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Agriculture and Food

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

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

China is the fourth-largest export market for

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

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

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

Significant Developments

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

The draft Food Safety Law was submitted and
approved by the State Council on October 31, 2007.
It then went to the National People’s Congress
Standing Committee on December 26, 2007, at its
31st Conference and, at the time of this writing, was
still awaiting final approval. If the final version is
approved, the law will establish a new framework for
evaluating food safety issues, from the certification
and licensing of food companies to procedures for
carrying out food recalls. In November 2007, China
announced a large revision to its food inspection
protocol by agreeing to bring 600 food safety
inspection standards in line with international
guidelines by 2010.

In addition to domestic actions, China has cooperated
with its trading partners on bilateral initiatives
to improve food safety. The U.S. Department
of Health and Human Services (HHS) has held
technical seminars in addition to increased regular
communications with both China’s State Food and
Drug Administration (SFDA) and China’s inspection
authority, the General Administration for Quality
Supervision, Inspection and Quarantine (AQSIQ).
AQSIQ and U.S. Department of Agriculture (USDA)
have also consulted on the safety of meat and poultry
products.

Importantly, HHS and AQSIQ signed a memorandum
of understanding on food and feed that aims to
increase the level of safety in traded products.
China has also taken similar steps with the relevant
agencies of its EU and ASEAN trading partners.
The full impact of these actions will not be clear for
some time, but they are all clearly steps in the right
direction and will gradually improve the quality of
both domestic and export foodstuffs.
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Specific Issues

Specific agricultural issues that concern U.S.
exporters generally fall into the categories of
measures that lack risk-based justification and
those that appear to run counter to China’s WTO
commitment to national treatment for foreign
investors.

Beef Access

Since 2003, China has continued its complete ban
on U.S. beef despite the offer during the April 2006
Joint Commission on Commerce and Trade (JCCT)
meeting to re-establish U.S. beef import eligibility.
When both sides failed to reach a bilateral agreement
to re-establish the beef trade, China unilaterally
published a list of requirements for the conditional
resumption of U.S. beef shipments in July 2006.

U.S. industry and government agreed that the
conditions put forth by China were commercially
unviable and did not conform with international
guidelines on safely traded bovine products and
effective risk mitigation measures. In the meantime,
the U.S. cattle population received a controlled risk
status by the World Organization for Animal Health
(OIE) in May 2007, which allows for the trade of
all beef and beef products with effective removal of
specified risk materials.

China improved on its offer of U.S. beef access in
the summer of 2007 to include bone-in beef from
U.S. cattle younger than 30 months old, but the
conditions still fall short of OIE guidelines. China
could eliminate the discrepancy in standards on beef
by adopting the global OIE standards for trade in
beef products.

Ractopamine in Pork

China has delisted eleven U.S. pork plants from
exporting to China since early 2006 due to the
residual presence of Ractopamine, an FDA-approved
Beta Agonist feed ingredient widely used in the
hog industry in the U.S. During the third Strategic
Economic Dialogue (SED) in December 2007, six
U.S. pork plants were returned to the list of eligible
exporters. However, international experts working
under the auspices of the CODEX Alimentarius
Commission, an international food-standards
organization, have endorsed the safety of the proper
use of Ractopamine and the feed ingredient has
reached Step 8 in the overall CODEX approval
process.

Ractopamine is a swine feed ingredient that directs
nutrients to increase the amount of lean meat in high
value cuts and improves production efficiency. It is
estimated that Ractopamine is used by approximately
70 percent of all U.S. pork producers and is accepted
as safe by more than 24 countries including the U.S.,
Japan, South Korea, Australia and Canada.

The delisting of certain U.S. plants as a result of
the use of Ractopamine appears to be based on
questionable logic. China has experienced severe
problems with the abuse of animal health products,
including the Beta Agonist Clenbuterol. Due to
past food safety crises involving human casualties
resulting from the ingestion of tainted pork, China
banned the use of all Beta Agonists in 2002. China
has justified the delisting of U.S. pork plants based
on its existing domestic ban. The U.S. has argued
that given the significantly different properties
of Clenbuterol from Ractopamine, China should
complete a risk assessment of the safety of the latter
and establish a safe tolerance for the presence of the
feed ingredient in meat products.

It is ironic that in a year when China’s pork prices
have risen to record high levels, competitive imports
from the United States have been limited due to
China’s position on Ractopamine. While respectful of
China’s domestic issues with the abuse of unapproved
animal health products in the swine industry,
AmCham contends that Ractopamine is safe and
there needs to be a harmonizing of residual levels for
Ractopamine in pork between both countries.

Zero Pathogens in Red Meat and Poultry

China continues to enforce pathogen standards on
imported meat and poultry that are unscientific
and differ from those of CODEX. Specifically,
China maintains a zero tolerance standard for
common pathogens such as salmonella and listeria
in uncooked red meat and poultry. The complete
elimination of these enteropathogenic bacteria is
generally considered unachievable without first
subjecting raw meat and poultry to irradiation.

Global experts consider China’s position to be
both unscientific and commercially unviable.
Furthermore, this policy constitutes a continued risk
to U.S. exporters who are uncertain of when findings
may result in product rejection. Pathogen detections,
plant delistings and warnings issued against U.S.
plants increased substantially during 2007, resulting
in a severe disruption of the U.S. pork and poultry
trade with the PRC during a time of unprecedented
demand and need. Evidence suggests that domestic
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enforcement of the zero tolerance pathogen standard
is weak to non-existent. China also maintains
maximum residue levels (MRLs) for certain heavy
metals, veterinary drugs and other residues that are
inconsistent with CODEX and other international
standards.

Asynchronous Plant Biotechnology Approvals

China requires that new biotechnology products
intended for import receive full approval for use in
exporting countries before an application can be
submitted. This “asynchronous review” process is
significantly different from that used in most other
countries and can create a lag of several years for the
approval of imports.

Multiple Trait (Stacked Event) Products of
Biotechnology

China lacks an official policy on the approval and
regulation of multiple trait events, i.e., multi-trait
biotech products that can be derived from the
conventional crossing of two or more single-trait
biotech varieties. China does not have a regulatory
policy for stacked-event products that is science-
based and takes into account existing reviews of
single-trait products.

Quotas and Registrations

Importers of U.S. poultry products must acquire
an Auto Registration Form from the Ministry of
Commerce (MOFCOM). This auto registration has
been issued to less than 150 companies in China
and is extremely difficult to obtain. It is in effect
a hidden quota by which MOFCOM controls the
total amount of imports. In addition, the process
by which MOFCOM grants approvals is not
transparent.

China has implemented a tariff rate quota (TRQ)
system for a number of agricultural products
according to its WTO commitments. However,
some aspects of the administration of these TRQs
hinder rather than facilitate trade. The size of TRQ
allocations for commodities such as sugar and corn
is too small to be commercially viable. Small TRQ
allocations discourage imports of bulk commodities,
which are only competitive when sourced in market-
sized cargoes, not the smaller sizes issued to quota
holders. Additionally, the government does not
publish a list of quota holders once the allocations
have been made, which complicates marketing efforts
for U.S. suppliers.

