade deficit. In
2004, Asia accounted for only 44 percent of the
U.S. global trade deficit. In that same period, the
share of China in the U.S. global trade deficit grew
from 20 percent to 24 percent (Exhibit 18). The
increase in the U.S. deficit with China grew very
substantially in dollar terms, but the increase with
the rest of the world was three times as great. This
reflects dramatic growth in the combined deficit
with Canada, Mexico, OPEC countries, and the
European Union.

China is the United States’ third largest trading
partner behind Canada and Mexico and the fastest
growing market in the world for U.S. exports.
Total trade between the U.S.
and China was $231.4
billion in 2004. U.S.

exports to China were $34

100% =146 companies billion, representing an 81
100% =146 RAF) 155 231 213 334 percent increase over the
Increased substantially .
R 1R AL leve.l in 2001, the year
China acceded to the WTO,
Increased somewhat and a 265 percent increase
HKIEEAR over the 1999 level.
Remained the same
RELRE | oq 16
Decreased somewhat 6
WNFFr T B 9 14 9 7 8
Decreased substantially -=g== § ‘ ? '
BAKRIETHE 1999 2000 2002 2003 2004
to to to to to
2000 2001 2003 2004 2005
Source: 2000, 2002 AmCham-China Member Questionnaire and 2003-2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRIKIR:2000, 2002 FHREEEFSSRAFERS, 2003-2005FFEXEFEMEBEEFSRAPEDS
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AR, b E A E A AR B s 5L
HENH, EARIRBOLSH AR ERH. b
B E SR A NI B 0% R KRS BT Ak P
¥, REFARIEVMNZREHEK, XZASN
A E(EZR 15) A, %3 Fep, W=
(52 1 A mR R R (B 10). 48 2005 4R A&
W, AEARLERE] 2 AR A A B B 26% 28 R
M, A 52% B5 PEERAERM TR,

N PAIE, B AR E A P P A
3 s B T A AR 2 B 8wl v AR R
HAR, AH v E A O R i/ F H A 3
2003 4¢, XA 27% B2 mIHE N E 04 A
HoEMEFMEZEE K. 3
T 2004 4, iX— il mEl
T 52%. EAEARERMKE,
R JEAE 2003 4 “HE 48”3
JiE 7% it v [ 2 Bf, R & Hihl
1Ol 2 BT R A AT I e

Very profitable
MBRS

B0 B2 R e AR
Profitable
s K(EE 1D, H—EH
FEE X [E 5 5 10052 B
R Break even, or small loss
KEBR T EE K E S BIRG DB SH

T A% IEAE e X i 3 [
K HEEF%, [FE R
rr ] R Bl A X 4 2 T

SHRRK

100%=
100% =254 /A F) 236 376

Largeloss e ey 6|

Source: 2002 AmCham-China Member Questionnaire and 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRIKIE:2002 EREXERSSRIFEGDS, 2003, 2004, 2006 EXEF R LBEXEFRERBEDS

FEAEFEE A BR T 3% 75 v i B 20% B K3 24%
(E3£ 18)o PAFETLVEIFE BN Hh [ i 5 55 9% 1
AR, I3 B HAth B 5 R i X B 52 30 2% A
BFSHhESEZEHEME, XY 5mER. B
BF B 2H 2 s 5 0 KRR R I B AR
# o

W H AR E SIS RSB 22 S =
KA GAIKAE, WK R e i 38 B 7 fh i S i 44
2004 43¢ [ A b B 9 51 2 BAL 2,314 230,
B e s 0 BULE 340 2E0E, 5 E ‘N
> f 2001 4EFH BRI K T 81%, AE 1999 4K
et EXEKT 265%.

PROFITABILITY - 2002-2004

FiiF - 2002-20044F
Percent B#LLE

254 companies

= =

65 57 53

22 23 26

2002 2003 2004

it AN 60% otk Y
P2 K B AR .
B, 3 1 9 2 B0 A
o e [ Y 1 72 A2 30%
B R X o I 61%

WFESE AN, M X AR J

FFE. 19944, WM EEE
B 5% 72 65%, 2004

INCREASED VOLUME OF EXPORTS FROM CHINA
- MANUFACTURING COMPANIES - 2002-2005

MNhEWEBEREOMERER - $liESY - 2002-20055F
Percent B4 LL{E

62

50
: I

IR G LA
2002

AR, ORI I i X AN
FEEHLKHA LW 44%
T Rl — Bk 350 e B 59 27 33

* SARS epidemic
* ZIHRER W

Source: 2002 AmCham China Member Questionnaire and 2003-2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRIRIR: 2002 FHEXEHSRRIFEEE, 2008, 2004, 2005F FEEEH M LEXEH S RIFEEE

2003 2004 2005
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The Emerging Margin Squeeze
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THE EMERGING MARGIN SQUEEZE

Profitability and revenue growth have not always
meant that companies were earning favorable
margins. Of our 1999 respondents who were
profitable, only 14 percent were earning margins
above their corporate hurdle rate. The percent of
companies earning margins greater than worldwide
margins (42 percent in 2005) has remained level
since an initial increase in the postWTO period.
During the same period, the number of companies
with China margins lower than worldwide averages
(30 percent in 2005) has also increased slightly
(Exhibit 19). Furthermore, in 2005 the percent of
respondents reporting improving margins dropped
for the first time since China joined WTO. New-
to-market companies cite increases in margins
much less frequently than in previous years. This
may reflect margin squeeze due to intensified

CHINA MARGINS VERSUS WORLDWIDE
MARGINS - 1999-2004

b ETiHFEENLSIKFEEMLLE - 1999-20045F
Percent E%ELE

100%= 115 companies

competition that makes it difficult to pass on raw
material and energy price increases. In 2005, 56
percent of respondents overall and 65 percent of
manufacturer respondents indicated that price
pressure from customers negatively affected margins.

