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The U.S.-China Commercial Relationship

The State of Play in 2008...

arking the 3oth anniversary of normalized
|\/I 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



REZERXR

20085F 19 & RRAK ML -

E(H 2 5 5 25 2 E H 3084 2 BRIF20084F , 4
BoAMEZSH R BRI EE—F, PELH
KAAERENIEM, FSHRPIEKIEF35001C3
g, Qi TZRratsk, 359 E R Z G 2 D)
MHEA . 2R, FIRERMX — 3% R FFEE R SRV R @R
SRIFAE, (ERME, FREE. BERH AW KGN TR
SR T AEEE ST R BGRENE ST, Bk
TEEENASRY T, fEPE, REETFTHL:
KIEREDFBEAE U)K, A e B MA A5
SARARARE SIS TR ZIESER, AN
BRI RS, X 0 R AR IR L 45
MLRFHEERNHE, EPLRERAETE NG
WTOBKERE, L 7 [ HE i et 2 ) #5033
B, RIS RGBTk .

AR KA, hERSRERETHEA. BV
JEE | B AR 0 [ 0 5 k2 5 T vl ] 55 e Jan i 7™
B LA AP ER A, 5 2 — oA nl 1 WLk A 75
HE S0 B A R 95 FRBERU DR AP 5 (]I 5 2 o [l 4
] T LTI P . SERBL bk B, b B Borf it
WS SF WTORN, f— 4 ah i TR A 2
PR — Rt RE .

T EE, hEBSERTHEIEETER S LIER
IVRIEPE RO AR S, DA TRt B B3 AL Rl o f

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

Percent, 100% = 618 Companies &4 tt,1009%= 6185 /A 3)

Slightly —  —Pessimistic 0%
‘ ES0)

pessimistic
B AR

Neutral ——————
sz

Slightly optimistic —
B R

- Optimistic
Bl

Source: 2008 AmCham Business Climate Survey 1
ARKRIE. 2008 hEH LY S ULIAE

EEE2S

HEZRX

BOL R 5K Z i IR R BEERERTHK
IR, BORE I FE B RS i 36 [ Y B A 38 4 )
Tovr, AR SR R 5 5 £ SR R E B
JRFAE F ] [ ey S % A R B A S YR
FXFEEA R RAE LR E TSI AT
2 BRI LA S o v D e 18 95 AR i 25 TIE 75 SR A
B IR PR S VR AT E 2R B B
e, DA IR RENS Sk i sp LR, Al 1ok 12
PAER

HER I, REFIFORI LB R A IF I 1%
i R E B IR R DR . A THESh X — B
b, H SE R S RIS BOR il 8 B 1% ) oK — FhIE B Y
AT, T A T R B0 5 B 0% & v ) — 24
W ISR RO 2 [ I, A2 A A A TR 4 ]
Rtz L2l T 2ERE T I K R IC T #E 4
MRS E—ikE.

EEATHESE

XA E RS E RIS, 20074 30— A4 1)
iy, (2008pG S IRBLIAD) RUIEE L RIFREA
gFrp E AR BE, UF 29 R RIEE 2
JUR NREAT . ARV R Ml i S R 4 A s Il 2R A
P, TG 584 R0 H 28 1 TH A9 AR B A %)
J [ 2w A T MORBOCRI I R R E 25 Y
FREs ARSI 559 TRIAVSCHEA 2%, (HA
w2 B R PRl ool e A — AN S i 2
HIRDLIAEL, (AR BT,

R ER 5y 3 1] 23 WA AL H [ A 228 L SR IAR# R
M, 89%HY 2w (&) oA T4 B K JR i
s R B R o EATHET ISR
RACARLE I R E 2w T2 B bR kg (2% 0
1457) o KRZHE A RIESERIR SiG3 A Fm, v
% 3B 23 wEERRIT 2B Ay K= 6E. 50%
D ENZHAENSRAARCERS 5T 1 =85
AR J T2 B R A i 8% 3 S AT AR Y il ol
M (E3, 40147T70) o XFILGA AT REAELL )
W, B A E R i X TE 4 5 BA D IE SR (E
XLEL ] ARG A R, RS IR T O

AR ST S TR A S DR IHIROBE, O 36

2008 HEH HEXERS - LEXERR - CHEXEHS

E

13



Business Climate

The U.S.-China Commercial Relationship

14

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 %
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Produce or
source goods or
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goods or services gﬂma for tlr<1et
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(non-U.S./non- Ei%%g #
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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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How long has your company had a physical presence in China’s
2nd/3rd-tier cities?
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Reasons for Expanding into 2nd/3rd-tier Markets (2007-2008)
&WE= , ZLEEHT RHRR
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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
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FEE KT £ : il 78%

Difficulty attracting, developing and
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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 - [INEEEAMN% 39%

N RFIREHSRE / BHRBRR BT
P h le th
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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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influence on your China margins?
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How would you rate China’s enforcement of intellectual property
rights (IPR)?
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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
(JCCT).