Transparency in China’s Agricultural Regulations
and Administration

China’s agricultural sector has experienced
tremendous liberalization over the past several
years in terms of both trade and production policy.
Challenges remain, however, and while AmCham
applauds the progress to date, there is concern
that China is taking a step backwards in terms
of transparency and fair enforcement of rules.
For example, China’s rules on the collection of
value added tax (VAT) are opaque and applied
inconsistently and unpredictably. Domestic
agricultural product is sometimes subject to a lower
VAT rate than its imported equivalent, which runs
counter to China’s national treatment obligations.

China has recently imported large quantities of
pork, vegetable oil and soybeans to be placed in
government reserves. These products were imported
VAT-free. There is a fear that such products will
eventually be released, VAT-free, into the hands of
domestic champions in their respective industries.
This would depress margins for other industry
players, whether domestic or foreign, and unfairly
reward these select few companies. China’s VAT
policy should be more transparent and predictable,
and fairly enforced.

Quarantine regulations are also enforced
inconsistently across China and used as unscientific
barriers to trade. In 2007, shipments of U.S. product
were either rejected or delayed at entry as AQSIQ
inspectors in a number of specific ports scrutinized
U.S. shipments in what appeared to be a retaliatory
manner directly related to problems of Chinese
products being detained for food safety violations
on entry into the U.S. Such delays can be extremely
costly. For example, the detention of a single
shipload of soybeans can cost a U.S. shipper up to
US$100,000 per day in vessel demurrage charges.
Chinese quarantine authorities, armed with Decree
73, are empowered to reject shipments of agricultural
goods simply because the goods do not comply
with onerous Chinese food standards. These moves
introduce a tremendous amount of risk for shippers
of U.S. agricultural products.

Investments in Agricultural Industries

The National Development and Reform Commission
(NDRC) and MOFCOM released China’s revised
Foreign Investment Catalogue in November 2007.
Newly added to the restricted list of industries are
the breeding and seed development of all crops. Only
the breeding of grains, oilseeds and cottonseeds was
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restricted in the previous catalogue. The processing
of soybeans into meal and oil was moved to the
restricted list and any new investment by foreigners
in this industry is limited to minority stakes. In
addition, vegetable oil refining remains in the
restricted category, but foreigners are now limited
to minority shareholdings only. The processing of
corn and corn-based products was also added to the
restricted list.

Wholesale retailing and logistics of grain, cotton,
vegetable oils, edible sugars and chemical fertilizer
remained on the restricted list. However, a foreign
company is limited to a presence of less than
30 stores unless it agrees to assume a minority
shareholding. The new ruling appears to violate
China’s WTO commitments to allow foreigners to set
up wholly owned companies to engage in wholesale
and agency sales of these products after December 11,
2006.

AmCham is concerned that restricting foreign
investment in a number of agricultural industries
will serve to slow the reform and opening up of
Chinese agriculture. Foreign investments in Chinese
agricultural industries fell by 16.5 percent in 2006
year-on-year from 2005, according to MOFCOM’s
Foreign Market Access Report. More domestic and
foreign agricultural investment is needed if China is
to narrow the income gap between urban and rural
areas. In addition, restricting foreign investments
in agricultural processing will jeopardize the
government’s efforts to cool down food prices.

On one hand, the NDRC has asked all vegetable-
oil processors to run at full capacity to lower prices,
while at the same time it has restricted foreigners’
freedom to invest. Overall, AmCham views the new
restrictions included in the investment catalogue
as a step backwards in China’s opening up and
detrimental to the working of efficient agricultural
markets. -

Recommendations

» Encourage China to ensure that domestic
and import inspections and enforcement are
uniform in practice and policy.

» Eliminate the ban on the importation of
U.S. beef and establish an import regime
consistent with OIE standards.

« Establish Maximum Residual Levels (MRLSs)
for Ractopamine in imported pork in
accordance with CODEX draft standards.

« Do not use technical barriers to trade as

retaliatory measures to food and product
safety disputes with the U.S.

« Develop and enforce phytosanitary measures
that are science-based and practical, thereby
eliminating these as non-tariff trade barriers
for U.S. agricultural products.

« Abolish non-transparent quotas and
registration systems and ensure that
TRQ allocations are large enough to be
commercially viable.

» Cancel the auto registration system for
poultry imports.

« Ensure equal treatment for imports
and domestic products in terms of VAT
enforcement.

« Reconsider restrictions on foreign investment
in agricultural industries introduced in
the November 2007 Foreign Investment
Catalogue and eliminate equity caps for
foreign investors in such industries.
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Civil Aviation

airlines have been actively promoting trade

and services and have been offering advanced
technologies and training programs to Chinese
aviation groups. These groups include regulatory
agencies, airline/aircraft operators, maintenance
and repair companies, and aircraft, engine and
component manufacturers. In 2006, U.S. aviation
companies collectively exported US$5.6 billion to
China and imported US$133 million from China.

In recent years U.S. aerospace suppliers and

China’s civil aviation sector is expected to grow at
an annual rate of 10 percent over the next 20 years.
This correlates to a total of 3,400 new aircraft worth
US$340 billion. The Chinese Government has
been pushing for balanced geographical growth of
the sector, suggesting that regional routes serving
western and remote regions of China will need to
increase at a higher rate if they are to keep pace with
the faster-growing eastern routes. However, many
challenges to healthy and sustainable growth remain.

First, approximately 70 percent of the country’s
airspace is controlled by the military. These
restrictions cause serious air traffic congestion on
trunk routes and preclude the development of an
efficient general aviation sector. Second, foreign
airlines flying into China pay higher landing fees and
ground service charges than do domestic airlines
and foreign business aircraft operators also pay extra
“compensation fees.” Third, foreign investors in the
aviation industry are restricted to holding a minority
share in joint venture companies. Finally, Chinese
aviation industry and government officials continue
to face difficulties in obtaining U.S. visas and access
to certain technologies is limited due to U.S. export
restrictions.

Many of these issues are being addressed by
AmCham-China’s Aviation Cooperation Program
(ACP). Through this program, American aerospace
companies have established a positive and mutually
beneficial relationship with China’s government
regulators and ministries, including the General Civil
Aviation Administration of China (CAAC). AmCham-
China is committed to continuing this cooperative
approach to addressing the challenges faced by both
our member companies and the government as we
work together to build a healthy and sustainable
aviation market in China.

Significant Developments

The U.S. and China signed an expanded air service
agreement in July 2007. The agreement will
effectively increase revenue flights between the two
countries beyond the current level of 140 flights per
week, potentially reaching 320 weekly flights by
2012. Several U.S. airlines have already received new
or additional routes as a result of this program.