Broadly speaking, downward pressure on margins is
caused by competitive forces (for example, price
pressure from major customers, changes in market
price, changes in salary and wages) (Exhibit 20). It
is not surprising that with most companies citing
increased business activities in China since 2001
and plans to expand in 2005 (Exhibit 21), compe-
tition from foreign firms, including competition
from imports, is increasing (Exhibit 22). Compa-
nies also continue to experience increased competi-
tion from PRC companies (Exhibit 23). Because
domestic companies often compete on price, the
margin squeeze has been particularly intense in
industries with significant
overcapacity. The current
investment boom - by both
foreign and local investors -
is intensifying competition
and will make it difficult to

100%= 115 /A5 251 181 290 sustain continuous margin
Significantly higher 5H£R% 8% :
improvements.
Somewhat higher B e 13 14 p
Comparable o8
MZERZ 29 28 Conversely, the forces

Somewhat lower
FHE—L

Significantly lower
RR%

driving increasing margins
illustrate how China is
developing into a more
sophisticated market.
Respondents indicate that

1999 2002
Source: 1999 AmCham-China Member Questionnaire and 2003-2005 AmCham-China and AmCham-Shanghai Member Questionnaire

2003 2004

PRI 1999 FhEZEF RS RMAER S, 2003, 2004, 2005F FEXEFRM LEXED

SRRPERS

China margin increases are

driven by market factors

20 FACTORS NEGATIVELY INFLUENCING MARGINS - 2005

R F AR HRER - 20055

Percent, 100% = 450 companies B tL{E,100% = 450 KA T]

Price pressure from major customers
EEIERFHNIEES
Changes in market price
mHMERL
Changes in salary and wages
RITTHMBAREN
Changes in commodity prices
BRI EL
Changes in other input costs
HEERHANEN
Changes in marketing and sales expenses
AT MEE R BHRL

Source: 20056 AmCham-China and AmCham-Shanghai Member Questionnaire

FERIR: 2005 FEEEF RN L EEEFRRRBEES

(e.g., higher value-added
products, increases in
economies of scale, changes
in market) and improve-
56% ments in the regulatory
environment (e.g., changes
42 in tariffs, changes in

41 regulation) (Exhibit 24).
39 Moreover, increased produc-
tivity and efficiency gains

35 have more than offset the

31 continuously rising labor

costs in China.
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s WA RFLRIREAR AR AL
BB(EER 2D BhAb, F52h A P AR IR E
T8 T 57 2l A A W _EFH A RS0 o

R RHRE STl B P W e o B T R
AR AY AT S el B A R 0 o v Rk il e

JZ B T L T B R A S
A0 MbxE PAVE AR JE A B F RE IR
Mg iy BBk, M TTREAR T Al
fH2 . 7E 2005 4 il A R bt
e, 22U AFEIHAE
56%, il kAl A 65%
1A FIR AR A& P E S
A8 45 1 3 A M AR o

Bz M, X R 2
505 5 B S = e S|
%, hmEEE P AN
K TS K PR R
TR A A A A (B R
20)0 XIARERE, BEAMN
2001 AR FF AR i R A 25 SR
R BRI % 1 2N RIS
REATHILE S5, 2005 4
VF25 /0 AR R I8 VRl 4K 52
P REEHM(E L LD, XMH
13K B AMgE Ik A5 O 7=
il 35 G ER AR H 25 4 n (121 3%
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EXPANSION - 2005

WERIBER - 20055

Percent, 100%= 345 companies BE4%'LL{E, 100%= 345 RKAT

China top FDI destination

FEEATEREFBEN

Expanded overall business activities in 2004 82
20045y R T BAE VW EIER

Expanded capacity in 2004 58
20044y R T £ BE N
Increased products and services in 2004 72
200480 T P mAPRF A A
Increased volume of imports in 2004 38

20047 HOE

Likely to expand capacity in 2005 84
2005 F B LY REHE

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRBRIR: 2005 F FEXER SN LEXEFSSRIBERS

79%

COMPETITION FROM FOREIGN FIRMS

RBEMEEVHTES
Percent B#'LLE

100%= 102 companies

100%= 102 ZK/AF) 252 215 351
Increased substantially
KBRS
Increased somewhat 42 45 S5
BHRS 57
Remained the same 40 38 28
w®EFE | 21
Decreased & 2 3 2
HAEE 2002 2003 2004 2005

Source: 2002 AmCham-China Member Questionnaire and 2003, 2004, 2005 AmCham China Member Questionnaire
FRRIR: 2002 EPEXEFRSRIFEDS, 2003, 2004, 2006 FEXEFLI LBXAFRLRAPERS
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The high-tech manufacturing sector clearly demon-

strates how China’s market development is affecting

corporate profitability. High-tech manufacturers

are more likely to have better than worldwide

margins than the overall survey population (39

percent and 37 percent, respectively). Price pressure
from customers and changes in market prices are
the primary factors squeezing margins (60 percent
and 46 percent). High-tech manufacturers also face
fierce competition for skilled and technical workers,

percent versus 33 percent). These companies’ and 45 percent of these respondents indicate that

margins are more sensitive to market development changes in salaries and wages are driving down margins.
forces than the overall survey population. They