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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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 billion 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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China’s innovation policies’ negative impact on companies
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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 I 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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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 SAQ 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 (SAOs), 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
Ahat American companies of all sizes have the
upport 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 FYo7, 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
FY08 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, II
and III 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
II, 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 III 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 III 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.

Policymakers 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

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



H A&

—a il 7 A AR H P RIBOR N, pRHEE 14
— D A 5 5 S R K X —

—a A, S ST A DR, X
t 1A S ST TR AT IR SR Y S B B A A T
YL, o A E XA ARG Tk R s K e Y
F, RAEMOUNIC AR, Tl e ZFETHE
3% b3 [ H D P ah CE X 224yt v o 1 24 )
e AR SE [ 24w () S M H 17 87 il 23 P 5 1
Pl P 3E A B 1T 1 55 5 R A B A T 4 ) TR LA
A Bl 2 o B2 B Ak et TR 5, A T3
Bl 2y WO R RS, AT 36 [ Y 22 5% e e 5 2 i &
Ao SERBMEXT A BT T S EITRAN T ARLL R b E R
H kBRI WA R E e, s
RS L AT T 3 PR Al DL S 2 s 5 [ BT
FEFPERY AR BTIR, X 28 TARAnAE Bk,

EX#R

20074E6 H , EER Sl Le)m (BIS) KA T
H 2 R AR v R A 7 it PVRRI B B A
HHLE . HTRLE B A8 1 5 D Hh [ A H 1 480 il B
o MM Z ) T20064E7 H A A, BESEHEAT T &5
APF IR B B LA R A% . SR S lk 2%
2 R AERLNI G2 A B A i B rh 5 % A7 &k e )iz
SERUA B 5 B AT B IA B FOR PR3, e &
i B2 5 [E| BURF A& 7 L AR A VR RS Rk 25 44
E, dlhafk.

BRI RO, BT E SO BT I3 IR,
HWa A TE ) “R&ERERR” b, BHER
R, SRR & A B3 [ UM AR SO0 X LA
KATHESEIT, DMEY RA&EB LTS, I
Bl K %4y, [RlIRHRE H F A8l PN 2 R BE % LSk X
W T AR S SRR — /A A i 4 Y 36 [ B
BRI oy O BRI A B, 4
5 [ 2217 35 4 T ARSI BAS B R 0 T, T2 5%
T e 32 5RO B ol A ) S AR Sy . AR
TRV E S TE St T, LRI P IR 5 A
FERE, KM T HATE R ERYTE 4 H . BATEE
gt £ 24 7 it R A HL 1 e L 1A SR

BEEN
O E S

SC, HTEFEER LAY, AN RCRE ™ v R E T 5
DA THE — e RO it th i s e

TEA B E e —E 5y, k%2 /5l A TR
Atk E& AP HIE (VEU) |, LA AR L EE 5 ™
HEIE S 36 E BORFR RS SR, IR RAFIC AT H ]
2y mIAFELE Y AR R . IR IA TR, 245
F 23 R JC T S R T VR T, gk RE A I S PR 1 41
R e AR TR A il s
B Gl TS AT ARG R 55 PR e, itk T A
WA, Wl TIA RN AEEL, & <FIEH
AV FBOR SR, [N TE T3 E ol By 2 Bk 3E 4
1, MBARAERE TEH B K AR, PR E T
AL PHIE, MAE TR DTS R
F e BB ol R — 2

B iFio) =

thER S AKIN, B AT dh A R —#E #R K
BrEERSHAE DHEA., HhERSBER
B, D SEE PRI AT R S T R Y
(i 221 — 25 ok T 36 [ b B i A Pk . e LR
Wey sy 0 P52 AL 5 AR AR AR B2 B 5 SCH L g 22 A 2 %)
5 [ PR S MU A O . VR 2 P E & mIERA R
WS SE =t , BRAMBATIAS 1A 56 [ H P48 fhll R v
Fl, AR PP OAFRE RS, FHO RN 55 205
51 % A BRAE P BE A H T o

T E R S REM L LA LRSS 5 R 2 L], fEIX 2Lk
Bilebr, v R WA R H Tk 58 A PR A sk B
A B, TR 35 E A RN TERRER T HERR . RA
XERMG R &, 5 HA b TR AR R R T
Qo] R ARAFFEA R, AN AN il AN 5 ZEH ALY i
PI EAR A TR, XA SRR S [E % P
W HAb AR E 28wl RER I, BARNHDE
il e A B A AU B AR KRB, 38 B i
Th 3 I HY R R E S0 PR BT . B0E A I
S TR SR U BRI B S 0

SR AR SRTA, X SELEGURAY H DRI E

2008 HEH HEXERS - LEXERR - CREXEHS

41



Business Climate
Export Controls

42

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
Hamong 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.