Last year was the third year that the U.S. Trade
Development Agency (TDA) funded the ACP. The
total TDA funding for 2007 was US$1.69 million.
These funds supported ACP’s efforts to:

1. Assist China in its “Preliminary Study of an Air
Traffic Flow Management System;”

2. Conduct “CAAC Transport Aircraft Continued
Airworthiness, Maintainability Analysis &
Certification” training;

3. Conduct a study on catalyzing growth in China’s
regional and general aviation markets; and

4.Continue the CAAC/Airlines Executive
Management Development Training Program
(EMDT). The program is to be conducted both
in China and in the United States. In June 2007,
35 CAAC and airline executives attended the
program, focusing on managerial, leadership,
technical and operational development issues.
The program greatly enhances the aviation
collaboration between the U.S. and China and
improves China’s aviation operations.

China has successfully demonstrated Required
Navigation Performance (RNP) technology for
airliners to fly in and out of terrain-challenging
airports such as Jiuzhaigou, Lhasa and Linzhi. In
addition, Reduced Vertical Separation Minimum
(RVSM) has been successfully implemented in
China’s main air routes, resulting in improved air
traffic capacity.

CAAC officials visited the U.S. Federal Aviation
Administration (FAA) in October 2007 to exchange
views on ensuring aviation safety while developing
the overall aviation industry.

CAAC recently announced a plan to increase subsidies
for regional airlines serving remote airports as well
as for airports that are less traveled. The result will
be greater air service availability for smaller cities
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and more sales opportunities for suppliers of this
class of aircraft and airport services. In addition, a
revised version of the “Airport Charges Regulation” is
being considered by CAAC to equalize airport charges
paid by international carriers with domestic carriers
operating in selected Chinese airports.

Specific Issues

Air Traffic Control Capacity

Currently major airports, including Beijing
Capital International Airport, Shanghai Honggiao
International Airport and Guangzhou Baiyun
International Airport are operating at or reaching
maximum capacity for takeoff and landings due
to limited civil airspace. Airlines have limited and
narrow air corridor entry points. Further, en-route
congestion is increasing, leading to lengthy departure
delays and operational problems. The worsening
flight delays in Beijing and Shanghai have a ripple
effect, not only in China, but also on the worldwide
airline transportation system.

Starting in August 2007, CAAC began to reduce
the number of flights into and out of the Beijing
Capital International Airport from 1,050 to 1,000
flights per day in order to ensure safety and on-time
takeoffs and landings. However, slot coordination
for takeoff and landing is not yet being handled
according to international best practices. Although
the operation of the third terminal and runway will
alleviate airport ground and air traffic problems to
a degree, limited civil airspace will continue causing
air traffic congestion in and around Beijing and
other airports.

Adapting to the International Civil Aviation
Organization’s airspace classification methodology
and applying state-of-the-art air traffic management
(ATM) technologies such as GNSS (Global Navigation
Satellite System), ADS-B (Automatic Dependent
Surveillance — Broadcast), and GBAS (GPS Ground-
based Augmentation System) would partially solve
the problem of congestion. Nonetheless, expanding
civil airspace relative to military control should
remain the top priority and overall solution to this
problem. Several ACP projects are helping the
CAAC and other government units understand how
a better balance and co-existence between civilian
and military-controlled or managed airspace can
be accomplished. These projects and programs are
important and should continue while government-
to-government cooperation needs to increase so as to
accelerate the process.

High Operating Costs

Foreign carriers, including airlines, cargo operators
and business charter operators, face high operating
costs in China. This stems from several factors
that collectively limit industry efficiency. Foreign
carriers are mandated to hire local staff from Foreign
Aviation Services Company (FASCO), a designated
employment agency, which provides non-competitive
services. Further, the method of calculating aviation
fuel rates charged at major airports is not transparent
and consists of a base differential which is not
market-linked, while equipment rental fees are also
not transparent at the Beijing airport.

The resulting high operating costs reduce the
profitability of foreign airlines providing services to
major Chinese airports. As a result, these airports,
which are competing for recognized industry status
as “global aviation hubs” with other international
airports in the region, are at a strategic disadvantage.
Thus both foreign air carriers serving China and
China’s airports suffer from a competitiveness
standpoint.

General Aviation Development

General Aviation (GA) is vital to the healthy
development of the entire aviation market. Around
the world, over 320,000 GA aircraft are in operation,
flying in excess of 35 million hours per year. But in
China, there are only about 500 GA aircraft, flying
around 70,000 flight hours per year. AmCham
believes the development of GA is critical to China’s
development for the following reasons:

1. GA is an important foundation for the entire
aviation system as it serves as a “feeder” of
experienced aviation personnel including pilots,
mechanics, etc.

2. The development of western, central and
northeastern China requires massive
infrastructure expenditure. GA is the most
economical approach because the cost of building
a GA airport is less than that of building a two-
kilometer highway. On a cost-benefit basis the
advantages are clear.

3. GA stimulates economic development and
job creation. The total impact of GA exceeds
US$150 billion and 1.32 million jobs per year in
the U.S. and given China’s geographical terrain
and population dimensions, a very large market
opportunity exists here as well.

There are, however, several factors hindering the
development of GA in China, including airspace
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restrictions and high import- and value-added taxes
for aircraft and supporting spares and equipment.
The current combined tax rate is 21.68 percent,
providing an obstacle to development.

Restrictions on Investment

Since accession to the World Trade Organization
(WTO) in 2000, China has gradually opened its key
market sectors for foreign investment. Nevertheless,
in the aviation sector, foreign investment is still
restricted by regulations limiting joint venture
companies to minority positions. In addition, foreign
investment is limited to obtaining Class A and Class B
Air Freight Sales Agency licenses. These restrictions
discourage investment (capital and technology) in
Chinese airlines, aviation manufacturers and service
providers.

Visas and Export Controls

Overall, there has been some improvement in the
implementation of the U.S. visa policy over the past
two years. The number of business and tourist visas
issued to Chinese nationals in 2006 was 18 percent
higher than 2005; however, the wait time of 20 to 30
days for a visa interview is still too long and causes
inefficiencies. While staffing has increased in recent
years, the complicated visa process continues to
discourage potential customers and partners from
traveling to the United States. This continues to
weigh on the competitiveness of U.S. companies,
disrupting many planned delegation and customers
visits, as other countries offer much easier visa
procedures. The current visa policy is not selective
enough in determining which category of applicants
needs to go through the fingerprinting requirements
and aviation-related travelers (business and
government) seem to be disproportionately running
into visa problems.

U.S. export controls continue to impact U.S.
aerospace companies’ competitiveness in China.
This situation is made more acute because non-
U.S. companies face stricter export control levels. (For
more detail, see the chapter on Export Controls). g

Recommendations

For the Chinese Government

« AmCham urges the State Commission
of Air Traffic Management to adopt the
International Civil Aviation Organization’s

airspace classification methodology to make
more airspace available for commercial use.