were more likely to experience either increasing (57

Improved Performance After Year Two

percent) or decreasing (24 percent) margins in 2004

IMPROVED PERFORMANCE AFTER
YEAR TWO

Survey results consistently indicate that companies

than the overall survey population (51 percent
increasing; 16 percent decreasing). Their margins
are positively influenced by shifts in product mix
(e.g., more sophisticated and higher value-added
products) and increases in economies of scale (42 that have been in China longer perform better than

new arrivals. Given that

COMPETITION FROM PRC FIRMS

- shifts in product mix and
FREPELEVHES
Percent H4H{E

100%= 102 companies
100%=102 R E 252
Increased substantially 14
KiERS

changes in economy of scale

are the two leading factors

positively influencing

215 351

margins, it is not surprising

82 that between years two and

five, significantly more

Increased somewhat companies report increasing

WHIES revenues (Exhibit 25) and
identify themselves as
Remained the same 39 38 28 profitable or highly profit-
RETE | 47
Decreased 12 able (Exhlblt 26)
BHTH o 3 7
2002 2003 2004 2005 Typically, most respondents

Source: 2002 AmCham-China Member Questionnaire and 2003, 2004, 2005 AmCham-China Member Questionnaire

FRIRE:2002 EhEEERSS RBEES, 2008, 2004, 2006E FEEEFLA L EEFLL R BEAS report improvements in

REVENUE GROWTH BY LENGTH OF TIME IN CHINA
K 5K ER R BRI R
Percent B%LLE

2003 2004 2005
100%=23 49 136 companies 24 52 159 49 83 237
RAT]
Increased Increased Increased
SUbStaﬂtf”y 42 substantially 61| |45 substantially
K PR KOG (oo |46 |40
Increased somewhat Increased somjgwrat
F& A 1N Increased somewhat bl
. - B 50 .
Remained the same ) Remained the same —
g Remained the same /| e
REFAE e REFALE
REFAE
Decreased
Decreased Decreased B>
B/ R
BHORD BHORD N/A
ﬁgg@ N/A Rigft
e Kigft
Years in China
ERE VS FREES <2 25 6+ <2 2-5 6+
Source: 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRIRIR: 2008, 2004, 2005 FEEEF L LBXEF LS RBES
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K B2 P S e RO 4 F-EMAA% A e 3t B
TR R R RIRE, £ b3 60% Fi1 46%

24 FACTORS POSITIVELY INFLUENCING MARGINS - 2005
Rt E R - 20055

100% =

X HAER

Percent, 100% = 450 companies B4 EL{E,

Shift in product mix
AR

Changes in economy of scale
HAELFNEMNL

THMIREEL
Changes in tariffs 16
BT

Changes in regulations
EMAEL

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRRIR: 2006 F FEXEFRMN LEXETRRRIBERS

Changes in market price 29

B2 R EARIX RN R B o e Bk il Ik A
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PROFITABILITY BY LENGTH OF TIME IN CHINA
BIFERSREREKENRR

Percent
2003
100%=23 49 136 companles
KA E]
Very profitable 6 Very profitable
FIERS FERS
Profitable
B Profitable
B
Break even or
small loss Break even or
PP R SR small loss
BHIYRE SR
Large loss
SHIRE Large loss
SRRE

Years in China
EEFRLSEH <2 25 6+

Source: 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FERIRIR: 2008, 2004, 2005 F HEXEH R LBXEH S RIAEES

BtLE
2004 2005
24 52 159 49 83 237
Very profitable
MRS
Profitable
27

Break even or
small loss

FF S E SR

Large loss
SHRRE
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Persistent Challenges Evolving

year-on-year margins (Exhibit 27). Companies that
have been in China more than two years are more
likely to have increasing margins than new entrants
(Exhibit 28). Companies that have been in China six
or more years are more likely to have China margins
that are greater than their average worldwide margins
compared to respondents that have not been in

China as long (Exhibit 29).

PERSISTENT CHALLENGES EVOLVING

The ranking of top operational challenges has
scarcely changed since our first questionnaire in
1999; however, respondents report improvements

in four major perennial challenges: bureaucracy,
unclear regulations, lack of transparency, and
inconsistent regulatory interpretation (Exhibit 30).
In 2005, management-level human resource chal-
lenges became the number one issue. Respondents
agree that in the aggregate, management-level
human resource challenges continue to worsen as
companies expand and the need for management
talent grows. This appears likely to remain a

concern fOI‘ some years to come.

The 2004 and 2005 survey results point toward a
shift in the ranking of top operational challenges
corresponding to a company’s length of time in
China. For most companies in China for less than
two years, initial learning curve

COMPANIES WITH YEAR-TO-YEAR MARGIN
IMPROVEMENTS - 1999-2004

FliaRRERSHENL - 1999F2004F

challenges - such as unclear
regulations, bureaucracy,
obtaining necessary licenses,

Percent E%LEb{E

lack of credit information,

72% " and customs clearance delays
62 60 - rank the highest.