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



ANFIR

Ty IR A — EHON AR AR TR A S N
ol Pl ki 2 —, i ER
T REMB ARG T R T I 2 ER AT

PREFETES PRI A oM . L S R SHELLT
=75 TN D D I

o (ERHTI A Dty WolFnREIRE ANA I
B AR AL CAE B A olh 75 28 7 H 4 A

o JRUESHI S5 Bh A TR CLIE20084E 1 H Al , (R bk
A, PRl AEAE Al AR T R ol e,
REXT 53 TARIL23 IE SCREMM 2 A ll PR AP BE L 2 il
A0l 55 % FEBUR I A PR

o IR SARIIFCF R TAMIBCH], 45 5
BESL T HIBUH, CARANAFF & Hh [ 75 A0 1 [
bro7 TR PN AT T HAIBCR] . Fli T 3
FroRdr e 61, R R T rIAUR], RN FATR 1
A 55 A IR & 8 2 VR N R4 — B
g —HIA BT

BRI LS, QI o B R T 3o
B AT LT LA R

R AR
i EBORFAESE T P55 TR 5 T M K %5 .

P ARRA 400, #2557 Tt R, AIAR
AP BN, FR IR EE 2. 4%, wE

Skilled Labor Supply age 25-59
25-59 ZRhgRST T4

China W us B India
HE 2B ENEE
2000 2005 2010 2015 2020
Source: Watson Wyatt 20

ZRIKE . Watson Wyatt

BEEN
ANFE

iBE45008 , X EITT T EKAERFLHLE AL
Foix — AR BE ) R LAy 3en, #iF 202048,
E 2G5 TaRfEdEE,  (WE20)

s it 2 b B[RRI A7 A T I PRk . O OR B
AR TR BN A B A rh 1 B ol S 1] T s ) Bk
ik AT 51 T RS BERIUS THH0A S5 B2 DLW
tefe il PeiR . SRR S A RlHEH, (B4R
WP B AR 14. 7%, MfERLEER] . ATl At
HEEIELT%, X—EER B R T Al i i e ik
ek,  (WLE21)

FL b, A E R TR R TR (4
(AR AL THHATELER) & R EtbTs .

o A SRS o R R S T LA T = AN -

o HMETRIR R A N A TR AL

o Ji BT E R ERERIR A Bl A A A RE Z Rl AT
fEZEHE,

o WENAMAEZRT A OGE (FERIL) .

AT TR

LIFHIPCEER . AN LR BN 2 DU
A AT S R T TR TR E S . ik
EACP AT KIMEAGERE. RE2C
AL B IMEIEAEY RV %5 . RN, & H 5T
Alb Ay AR A A R b AT RO B s,
XA AA TR AER . B RS BRI
A A RRAVILR S AU IZ R . i A A A 8
PR ZROR R B T X

EEATBIELE

B 7T A AR RIE SN, A TARRLER A A
A RS R 2 Bl A A R R e A B8 A AR A 1 ] 4 T
Iy [

o SFANRI S REEER LT, FE20064E /Y416 75 £ Rk

Azrp, 12405 B AR B 24 Aol i S e 22
HDRSRER LUN

2008 HEH HEXERS - LEXERR - CREXEHS

45



Business Climate
Human Resources

46

« 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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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.

In 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. -

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 (MII) 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

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



AEEFORLA P,

RIPFENR=BEAR /10K /IR B PO
( “ifFdil” )

([E26)

E 20064F 3L 2200747 H S, 18 H B -3k 17 e 32 Y
SOMECIFHLOICEl 72,404 fRERF AR, FFH
] TR AT A R B AR 4 T 70,0002 7k
HiRARS . (Ex iR, Pk C 2 B AR R
Ay3tit1, 0060,

h TR R R, RO TR T
Btk (12312) . iZASE A MRS Y52
W PR PSS, IRt — B R AT BRI
FGERIED . BAh, RAERREES Bk T
Beifrrhly, DUINGEIX LR 2 i il = fj 4 . 2
BRI R A A A P 3 B EA A S DI b B
RMEEARSS . Boiff iR 8 il R s i B R
BT, R (R i R A R R K R I Y
— A RBARAIRE,