» AmCham urges the Air Traffic Management

Board (ATMB) to accelerate deployment of
state-of-the-art ATM technologies in near-
term airport and airspace expansion and
modernization projects.

AmCham urges the Civil Aviation
Administration of China (CAAC) to ensure
transparent cost structures for fuel and
equipment rental at major airports, and
allow foreign carriers to employ staff from
open talent markets.

» Reduce the import duty and value added tax

for GA aircraft.

Encourage foreign investment in capital and
technologies in Chinese airlines, aviation
manufacturers and service providers.

For the U.S. Government

» Please refer to Visa section for specific

recommendations.

« Please refer to Export Controls section for

specific recommendations.
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Construction, Engineering and Design

he construction industry, a mainstay of
Tthe Chinese economy, has undergone

unprecedented growth in recent years.
Ongoing infrastructure development, driven by the
2008 Olympics in Beijing and the 2010 World Expo
in Shanghai, will continue to play a significant role
in raising the quality level and expanding the use
of innovative contractual and financial models to
improve the standard and efficiency of construction
activity in China.

Significant Developments

In the past year, the Ministry of Construction (MOC)
has issued the following rules and regulations
governing the operations of foreign construction,
engineering and design companies: Regulations
Governing the Management of Qualifications for
Construction Supervision Enterprises (Decree
158) and its Implementation Rules (Circular 190);
the Regulations Governing the Management of
Qualifications for Construction Enterprises (Decree
159) and its Implementation Rules (Circular 241);
and the Regulations Governing the Management of
Qualifications for Construction Survey and Design
Enterprises (Decree 160) and its Implementation
Rules (Circular 202).

The much anticipated Regulation Governing the
Management of Foreign-invested Engineering
Services Enterprises (Decree 155), which was
directed at foreign-invested construction, tendering,
supervision and cost advisory enterprises, was issued
in March 2007. The MOC and its local counterparts
have not begun accepting applications submitted
under Decree 155 and are not expected to do so until
the Implementation Rules for Decree 155 are issued.

The MOC also issued the Qualification Standards for
Engineering Design (Circular 86) in March 2007,
which superseded Circular 22. Companies applying
for design qualifications under Decrees 114 and 160
must be sure to comply with Circular 86 as well.

Unlike Decrees 113, 114 and 155, which apply only to
foreign-invested enterprises (FIEs), Decrees 158, 159
and 160 and their corresponding Implementation
Rules apply to both domestic and foreign-invested
construction supervision enterprises, construction

enterprises, construction survey enterprises and
design enterprises. Therefore, FIEs must comply
with both sets of regulations (e.g., Foreign-Invested
Design Enterprises (FIDEs) must comply with
Decrees 114 and 160 and Circulars 86 and 202).

Specific Issues

Construction Works Sector — Decree 113

Decree 113 delineates the necessary qualifications and
requirements that foreign construction companies
must have before they can undertake construction
activities in China. Specifically, a foreign construction
company must establish a local presence by setting
up some form of Chinese legal entity (either a
wholly foreign-owned enterprise (WFOE) or a Sino-
foreign joint venture). After its establishment, this
Chinese legal entity must apply for the appropriate
construction grade qualification so that it becomes a
Foreign-Invested Construction Enterprise (FICEs).

Separate Qualification Standards

The grade qualification determines the maximum
size and scale of projects that a construction
enterprise may undertake. In March 2007, the MOC
issued the Qualification Standards for Special Class
Main Contractors (Circular 72), which updated
the Qualification Standards for Special Class Main
Contractors. Circular 72 divided the universal
qualification standards for construction enterprises
that were put forth in Circular 82 by the MOC in
April 2001. This divided system, in which Circular
72 applies to Special Class Main Contractors and
Circular 82 applies to all other grades of main
contractors as well as all specialty contractors and
labor sub-contractors, will remain in existence until
the MOC updates the rest of Circular 82 to make it
consistent with Circular 72. AmCham urges the MOC
to integrate the system and clarify the situation
before the transition period ends.

The concerns mentioned in previous White Papers
regarding the upgrading of qualifications were eased
somewhat by Circular 241, which provides that there
is no time limit preventing construction enterprises
from applying for an upgrade. While AmCham is
pleased that design companies with several general
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contracting track records in China can start from
Grade A or Grade B, the concerns mentioned in
previous White Papers regarding market exclusions,
excessive registered capital requirements, track
record requirements, the use of consortia, personnel
and experience requirements remain unresolved.

Engineering and Design Sector — Decree 114

Decree 114 sets out the steps to be taken and the
qualifications to be obtained for foreign engineering
and design companies to undertake design activities
in China. In order to undertake design works in
China, a foreign engineering and design company
must establish a local presence by setting up some
form of Chinese legal entity (either a WFOE or a
Sino-foreign joint venture). Once established, this
Chinese legal entity must apply for the appropriate
design qualification so that it becomes a FIDE.
Unlike construction services, the opportunity exists
for foreign engineering and design companies to
undertake design work offshore insofar as Decree 78
allows foreign engineering and design companies to
work in cooperation with locally qualified engineering
design institutes where the offshore services
involve engineering design beyond the basic initial
conceptual design stage.

Decree 114 Implementation Rules

AmCham members welcomed the issuance and
subsequent acceptance of applications under the
final Decree 114 Implementation Rules (Circular
18). Although Circular 18 is a marked improvement,
pressing questions and uncertainties remain.

Personnel Requirements

Circular 18 allows FIDEs to “temporarily” meet
the requirement that 25 percent of their foreign
technical personnel be qualified as either registered
architects or registered engineers in China by
hiring Chinese nationals who are PRC-registered
architects or engineers. Similarly, FIDEs may meet
the minimum percentage requirement for PRC-
registered key technical personnel by employing
Chinese technicians. In addition, Circular 18 relaxes
the six-month residency stipulation if it cannot be
met “temporarily.”

AmCham welcomes these moves, but is concerned
about the use of the word “temporarily,” which
implies an element of discretion on the part of
the MOC and leads to considerable uncertainty

for foreign engineering and design companies
in planning their long-term operations in China.
AmCham strongly urges the MOC to remove this
word and make the change permanent.

Upgrading of Qualifications

Decree 160 removed the practice of making FIDEs
first obtain a temporary qualification certificate
and then wait two years before applying to upgrade
to the next qualification grade that existed under
Decree 114. Under Decree 160, Grade A and Special
Class construction enterprises are allowed to apply
for Grade A design qualifications in their initial
applications using their previous contracting track
records in China. However, Circular 202 does much
to mitigate the progress made by Decree 160 because
FIDEs are prohibited from starting at Grade A or
above. Moreover, Circular 202 requires that only
design works included in general contracting track
records be used when applying for Grade A design
qualifications. The majority of FIDEs — especially
those new to China or those that focus solely on
engineering and design activities — do not enjoy the
newly relaxed rules. While AmCham applauds the
MOC for introducing Decree 160 in accordance with
international practices, it urges the MOC to allow all
FIDEs to enjoy the relaxed rules and apply for Grade
A qualifications in their initial applications.