45 Companies that have been
in China longer indicate
that human resource con-
straints are the top challenge,
although unclear regulations
and bureaucracy continue to

1999-2000  2000-2001 2001-2002  2002-2003  2003-2004 be ranked very high. Com-
Source: 1999 AmCham-China Member Questionnaire and 2003-2005 AmCham-China and AmCham-Shanghai Member Questionnaire 1 1
FRFR: 19005 5 MEERS S RBBRE, 200320055 FEXAHLN LEXAH2S ABEIS panies that have been in

CHANGES IN MARGINS BY LENGTH OF TIME IN CHINA

FligE S5k ERERENXR
Percent B4 EL{E

2003 2004
100%= 23 49 136 corppanies 34 52 159
r—hw/ =
Increased KA | d Increased
substantially ncrea;;tlel substantially
KBRS substarlha ly A iEiEE
KiERS

Increased somewhat Increased somewhat
=e BHERS

Increased somewhat
=RE

Remained the same

&R A Remained the same
IR RIFAL
Remained the same
RFFAEL
Decrea;ed
. B¢_1E§ Decreased Decreags%?g
Years in China A

FELEVSFREN <2

Source: 2003,2004,2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRLRIR: 2003, 2004, 2005F 1 EXEF M LBEXERR S RIABTEE

2-5 6+ <2 25 6+

* does not include n/a responses

REEARHERNES
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30 CONSISTENT OPERATIONAL CHALLENGES - 1999-2005

e SATEIGEFF LRk - 1999-200545

Percent B4 tL{E

+=Improving &
4 = Deteriorating &1k

2005 rank 2005FHEF

1 Management-level human resources
EERANFTREEZ
2  Bureaucracy
B EEH
3 Unclear regulations
SER AT
4  Lack of transparency
R ERE
5 Inconsistent regulatory interpretation

ENBET—

6  Corruption
&%

7  Difficulty enforcing contract terms
MITEE KR EE

8  Local protectionism
TR EX

2004

N

Source: 1999 AmCham-China Member Questionnaire and 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
HRRIFE:1999FFEXEFRKRFE L, 2003, 2004, 2005F FEXEFEM ELEXEFRLRBERE

IS5 R . AR IR LB R, BRI, B
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Fhdk, ARERBIEXN
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Perceived change
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CHINA MARGINS VERSUS WORLDWIDE MARGINS BY TIME IN CHINA

b 7 H)iE =L 3K FiE FR T LL SR LR E R EM X R
Percent BH4LL{E

2003 . 2004 2005
100%= 23 49 136 S o 24 52 159 49 83 237
Significantly higher S HR% Significantly higher Significantly higher [2

Somewhat higher B&= E SHRE 1o/ BHRE E
Comparable EAK4H[E Somewhat higher 20 - Somewhat hlgh_e'é]lr o

Somewhat lower E&1F% c blla L Comparable
Significantly lower {1 26|\ |49 omparable — BEAMEE 40 ]
g Y R EAHE (26 Somewhat lower o5

Somewhat lower 27 BEAE

BEAE Significantly lower

— Significantly% Iowg;r RR%

Not applicable kgEIR & KiR
PP ARt 24 Not applicable
4648
Not applicable REERH
REEIR
Years in China
TEEVEAREN <2 2-5 6+ <2 2-5 6+ <2 2-5 6+
Source: 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRKIE: 2003, 2004, 2005FFEXEFHSH LBXEFT RS RBE S
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China for six or more years cite bureaucracy, lack of
transparency, corruption, and developing manage-

mentlevel human resources as their top issues.

AmCham members have been consistently optimis-
tic about the progress in the business environment
and their general five-year outlook (Exhibits 31).
This optimism has been justified by the gradual
but steady progress in opening the domestic market
and by improved revenues and profits even while
confronting greater competitive pressures.

Human Resource Challenges

working overseas, recruiting senior managers re-
mains a top challenge for one-fifth of respondents.
Retaining management-level human resources is a
top challenge for 18 percent of respondents. As one
might expect, employee poaching is rife. Respon-
dents who struggle with retention indicate that the

challenges are increasing.

Rising wages and salary expenses also threaten
China’s competitiveness. In 2005, 41 percent of
respondents indicated that changes in wages and
salary expenses negatively affected margins. The
problem seems worse in Shanghai, with 45 percent
of companies reporting that rising wages and salary

China’s high-quality, relatively
low-cost labor force has been
key to its economic develop-
ment and a main source of its
attractiveness as an investment
destination. However, parallel
to China’s economic develop-
ment and increasing foreign
investment, the demand for
internationally capable Chi-
nese managers has increased
significantly. Shortages abound
and labor costs are increasing
rapidly, particularly in
Shanghai and Beijing.

As in most competitive
markets, management-level
human resource constraints
have become a persistent and
serious problem in China
(Exhibit 32). In 2004, 70
percent of respondents said
that management—level
human resource challenges
negatively affected their
businesses. In 2005, manage-
ment-level human resources
was ranked the number one
challenge. Although it is
now possible to circumnavi-
gate household registration
regulations that inhibit
worker mobility, and many
Chinese professionals have
returned from studying and

31 FIVE-YEAR OUTLOOK FOR BUSINESS IN CHINA

RERFEHEEWZRE
Percent B4 LL{E

100%= 160 companies
100%= 160 R/AE 173 254 236 397

Optimistic
R

Cautiously optimistic
EEAY

Neutral
THE
Slightly pessimistic

=t 4 4 U 4
BEER o000 2001 2003 2004 2005

Source: 2001, 2000 AmCham-China Member Questionnaire and 2003,-2005 AmCham-China and AmCham-Shanghai Member Questionnaire

FHIRIR: 2001, 2000 P EEXEFH RS RIFEEH, 2008, 2004, 2005F PEEEF LM LEXEFH RS RIAEEE

32 HUMAN RESOURCE CHALLENGES - 2004-2005

ANFERBEE - 2004-20055F
Percent BE#LLE

Companies listing management-level human

resource constraint as top-3 challenge - 2000
INHEEBEANABREZRRFCVREHRA 56%

3 ki = — 4k —2000 4

Companies negatively affected by management-
level human resource constraints - 2001 63