FE20074F , Brife O AR A FNIR PRI A N HIA 25
WRTE, AUHESRR s BEE R T 7B LR R
(SAIC) . I FRRAL = Fin e [ i 56 10 & Je il ]
Feir il ) B B RS LI T 1 28 A fe L A
W BRI, B ifF O AR AL Z TR B V(7 75
o HSER S BUAR B O AR AL B ZE A T T R B
FahtE, BB O AR IR OO K & Fh 5
R ARE], (HERAEE, H iR E
B B By 2 5220, I AR SE A A 2L

74, 20074, HE E SRR BGL T R s o
Huly, BOr 7123908k, M T 2RI T A
PO D A ARl a3 2 258 41 o b B A AL 2 i
RANZE M 244k 5 £ ATLAERTF100, 0005C AR Y
£&.

h#%

FAR, R T AR B 5 B A B R DR AP AT,
%, B, SR BERmIHFEA (B RIP
e, HIRGE T BEIR AN o

rh [ (B GE A S S SR = BUR BT A UE. “ 7%

BEEN
AR AR

rk o B XRTFRRITHITAT 251, mifg “RIE
Whr=" R, SEbs b, X TCS TR A WA
IFER, RUFRAE G BER R, fam, JE
ILZERHURT 50, 00070 A R B Z 1A # AL A
RUAB “Beithes B CRFRF Th.

200744 ASH, fpen N RikBe i A RAS 22 e ik
EHE T R FREARMRBOIEE RS “TTHE” R
Ap AR R/ kAT ST R E
fiEke, BT, XA REAZ B EHIE. 2007
E6HIH (AR (WIPO) RRALSZI)
v EIERAR B2, Rl 582 gk e
dh, ANANEASEE . KPR, RIS IR, R E
Rt & Ty, 53k 5 BRI G _EsRIRE S 133,

In the last year, China’s PUBLIC SECURITY enforcement of IPR
for my organization has...

BEN—F , PERPORFRHIRHERR ......

Percent, 100% = 348 Companies ~ B4tk ,100%= 348 R/AF)

Deteriorated
BIEL

2%

Improved
BHSE

Stayed the same
THERWL

Source: 2008 AmCham Business Climate Survey
FRRIR . 2008 FHEFRBSHERE 25

In the last year, China’s CUSTOMS enforcement of IPR for my
organization has...

BE—F , PEBXERPOIRFRPHREER ...

Percent, 100% = 342 Companies ~ &4tk . 10096= 342 /A &)

Deteriorated
BIEK

Improved
BnE

Stayed the same
THEEL

source: 2008 AmCham Business Climate Survey
FRRIR - 2008 £ P XH R FHFIAE 26

2008 HEH HEXERS - LEXERR - CREXEHS

57



Business Climate
Intellectual Property Rights (IPR) Protection

58

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 STPO 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. =

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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Science & Technology

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.

In 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. m

Recommendations

« AmCham recommends promoting integrated
Intellectual Asset (IA) 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 IA.

» 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

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.

The development process and conformity-

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 (“0”)
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.

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



7 55 8
g

ARBAHZHRNIF HIE0E WTO/TBT  thilrh
] 8 5 T I B 23 DA o 14 A ) I T (R - 55 W
BE. ORRSCHE, R, —Bok, AP ER R
KRR . ST X EE 5 R BR Z — ok
R T — L PR AL RS R A B o (e e v
AIREEE Sy ), JEHE AR AT i AR T S

rh ] ] b o (b 22 B3 25 R DA v ] [ A o ) o 2
A HTRE P AN BETA 2 A PRI AU 75 2, TR T IR A KR
B U THAREB AR TR A S HIBE D FIBTIEAKCT o

2l

o B OB A bR, R e R B
T3 AR 24 3 PR R A5 4 (0 1t e ofe
BEAP, v R A SO AT AE T b B2 il
PR E B el 2 B brofe . SRR (8 7 v ] [
REAS R S A eI EA , Rl REABARYE H
A R i — Lz,

o P ARFRISCTEPIRBA . 5 BHE AT
AEE AN S, B IR bR T R 2
TFATRY, BRENHFA, ARG S S [
MR AR 2

o brof il e R 2 E IR . A R
MERY . 36 [ 23 B Y BERBIE A E B AR
AEPERRIIE AT S 25, g eirh
] 2% B SE EARIESIEN AL —HE

o S 2 Sl F I AR A A K ] B s ok il
TEHLI o

2008 AEH FEXERS - LEXERS - £EEERS 71



Business Climate
Product Safety and Quality

Product Safety and Quality

72

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
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Source: 2008 AmCham Business Climate Survey
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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. =

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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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 RMB1.5 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 277 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. [

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,
quality 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 2009.

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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ccording to official reports from the General
Azédministration of Customs, the Ministry of
ommerce 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. m

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 SMEs), 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. m

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. m

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
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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

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

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
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