Use of Consortia

A common approach to infrastructure procurement
internationally is to award large infrastructure projects
to a consortium of contractors. The PRC Construction
Law permits two or more contractors to jointly
undertake construction projects. However, contrary to
international practice, all consortiums are limited to
undertaking work within the lowest qualification grade
held by any of the individual consortium members.
AmCham is disappointed with this limitation because
international best practice assesses the capability
of the consortium on the combined experience and
resources of the consortium members and is not
restricted by the lack of experience or resources of the
perceived weaker partner.

Although the PRC Construction Law is silent on the
consortium issue relating to design activities, the
MOC and its local counterparts will most likely limit
the work of design and survey consortia in much the
same way as it has done for contractors in practice.
AmCham urges the MOC to release rules governing
non-contractor consortia to clarify the situation.
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Non-National Treatment

Decree 160, which applies to both domestic design
enterprises and FIDEs, expressly stipulates that there
is no track record requirement for newly established
design enterprises. Yet under Decree 114 and its
Implementation Rules, foreign investors are required
to provide at least two overseas design track records
on their initial applications for design qualifications.
This is inconsistent with the MOC’s avowed “level
playing field” and, as such, AmCham urges the MOC
to take steps to make the situation equal for both
foreign and domestic parties.

Re-qualification Regarding M&A in the
Construction Works and Engineering and Design
Sectors

The Market Department of the MOC issued a Notice
on Qualification Ratification Involving Restructuring,
Reorganization and Split (Circular 229) in September
2007. Circular 229 sought to clarify re-qualification
issues involved in the restructuring, reorganization,
splitting and merging of survey, design, construction,
supervision and tendering agency enterprises
in China. According to Circular 229, when an
enterprise is split up or split off and the surviving
enterprise(s) and/or new enterprise(s) apply for
the relevant qualifications, all such applications will
be subject to review by the competent construction
administrations. Similarly, if an acquisition or equity
transfer (i.e., converting a domestic enterprise
to a FIE or vice versa) changes the nature of an
enterprise, the relevant application for qualifications
will be reviewed by the appropriate construction
administration. If after such an acquisition or equity
transfer occurs a newly established enterprise
wishes to apply for a qualification possessed by the
original enterprise, it may not be required to provide
materials to establish a track record. However, for
any case in which foreign investors acquire domestic
enterprises, Decree 113, Decree 114 and Decree 155
shall apply. Thus, the risk of losing the qualification
held by a Chinese company acquired by foreign
investors remains unchanged, and the benefits from
Circular 229 are somewhat illusory.

Project Management Sector — Circular 200

For several years, foreign construction, engineering
and design companies provided project management
services and expertise for foreign and Chinese
developers. This practice thereby benefited Chinese
contractors and developers due to the extensive

transfer of project management technology and
expertise. This situation changed with the adoption
of Circular 200 on December 1, 2004, which required
that project management services be provided by
local entities holding specific construction-related
qualifications such as design, tendering agency,
construction, supervision or cost consultancy
qualifications. Therefore, Circular 200 serves
as a barrier to market entry for foreign project
management companies because only FICEs, FIDEs
and other foreign-invested construction services
enterprises qualified under Decree 155 are allowed to
provide project management services. By requiring
project management companies to undergo the
formal qualification process in a specific area to meet
the registered capital, minimum personnel and track
record requirements, foreign project management
companies have been severely disadvantaged and
the transfer of technology to Chinese contractors
and consultants has been significantly hampered.
While Decree 155 may provide an alternative path,
implementation rules have yet to be issued, so this
door remains closed.

EPC Project Management Model

As part of its approach to improve construction
quality and efficiency and to develop engineering,
procurement and construction (EPC) contracting in
China, the MOC issued Order 30 in February 2003
and Order 161 in July 2003. These Guidance Opinions
appear to permit EPC contracting provided the EPC
contractor holds an appropriate design qualification
and sub-contracts the construction activities to
an appropriately qualified contractor. Since the
MOC has not taken further action to encourage the
adoption of the EPC and project management models
of contracting in China, these Guidance Opinions
are not official pieces of legislation. In this regard, it
is somewhat ironic that many Chinese contractors
are undertaking EPC contracts in Africa, India and
the Middle East, yet are unable to obtain experience
of this type of contracting in their own country.
AmCham urges the MOC to codify the position of
EPC contracting more clearly.

The construction, engineering and design sectors in
China will continue to have high growth for several
years to come. Many international construction,
engineering and design companies have come
to China to take part in this development and
provide technical and managerial support for
Chinese enterprises. Unfortunately, the restrictions
contained within Decree 113, Decree 114 and Circular
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200 deprive Chinese contractors, designers and
project managers of the full range of expertise and
exposure to the talent needed to become world class
competitors. Moreover, these restrictions hinder
the MOC’s desired goal of achieving international
standards for Chinese construction, engineering and
design enterprises.

The MOC took further steps towards promoting
general contracting in China when it began
accepting applications for integrated design and
construction qualifications in 2007. The MOC issued
the relevant qualification standards for integrated
design and construction enterprises as well as the
associated implementation rules in March 2006
and September 2006, respectively. At present,
enterprises with the required capital and personnel
may apply for design qualifications, construction
qualifications, or integrated design and construction
qualifications. Enterprises with such integrated
design and construction qualifications are permitted
to provide design, construction, consultancy, project
management and general contracting services for the
design and construction of construction intelligence
works, fire prevention works, construction decoration
works, and construction facade works. AmCham
urges the MOC to extend this practice by issuing
qualification standards for integrated design and
construction qualifications for other types of works in
China. -

Recommendations

Construction Works Sector — Decree 113

« Use the fiscal strength of the parent company,
bonding or another guarantee arrangement
as an alternative to, or partial or complete
replacement of, overly high registered-
capital requirements as is the international
norm.

» Allow construction companies working in
a consortium to undertake work within
the highest of the individual companies’
qualification grades.

Engineering and Design Sector — Decree 114

« Clarify Circular 18 by removing the reference
to “temporarily,” thereby allowing the
relaxations to become permanent.

» Allow FIDEs to apply for Grade A design

qualification in their initial applications.

« Include the track record of the parent
and affiliated companies of FIDEs when
determining qualification grades.

« Allow design companies working in a
consortium to undertake works at the highest
qualification grade held by a consortium
member as is the international norm.

Foreign-Invested Construction Services Sector
Circular 155

« Issue Decree 155 Implementation Rules
as soon as possible and start accepting
applications to establish foreign-invested
supervision, cost consultant and tendering
agency enterprises under Decree 155.