ZHEERANFTREZ RBUERS WAL -20014F

Management-level human resources

negatively affected business - 2004 70
ERREANTIREZ BB W 5536 plOE R 52 1-20044F

Changes in wages and salary expenses
negatively affecting margins - 2005 41

TRMFH X LTI FE RS BUE RS 0-2006F
Management-level human

resources ranked as #1 challenge - 2005 26
EEERANFIRRIAG] AL SHEK-20064

Source: 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FEBRIR: 2004, 2005 F FEXEFEN LEXEF R RBERS
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HUMAN RESOURCE CHALLENGES
BY LENGTH OF TIME IN CHINA

AN BHiRin Rk ST R AL 5B B FE R 33 EL 1B R
Percent BE%LL{E

All 28
<2years <2t
2-5years 2-5%F
6+ years 6+fF
20+ years 20+fF

Attracting management-level
human resources

REIEEEANS

Developing management-level All )
human resources <2years <2fF
BREREAS 2-5years 254
6+ years  6+fF

20+ years 20+1F

Retaining management-level All £
human resources <2years <2
REEBRAS 2-5years 2-54

6+ years 6+fF
20+ years 20+

Source: 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
ZRBRIR: 2004, 2005F FEEREF RN LEEEHRR RBTES

34 CHANGES IN HUMAN RESOURCE CHALLENGES
AN F R T
Percent* B4 tL{E

Attracting management-level

human resources
RS EEEAS

Developing management-level
human resources

BREEREAT

Retaining management-level
human resources

REEERAS

* Companies who rank management-level human resource challenges as top-5 challenge
CIEEERANFREEY AN REBEHREZ -

Source: 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
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Improving # 4
Worsening B 4

Improving # 4 21

Worsening i 4 18

Improving i 17
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expenses have squeezed their margins, versus 38
percent in Beijing. Manufacturers are particularly
hard hit, with 48 percent saying their margins are
negatively affected by wage and salary increases.

Human resource constraints become a more signifi-
cant challenge the longer a company has operated
in China (Exhibit 33). In the first two years,
challenges associated with establishing business
operations outrank human resource challenges.
However, during years two to five, attracting,
developing and retaining human resources emerge
as the highest-ranking challenges. Companies in
China for six or more years indicate that develop-
ing managers is their top human resource challenge.
Even companies that have been in China for more
than twenty years indicate that attracting and
retaining talent are still top challenges.

Although human resource challenges affect so many
companies, respondents are split as to whether they
are improving or worsening (Exhibit 34). Within
the realm of human resource challenges, retention of
management-level employees appears to be a more
pressing problem than recruiting and developing
talent. A mere 17 percent of responders felt that
retaining employees was becoming less of a problem,
while 55 percent noted that retention was becom-
ing a greater problem. Increasing labor mobility

EXPANSION INTO SECOND TIER CITIES

B =g e Rk Sa R R

Percent, 100% = 236 companies H45tL{E, 100% =236 AT

Physical presence in second
tier cities - 2004

SRR T = RN T HI A B]-2004F

No presence beyond

Source: 2004 AmCham-China and AmCham-Shanghai Member Questionnaire
FEBRE: 2004FEFEEEFRN LEXEF R RBERS

Expansion strategies - 2004

WS4 FREREE-20045F

secondary cities
W &Y RN R T

secondary cities 45

6-9 years
604 17
Expand beyond
20 5 18 Z R IR T SE Bl UM R
g'g years Less than 2 years
5% bFof

will partially alleviate short-term human resource
constraints, but ensuring China maintains its com-
petitive advantage in labor will require longer-term
improvements to its education and pension systems.

Corruption and local protectionism

As China’s economy continues to develop, compa-
nies are expanding beyond first-tier markets
(Beijing, Shanghai and Guangzhou) (Exhibit 35).
The longer a company has operated in China, the
more likely it is to expand geographically. One in
six new entrants has a physical presence in one or
more secondary cities. Most manufacturing compa-
nies already have a physical presence in secondary
cities, and many plan to expand to tertiary cities

and beyond (Exhibit 36).

As companies expand into and beyond secondary
cities, they face many of the same challenges that
overwhelmed investors when China first opened
up. Chinese officials and executives in major cities
along the coast have moved further up the learning
curve in terms of understanding international
business norms and how to collaborate with
foreign investors than officials and executives in
secondary cities. For companies that have been in
China more than six years, 68 percent of which
have a physical presence in secondary cities, corrup-
tion ranks as the number
three operating challenge.
Local protectionism ranks
very high as well.

Survey respondents consis-
tently agree that local

protectionism and corrup-

Beijing, Shanghai, and Increase
) ) geographic diversity ; i i
Guangzhou " of China 4% tion are worsening. Chinese
RELR, J:;‘é}fﬂﬁd%l\lﬁ;{% - ;ﬂ\:l;;tgems laws and regulations often
& 4 ik Iz .
18;{;?__"3 T A leave considerable room for
. interpretation and adminis-
Expand into 61

trative discretion. Local
protectionism persists as
government officials try to
create a favorable environ-
ment for those for whom
they are responsible. In
2005, respondents also

expressed significantly less
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trust in local governments to implement WTO
agreements than in the central government (Exhibit
37). Only 14 percent of respondents indicate that
they believe that local governments have the skill
and will to implement WTO agreements. Finally,
corruption remains a challenge that the Chinese
government, despite all efforts, has been unable to

conquer.

CHINA'S ATTITUDE TOWARDS WTO - 2005

hEN A B
Percent B4 tL{E

- 2005

100%= 282 companies

Technology challenges

In the 1980s and 1990s, to invest in China, com-
panies had to transfer advanced technology to joint
ventures or local Chinese licensees on terms favoring
the Chinese partner or party, which was generally
pre-selected for the foreign party. WTO accession
forced the abandonment of technology transfer
requirements, and a more balanced technology
licensing regulatory environment is facilitating the
introduction of advanced
technology into the market.
With respect to technology,
many sectors are now at or
close to global levels, and

the WTO accession requirements
REEF A FEKE

Actively seeklng Ioopholes
o] B 3t F 8

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRRIE: 2005 FEEEFRMN LEXEF R RFERS
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100%= 282 32 =) 276 273 the focus of the
Willing, able, and prepared ' :
1o implement changes 1 14 government’s industrial
in the spirit of the WTO agreement policy has shifted to sup-
B, SIS RBIERER 35% .
PN R T o8 porting research and
34 innovation. In this context,
Willing, but ill-equipped or . 1 hifted f
unprepared to implement changes attention has shifted from
ARLEEEEAEETRIRBAES 31 the crude mechanisms of the
N 1980s and early 1990s to
Willing to follow only the letter of

intellectual property rights,
standards and certification
which today are priority
policy concerns.

Umlvel Ill’glc?u'?el(;né:)r!:r::gst Central Functional/ Local /PR protection
e n government industry ministries government
T2 BT (e.g. MOFCOM e.g., M, (e.g., city, Dramatic progress has been
DRC) Construction) provmmal)

made in revising the
trademark, copyright, and

patent laws to comply with

CHINA IPR PROTECTION

Percent B%LL{HE

100%= 219 companies

100%= 219 R/ F) 210

- 2003-
ch E X 50IR = AR RIP - 2003-20055F

WTO norms, and efforts
2005 have been made, particularly
by the central government,
to improve enforcement of
intellectual property rights

331 (IPR). But it is still clear

Totally ing['fecti\ie

JT x

that at a commercial level,

[PR enforcement is ineffec-
tive (Exhibit 38). Moreover,

companies whose products

Source: 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
ZRIKIR: 2003,2004, 2006 F HEXEH S LEXEF RS RIAEEE

Ineffective
HRBE are counterfeited in China
and then exported to other
markets report more serious
Effec%_i\g 16 5 20 damage to their overall
2003 2004 2005 operations (Exhibit 39).

Large companies with
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FRRIR: 2005 FHEXEHEM LEXERRSRFEESE
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China operations often undertake proactive brand
protection programs that involve assisting and
encouraging enforcement authorities by gathering
and providing evidence of infringement. Given that
most companies that pursue administrative or
court action are not satisfied with the level of
cooperation from relevant PRC officials (Exhibit 40),
it is not surprising that relatively few of our respon-
dents have pursued civil or criminal prosecution
through the court system (Exhibit 41).

An important Supreme Court judicial interpreta-
tion in December 2004 lowered the threshold for
criminal liability reflecting the government’s
commitment to improve the situation, but as of
mid-2005, opinion was divided among respon-
dents as to whether this would result in concrete
improvements. (Exhibit 42)

A second controversial area for high-tech compa-
nies is standards and certification. The proportion
of respondents who believe China’s technical
standards and certification processes negatively
affect their operations in China has decreased only
slightly in the last three years, though it has never

been as large as those affected by IPR infringement
(Exhibit 43).

Some voices within China argue that having given
up tariff protection, China could use new domestic
standards and certification to protect local
industry. Forcing foreign
market entrants to adopt
Chinese standards would
establish Chinese intellec-
tual property at the stroke
of a pen. It is more likely, of
course, that failure to adopt =
international standards
would result in an isolated
market with uncompetitive
and out-of-touch technical
standards. The more encour-

Pursued administrative action
Percent, 100%= 132 companies

TBRE
BHILE, 100%= 132 kAT

cal capacity and market savvy to set the standards
that others adopt. There is much work still to be
done in this regard, however; for example, few
foreign companies are able to fully participate in
standards committees (Exhibit 44).

China continues to encourage technology transfer
and establishment of research facilities, but it is
clear that weak IPR enforcement is a material
deterrent to both (Exhibits 45 and 46). It is
noticeable and not altogether surprising that the
negative impact of I[PR infringement and technical

a4 PARTICIPATION IN CHINESE
TECHNICAL STANDARDS COMMITTEES
- 2004-2005

EPERERFEZERSTHES5EE
- 2004-20055F
Percent B4#LL{E

100%= 236 companies

100%= 236 K /A5 384

N

Yes, as full voting member 5 =
=, ENFRERRA 14

Yes, as non-voting member 29
= EATEENES R

No, but want to
EORENS=viIPN

No

a
=]

2004 2005

Source: 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRRIR: 2004,2005F HEXEFEM LEXAHR S RABEDE

4 PURSUED ADMINISTRATIVE OR COURT ACTION

AGAINST IPR VIOLATORS - 2005
MRILAIRF=RITHENITEIERIER - 20055

Pursued court action
Percent, 100%=135 companies

BtbfE, 100%= 135 RAE)

Yes
=
=

aging and positive trend in 61
many industries is a move e
toward adoption of interna- No No
7@~ 7@~

. [} [=]
tional standards. Many
expect that China will one

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire

day possess the technologi- FRRE: 2005FhEEEFRN LEEERAR RAENE
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EFFECT OF LEGAL REFORM ON IPR

R RUEREM N ER 15 A

Percent, 100%= 411 companies BE%'tkiH,

To what extent do you believe the Chinese People’s Supreme Court judicial
interpretation lowering the threshold for criminal liability (issued December 2004)
will improve the IPR environment for your business?