« Remove the requirement that only FICEs,
FIDE:s or other foreign-invested construction
services enterprises qualified under
Decree 155 be allowed to provide project
management services and engage in project
management activities.
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Cosmetics

fter more than ten years of rapid development,
Afhina has become Asia’s second-largest
osmetics market after Japan, and the eighth-
largest in the world. According to the 2006 China
Light Industry Year Book issued by the China Light
Industry Federation, the nation’s cosmetics market
reached RMB107.5 billion (US$14.5 billion) in 2006.
This booming cosmetics industry has promoted
development of other industries including research
and development, packaging materials production,
publications, advertising and retail and distribution
services. It has also brought investment from an
increasing number of foreign cosmetics companies
who recognize the potential of China’s burgeoning
cosmetics market. Despite some progress on policy
transparency and process, the industry still faces
restrictive and complicated regulations that hinder
its continued growth in China.

Significant Developments

AmCham acknowledges the ongoing efforts made
by government authorities to address some of the
industry’s challenges. The General Administration
of Quality Supervision, Inspection and Quarantine
(AQSIQ) and the Ministry of Health (MOH) jointly
announced in August 2007 that they would modify
the management procedure for cosmetics imported
from areas affected by the presence of Bovine
Spongiform Encephalopathy (BSE). Starting from
August 31, 2007, importers are no longer required to
provide the “Cosmetics Certificate of BSE” issued by
health departments and other authorized agencies
in BSE countries when applying for a hygiene
permit from MOH or requesting an inspection
and quarantine with local China Inspection and
Quarantine (CIQ) offices.

AmCham also applauds MOH and AQSIQ for
providing industry the opportunity to contribute
their expertise to new draft regulations. After
seeking public comments, MOH issued the updated
Hygienic Standard for Cosmetics in January 2007,
which went into effect July 1, 2007. Both MOH
and AQSIQ published a draft Cosmetic Labeling
Supervision Regulation on their official websites
and solicited public comments. AQSIQ has since
published the final Cosmetic Labeling Supervision
Regulation.

Specific Issues

The cosmetics industry’s main concerns are
restrictive and complicated regulations, and the
unequal treatment in regulatory procedures between
domestic and imported cosmetics. The authorities
have drafted more and more restrictive regulations
that do not address lingering inconsistencies between
the treatment of local-owned versus international
companies. Furthermore, the regulatory situation for
both domestic and imported cosmetics is becoming
increasingly complicated, making it difficult for
companies to track the rules and ensure they remain
in compliance.

New Product Registration

The pre-market registration procedure for imported
non-special-use cosmetics increases the workload
and financial responsibility for international
cosmetics companies, potentially delaying new
product introductions to the Chinese market
anywhere from four months to a year. Recently
MOH issued several regulations and rules about new
product registration but did not provide an adequate
transition period for their implementation. This kind
of incomplete regulatory process disproportionately
affects the imported cosmetics industry and further
delays the entrance of time-sensitive products into
China’s market. The industry urges government
authorities to follow China’s WTO and Technical
Barriers to Trade rules regarding National
Treatment.

AmCham feels that MOH’s requirement for new
ingredient registration and formula re-registration
upon any slight change is unnecessarily burdensome
and unreasonable. Without clear guidelines
specifying exactly which ingredients are considered
“new” and what documentation is sufficient to
support the safety of a new ingredient, companies
cannot prepare and collect information in advance,
adding significant delays to the product registration
process. Having to re-register a formula that has
undergone only small changes is costly and time
consuming and will delay the improvement of
formulas. This situation affects both domestic and
international cosmetic companies.
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Dual Standards Adopted and Colorant Issue of the
New Hygienic Standard for Cosmetics

Currently MOH and AQSIQ are mandating two
different cosmetic standards. MOH issued the new
Hygienic Standard for Cosmetics in January 2007,
while AQSIQ is still using the Hygienic Standard for
Cosmetics issued in 1987 (specifically GB7916-87).
Since GB7916-87 has not been updated for 20 years,
most provisions are outdated and incongruent with
the current level of development in the industry.
Moreover, many requirements of GB7916-87
conflict with those of the 2007 Hygienic Standard
for Cosmetics. Cosmetics manufacturers simply
cannot produce products that comply with conflicting
requirements.

Based on the EU Cosmetics Directive, MOH updated
the Hygienic Standard for Cosmetics Edition
2002, issued the new version in January 2007 and
implemented it on July 1, 2007. However, the new
Hygienic Standard for Cosmetics cites both EU
and U.S. regulations for cosmetic colorants and
for some colorants, even the purity requirements
for food colorants are cited. Although the colorant
requirements of the new Hygienic Standard for
Cosmetics now exceed U.S. and EU requirements,
no safety benefits for Chinese consumers have been
realized. Instead, the requirements have become
a barrier to registering imported cosmetics. The
industry urges MOH to reconsider and modify the
purity criteria for colorants on a strictly scientific
basis as early as possible.

SPF Labeling — The Upper Limit of SPF

Protecting their skin from the sun has always been
important to Chinese consumers and fundamental
to how they choose skin products. The SPF (sun
protection factor) on sunscreen products imported
from many countries in Europe and Japan exceeds
SPF50+ and the U.S. FDA recently issued a proposed
monograph on sunscreens also allowing this. Yet
Chinese labels can show a maximum of only SPF30+
according to current labeling regulations.

Cosmetics companies are eager to find ways to
guarantee public safety. According to studies
conducted by experts in the EU and elsewhere,
SPF30+ is insufficient to protect skin from
overexposure to the sun. Consumers with very
sensitive skin and children are advised to use
products with high SPF index. Labeling SPF50+
is accepted by the international marketplace and

complies with international industry practice. It also
allows consumers to identify the correct SPF and buy
the right product.

Multiple Regulation and Administration on
Cosmetics Labeling

Current regulations for cosmetics labeling are overly
restrictive and complicated. While the revised
National Standard of Cosmetic Labeling (GB5296) is
awaiting final approval and expected to be issued in
the near future, AQSIQ recently issued the Cosmetics
Labeling Supervision Regulation. AQSIQ is also
working to establish industry and national standards
for cosmetics claims testing protocols. At the same
time, MOH drafted another version of the Cosmetics
Labeling Supervision Regulation and is planning to
publish it soon.

AQSIQ’s Cosmetics Labeling Supervision Regulation
requires products to have Chinese labels showing a
complete ingredients list and production place, along
with information related to “repackaging.” However,
the definitions of some terms such as production
place and “repackaging” are unclear and the
implementation details are not yet available.

Under MOH’s draft Cosmetics Labeling Supervision
Regulation, additional information about contract
manufacturers is now required, ingredient claims are
much stricter and a positive list and a negative list for
product claims are stipulated.

The cosmetics industry thinks Chinese regulations
should allow claims that are based on sound scientific
evidence and in accordance with the regulatory
definition of a cosmetic. In this way, companies are
free to innovate and to provide products that can be
distinguished on the basis of ongoing technological
advances.

The industry believes the multiple regulations by
separate government bodies are not in line with the
Chinese government’s ongoing efforts to simplify
and create a consistent regulatory environment. We
anticipate major compliance difficulties that will
increase costs for both international and domestic
companies and ultimately reduce the benefits these
products could bring to Chinese consumers.

Electronic Supervision System

Under the terms of a joint AQSIQ, State
Administration of Industry and Commerce
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(SAIC) and Ministry of Commerce (MOFCOM)
announcement in November 2007, some locally made
personal-care products, such as skin care, hair care
and body and hand wash products, are now regulated
by the Electronic Supervision System. By December
31, 2008, manufacturers are required to print or stick
additional electronic identification barcodes on each
sales unit. Products without barcodes will not be
allowed on store shelves. Manufacturers must submit
business information to a government-designated,
third-party company to apply for a barcode for each
sales unit. This new system is intended to fight
counterfeit products.

The cosmetics industry agrees that anti-
counterfeiting measures are very important in
China’s current business environment. However,
we urge the authorities to reconsider adopting the
requirement for the cosmetic sector in this manner.
Technically speaking, printing the barcode on
each sales unit or package is not feasible. Based on
current technical assessments, the barcode cannot be
printed on many cosmetic product packages due to
incompatible packaging materials or various package
design styles. Moreover, the product-by-product
coding will increase production costs significantly,
amounting to total cost increases in millions of RMB
for medium-sized manufacturers. The increased costs
will be shifted to consumers and will lead to a higher
Consumer Price Index (CPI).

Apart from the technical difficulties and cost
implications, the industry believes that the barcoding
system needs to be reviewed to verify its effectiveness.
We think manufacturers acting illegally could
easily counterfeit the barcode, thereby negating the
program’s intention.

Since the cosmetics industry considers the
newly launched Electronic Supervision System
to be a typical administrative permission, under
the Administrative Permission Law we ask the
authorities to confirm that the current procedure is in
line with the relevant requirements. In particular, we
are concerned about the involvement of a third-party
company in the permission process and believe that
is not appropriate.

Dual Plant Licensing System

MOH and AQSIQ have two different systems to
register and audit cosmetic manufacturing sites in
China and license codes from both must be included
on retail package labels to indicate that a plant has

official government approval. As a result, applicants
must undertake lengthy and duplicate efforts through
two different government authorities step-by-step,
from the provincial to the central level, to comply
with the licensing requirements.

The cosmetics industry believes that production
capability and hygiene control are two aspects of the
quality assurance system that cannot be separated
and that a single management system should be
established in China. Such a system would allow the
industry to greatly reduce unnecessary costs that it
now dedicates to managing two artificially divided
systems. It would also lower the government’s costs
for regulatory control and would make the regulatory
requirements more transparent and easier to follow.

Consumption Tax

China’s tax and duty structure on cosmetics make
retail prices as much as 40 percent higher than other
markets. With more PRC citizens traveling outside
China, the industry is losing sales to competitor
markets as travelers increasingly purchase cosmetic
products overseas. The Chinese government
similarly loses a large amount of VAT tax revenue.
The industry is particularly concerned about the 30
percent consumption tax levied on make-up and
fragrances. Given that cosmetics have become daily-
use products for many Chinese consumers, we believe
it is not appropriate to categorize cosmetics as luxury
goods subject to consumption tax.

Advertising Regulations

Several regulations governing advertising practices
in China’s cosmetics industry are overlapping,
inconsistent and ambiguous. Regulations on
Administration of Print Ads (2005), the Advertising
Law (1995), Regulations and Administration on
Cosmetic Advertisements (1993) and the Anti-Unfair
Competition Law (1993) all regulate advertising in
the cosmetics industry. Some items concerning the
same issues in these laws and regulations duplicate
and/or are inconsistent with one another, while
others are ambiguous and leave room for subjective
interpretation. Inconsistent interpretations on
the national and local levels by Administrations
of Industry and Commerce have cost foreign
and domestic firms high levels of resources and
investment. As a result of increased costs, consumers
see unnecessarily higher prices.

China’s growing cosmetics market provides the sector
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with great development and investment potential.

However, neither industry nor the consumer will help establish a sound and robust plant
be able to benefit from these gains unless China management system in China.

can develop a consistent, efficient and transparent » Reduce the consumption tax rate for makeup
regulatory system. The separate standards for and fragrance to improve the pricing
imported and domestic cosmetic products, competitiveness of China’s cosmetic market.
inconsistent and subjective regulations, and excessive » Revise outstanding laws and regulations
procedures and costs directed at foreign companies on advertising in the cosmetics industry
seriously hinder the liberalization of the cosmetics to comply with the 1995 Advertising Law
market in accordance with WTO guidelines and the as well as international industry-norms to
general development of China’s cosmetics industry. g boost the development of China’s cosmetics

industry.
Recommendations

» Promote a more simplified and consistent
regulatory environment to nurture a vibrant
Chinese cosmetic market, which will in turn
be more competitive in the international
market.

« Simplify the notification system for imported
non-special-use cosmetics or unify it with
that for domestic non-special-use cosmetics
to speed up the entrance of advanced,
fashionable products into the Chinese
market.

» Re-consider the criteria for colorants’ purity
and for “new ingredients” as well as the
requirement for re-registering a formula
with any slight change. The criteria should
be based on scientific research to promote
global regulatory harmonization.

« Unify the two different compulsory cosmetics
standards that are currently adopted by
MOH and AQSIQ to create a more efficient
operation environment for the companies.

« Increase the upper limit of the SPF index to
SPF50+ to better protect consumers and be
in line with international industry practice.

» Unify the regulations and standards
on cosmetics labeling to facilitate the
companies’ compliance. Allow claims that
are based upon sound scientific research
and are in accordance with the regulatory
definition of a cosmetic to encourage product
innovation and technology advancement.

» Reconsider implementing the electronic
supervision system on cosmetic products
and postpone enforcement until the practice
is proven to be effective, feasible and
appropriate.

» Unify the dual plant licensing system
to streamline the requirements and
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Dietary Supplements

products classified as health foods in China,

food supplements in the EU, vitamin and
mineral supplements under the global food code
(CODEX) and similar types of products as applicable.
Dietary supplements are recognized as a category of
food product that includes vitamins, minerals, amino
acids, protein powders, herbs/botanicals and other
dietary ingredients. They are generally consumed
daily and have proven to be safe and effective.
Supplements can be taken as tablets, capsules, soft-
gel liquid capsules, effervescent tablets, powders,
liquids and in a variety of other forms.

The term “dietary supplement” refers here to

The U.S. dietary supplement industry is currently
the largest and most developed in the world, with
a 2006 value of more than US$23 billion. The size
and success of the industry is due to a number of
factors including the quality and effectiveness of the
products, consumer demand for healthier lifestyles,
increased healthcare costs and national law that
recognizes the benefits of supplementation to help
reduce healthcare costs. More than 60,000 products
are available to U.S. consumers. It is estimated
that more than 68 percent of the U.S. population
(more than 200 million people) consume dietary
supplements regularly.