#RiNH420045E128 *IEE)\E&E‘E%EWJ SERRE PR T REEREMETE TR

No basis to comment

TR Al

Will not change
the situation

FeBEIR

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FEBRIR: 2005 FEXERRMLEXERERRBERS

100%= 411 RAT]

TEE L AR E AR AR HITAIR?

To a great extent

SHERRERENRE

29

To some extent

SHE—ERENSE

Will provide only
marginal improvements

REBWHRE

Tl B8 52 G AN FR AR BT 3% W0
FRBER M EREATR . [
BAR, AEIX 5 R T
ER B MR%E, flan, HEIRE
5 56 4 2 InFn e A2 i B &
A kR AL ZE R 2 B E Al
W VE . (HREBAThIRF
HH KR, WEHERE—E

100%=
100%=

IMPACT OF CHINA'S TECHNICAL STANDARDS
AND CERTIFICATION PROCESSES ON CHINA

OPERATIONS - 2003-2005

hEREAFEMINERFMEEWZH9%Mm - 2003-20055F
Percent B#LLE

227 companies
227 R/NF) 236 376

Strongly negative
e m

Negative

TBR

R AR 7 5 e i 16 2
ol N R 2 2 "o | 28
44),
No impact 59 1
TEMEM| 40 °
2003 2004 2005

Source: 2003, 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRIKIR:  2003,2004, 2006 EXEFH R LBEXEAFRLRPERS
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standards is higher among high-tech respondents
than among the general body of respondents
(Exhibit 47). For high-tech companies in
particular, China’s poor IPR protection is influenc-
ing investment decisions (Exhibit 48). Forty-five
percent of high-tech respondents have slowed,
decreased, or may decrease investments because of

Persistent Challenges Evolving

[PR issues. The number is higher for investments
that involve transfers of intellectual property (53

respondents reported increased control of distribu-
tion and in 2004 and 2005, half reported improve-

ment or continued improvement.

U.S. Visa Policy

Despite recent increases in the number of visas
issued in 2004 compared to the previous two years
(Exhibit 51), respondents feel the U.S. visa policy

32

percent overall and 71 percent for high-tech
manufacturers) and movement of research facilities
(46 percent overall and 73 percent for high-tech

manufacturers).

This means that the negative impact of China’s
poor IPR protection on investment is higher

among the companies China
most wants to attract. The
conclusion must be that the
remarkable progress of
technological improvement

continues to place U.S. companies at a
disadvantage. Most companies feel that it is more
difficult for Chinese to travel to the U.S. than to
other countries (Exhibit 52). As a result, most
avoid arranging meetings in the U.S. for suppliers,
customers, and employees (Exhibit 53). One in six
respondents has lost significant sales or business

43 IMPACT OF CHINA'S POOR IPR PROTECTION
ON INVESTMENT - 2005

P EIMIRFRRPT DR FRIRE - 20055

Percent, 100% = 405 companies BH4%'Lb{E, 100% = 405 RAF]

of the Chinese economy has Could trigger decrease —5o57 9 9
. . . = SRR /|
occurred in spite of serious BTRESEEARAD 6 5
Has trlggered decrease
drags, and would be even ERZSBEARLD
e : Has slowed investment
more striking if those stment
. £ ‘ E4SERANE
negative factors were materi-
ally ameliorated.
. . . No impact
Distribution FALTH M
Challenges
[ncreasing control of
g Overall Intellectual Movement of
distribution, in terms of investment levels property transfers  research facilities
. BIERHKT HIR AN EILE MRIR LT
both reaching customers
. Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
and controlling costs, has R 2005F R EEEMRA L EXEHAR ABEES

been a key concern for many
of our respondent compa-
nies (Exhibit 49). Twenty-
seven percent of manufac-
turer respondents indicate
that changes in distribution
costs are negatively affecting
their margins. Most respon-
dents have reported success
in increasing control of their
distribution networks, even
before China granted formal
distribution rights in De-

cember 2004 (Exhibit 50).
In 2002 and 2003, most

R&D IN CHINA - 2004-2005

TR AR - 2004-20055F

Percent, 100%= 450 companies EH4%tL{E, 100%= 450K 5]

Have R&D center
BRI
Increased China-based R&D in 2004
2004445 T F EMTHFRIRE
Likely to invest in R&D in 2005 47
T 8 TE2005FF A TR K% HE

Lack of IPR protection influences*
movement of R&D facilities 44

BREFD MR RRIPE W BRI EE T E

7%

37

* Slowed pace, triggered decrease, or could trigger decrease

CEERUR, RO MR AR

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FEBRIE: 2005 P EEEFR N LEXEFRR RIFERS
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47 IMPACT OF IPR INFRINGEMENTS AND CHINESE
TECHNICAL STANDARDS ON HIGH-TECH

MANUFACTURERS - 2005
-2005

Percent

China IPR infringements cause material damage to global operations

High-tech respondents* 12%

All respondents 9%

China IPR infringements cause material damage to China operations

High-tech respondents 25%

All respondents 20%

Negative impact of China's standards and certification process

High-tech respondents*
g P . 45%
All respondents
P 27%
* Aerospace, Engineering/Technical Consulting Services, Health Care Equipment, Information Technology and Communications

Equipment, Information Technology and Internet Services, Pharmaceuticals
* /

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
1 2005

s i 2004 F0 2005 AR Bon, A—FMk

48 IMPACT OF IPR INFRINGEMENTS ON HIGH-TECH
MANUFACTURING* INVESTMENT - 2005

R RA SRR HIE L R FRIRE™ - 20055F

Percent, 100% = 49 companies HE4%'Lb{E, 100% = 49RAF]

Causes material damage to global operations
WERW FEME R RE
Causes material damage to China operations
X S SRR IRE

Poor IPR protection has influenced

overall investment decisions 45
FHR = AURIP AR N3 B F T =4 T #
Poor IPR protection has influenced
technology transfers to China
FRRF=RRP A N 20 E XS A E# TR
Poor IPR protection has influenced
investment in research facilities

FHIRF= IR AR 782 0 2 X L R R AR A

* Aerospace, Engineering/Technical Consulting Services, Health Care Equipment, Information Technology and Communications
Equipment, Information Technology and Internet Services, Pharmaceuticals

TSN, TRY/ERSERS, BTRERE, FERATBLRE, FRRARMMERS, EAHBL

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire

FEBRIR: 2005 FFEXEFEN LEXEFH S RBEES
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American Corporate Experience in a Changing China

33



Moving Forward
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relationships because of visa issues (Exhibit 54).
Approximately 10 percent of survey respondents
shared stories of how visa challenges disrupted their
business. These range {rom lost contracts because
purchasers could not get visas to attend technical
training or view facilities in the U.S., to meetings
that had to be cancelled or moved to other
locations. Many manufacturers fear that customers,
particularly capital equipment purchasers, are
developing a preference for EU suppliers because of
difficulties getting visas to travel to the U.S.

factors driving high levels of foreign direct invest-
ment and sustained value creation. AmCham-
China and AmCham Shanghai remain committed
to building collaborative relationships with the
Chinese and U.S. governments. Further, our
members express strong confidence in China as a
place to do business. We believe that China needs
to pursue relentlessly the full implementation of its
WTO commitments and embrace market opening
in order to enjoy the full benefits of participation
in the global market economy. Our members are

MOVING FORWARD

The Chinese domestic policy
discussion is currently
framed around the two
themes of sustainable
economic development and
building a harmonious
society. We are now in a
transitional period in which
a new leadership is taking
stock of progress and
problems, consulting widely,
and moving toward policy
adjustments that will em-
phasize more even income
distribution, more investment
in education and public
health, better environmental
protection, and more
balanced but probably
slightly slower growth. We
do not know whether this
will be successful. In the past,
however, as shown by these
surveys and our members’
experiences, China’s
pragmatic, flexible, cautious
macroeconomic policy has

been effective over time.

We view China’s economic
reforms and market

opening, and the program of
policy adjustment now
underway, as fundamental

eager to continue a forward-looking constructive
dialogue. Looking to the future, we are hopeful
that as the economic and trade relationship

DISTRIBUTION NETWORKS - 2004-2005

SHEMZE — 2004-20054F
Percent of companies ATIE4LL{E

Difficulty controlling or engaging in distribution
negatively affects business 2004

200443 PUEHIS M NSHE RE T W FiE B RF 08
Ability to control distribution improving 2004

2004 4= IS ERE IR N B TLE

Ability to control distribution improving 2005 o8
2005 FFHIHEREN RN BITNE
Changes in distribution costs
negatively affected margins 19
SHERNNZAFIERHRIE R
Changes in distribution costs
positively affected margins 9

SHERNME AT F R HRIRL 00

Difficulty controlling
distribution is a top-5 challenge
HUEHEERERRTIENS M Z—

50%

Source: 2004, 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FHERIR: 2004 2005 F FEXEFRM LEXEF R RFEES

CONTROL OF DISTRIBUTION NETWORKS

X E MR
Percent BH#LL{E

100%= 152 companies
100%= 152 /A &) 197 170 245

15 9 10

Increase greatly 23
ARKRIES

Increase somewhﬂ
BERS 55

Remain the same

REFAE

Decreas
A5 2002 2003 2004 2005

Source: 2002 AmCham-China Member Questionnaire and 2003-2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FRIKIR: 2002 P EXEFH RS RIFEDH, 2003, 2004, 2006 FEXEF LM LBEXAHR L RPERS
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51 NON-IMMIGRANT VISAS ISSUED BY
U.S. CONSULATES IN CHINA

XEHEGEEANEBREIE
Thousands fi: T
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228
I 186 l

2001 2002 2003 2004

Source: US Goverment
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52 DIFFICULTY FOR PRC NATIONALS

TO TRAVEL TO U.S. COMPARED
WITH OTHER COUNTRIES - 2005

5 tEREEPELAREE RS
HEXMEFZE - 20055
Percent B4 ELE

100%= 408 companies

100%= 408 /A5 Considerably easier

No basis to judge FRED .
TR E AT — %%glgvglat easier
18 The same
1
o — ¥

Somewhat
more difficult

TR E X

Substantially
more diffcult

FEER

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
FORBRIR: 2005 hEEEP SN EEXEHRS RIBERE

= NEGATIVELY AFFECTED BY
DIFFICULTY IN OBTAINING U.S.
VISAS - 2005

-2005

Percent

N/A 100%= 401 companies
100%= 401
17
Yes
30
No

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire

54 LOST SIGNIFICANT SALES OR
BUSINESS RELATIONSHIPS DUE TO
VISA ISSUES - 2005

BFEE SR HEFIL ZxR
J|EWK - 20055
Percent BH%LLIE

N/A

A=

100%= 406 companies
100%= 406 Z /A 5]

x

>

No
BE

Source: 2005 AmCham-China and AmCham-Shanghai Member Questionnaire
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List of Exhibits

expands, both governments will manage the inevi-
table trade frictions in a professional manner. As
our two countries are increasingly interdependent

and our economies more intricately interwoven, a

stable and mutually respectful relationship is of

paramount importance.
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