The U.S. system of notification, as opposed to
registration, balances consumer access with
appropriate safeguards and delivers healthcare
benefits at a reduced cost. Consumers are able to
benefit from new ingredients because U.S. law
imposes a maximum 75-day review period.

U.S. consumers are better informed because of a
national law that allows structure/function claims
based on the dietary ingredients presence in a
dietary supplement product. This structure/function
claim is based on current scientific knowledge of
the ingredients and does not require a registration.
The law maintains a rational approach to the use of
scientific knowledge for structure/function claims
by recognizing a diverse pool of global scientific
sources (e.g., NIH Studies and Commission E
monographs). This approach helps to minimize costs
to the consumer while still providing the appropriate
safeguards.

China’s dietary supplement industry began
approximately 20 years ago and is now estimated
to be worth approximately US$6 billion in annual
sales. Thus the industry is young compared with the
U.S. and about one-fourth its size. Although China’s
dietary supplement industry is still developing,
the potential for sizeable growth is significant due
to China’s rapid economic growth and increasing
consumer demand for natural products that promote
health and overall wellness. The U.S. and China
have a dynamic relationship in regard to the dietary
supplement industry. China ranks first in supplying
low-cost raw materials for the industry while the U.S.
ranks first in manufacturing and marketing finished
products. China currently exports upwards of 70
percent of the raw materials used by U.S. dietary
supplement manufacturers.

U.S. and Chinese manufacturers and suppliers
would benefit equally from a change in regulations
that would not only increase business opportunities
for Chinese suppliers and distributors, but also
benefit Chinese consumers by providing access to an
expanding range of dietary supplements that promote
health and wellness.

Specific Issues

AmCham understands that China’s regulators
have set up the current system in order to protect
consumers from fraudulent and unsafe products.
However, it is our opinion that the current system
suffers from a lack of transparency and regulatory
contradictions that stifle industry growth.
Furthermore, this system has established unequal
terms with regard to market access between the U.S.
and China. As the United States’ number one trading
partner, China and its dietary supplement industries
and suppliers are able to export to the U.S. market
with minimal interference. The U.S. Food and Drug
Administration (FDA) notification system requires
Chinese manufactures and suppliers to register with
FDA and to give notice at least eight hours prior to
shipments arriving at the intended U.S. port. Both
of these requirements are free of charge and are
available online. However, U.S. dietary supplement
manufacturers and suppliers attempting to access
the China market are faced with more restrictive and
costly regulations.
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Areas of concern are the State Food and Drug
Administration PRC (SFDA) product registration
process, allowable health claims and ingredient
potency restrictions. Furthermore, restraints
on the direct sales industry also impede natural
industry growth. Internationally, direct selling
is a vital and integral part of the industry and its
overall development. Addressing the above issues
will enable China’s dietary supplement sector to
take full advantage of the progressive research and
development, advancements in manufacturing
techniques and merchandising and business
development best practices that foreign companies
offer.

SFDA Product Registration

Prior to market entry, manufacturers must register
dietary supplements with the SFDA. The process
requires enormous investments of both time and
money. A typical registration can take up to two
years to complete and cost upwards of US$50,000.
However, if the ingredient or product is new to the
market, it can take as long as five years and up to
US$500,000. After market entry, the registration is
valid only for five years and then must be renewed,
which adds unnecessary regulatory processing to a
product that has already been in the market without
alteration. Since the SFDA began issuing registrations
in 2003, 2008 will be the first time companies will
be renewing expiring registrations. According to the
SFDA, it should take only 20 days to re-register a
product.

The global dietary supplement industry is
continuously evolving and improving due to scientific
and technological advancements. Because of the
lengthy registration process, enterprises are unable to
introduce new products rapidly or reposition product
lines to best suit consumer demands. This results in
a significant reduction in the variety of products that
offer the latest developments in nutritional science
and manufacturing technology.

Health Claims

The SFDA has a list of 27 approved functional claims
that marketers of dietary supplements are allowed
to make. Dietary supplements can only apply these
claims to their products after going through a lengthy
testing process including animal and human testing,
which is very similar to the approval process for
pharmaceuticals. There are two main issues with
this current list. The first issue is that the list of 27

functions is non-comprehensive with regard to what
dietary supplements are known to support. For
example, Glucosamine and Chondroitin ingredients
have years of solid scientific research from a variety
of international sources to support human joint
health, but “joint health” is not an approved function.
Second, regardless of whether or not an ingredient
has been tested and known to have a specific
function, it nevertheless has to go through all testing
procedures every time an application is submitted.
This is redundant and adds time and fees to the
registration process. If an ingredient has already
been established to have a certain function, it should
not have to undergo new testing each time a company
wants to register it. A more practical solution would
be to adopt a structure/function claim system based
on a list of approved ingredients and their known
functions according to scientific evidence.

Potency Levels

SFDA has potency-level restrictions for nutritional
supplements that do not always coincide with current
dietary supplement research. For example, the latest
research indicates that pregnant women should
supplement their daily diets with the following
substances to meet their increased nutritional needs:
calcium (Ca) 1300mg, iron (Fe) 25mg and folic acid
(acidum folicum) 8oomcg. SFDA’s Regulations
for Application and Evaluation of Nutritional
Supplements subsection IV states, “Supplements
should be reduced by 1/3 to 2/3 of the recommended
dosage for pregnant women.” Per SFDA regulations
on daily intakes, calcium would be reduced by 50
percent, iron by 48 percent and folic acid by 67
percent. With potency limitations in place, there is
no room for the industry to adjust potencies to match
current research. Also, these limitations become a
trade barrier to foreign companies that have time-
tested, scientifically based products that have been
used for decades in the U.S. and other countries
if their products exceed SFDA’s current potency
limitations.

Summary

China’s dietary supplement industry has great
potential and a growing number of consumers are
interested in purchasing products that will enhance
their overall health. China would benefit greatly from
a more open and transparent regulatory system. Free
and open access to dietary supplements benefits the
government, the industry and, most importantly,
the consumer. For example, an October 2007 report
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Industry Issues
Dietary Supplements

in the U.S. peer-reviewed publication Nutrition
Journal concluded that the health of people who used
dietary supplements was generally better than non-
supplement users. Furthermore, the Lewin Group, a
U.S. healthcare and human services research group,
concluded that dietary supplements were responsible
for saving the U.S. government billions of dollars
in medical expenses partly because the dietary
supplement industry had helped to promote healthy
products and lifestyles to consumers. However, the
current regulatory system is evolving too slowly to
allow China to enjoy all of these benefits. n

Recommendations

» Replace SFDA’s product registration process
with a notification system like that in the U.S.
Access should be based on a list of approved
ingredients. Notification would eliminate the
need for re-registration and free up SFDA
personnel and resources to enforce market
surveillance, which would enhance consumer
protection.

» Adopt a function/structure claim system that
allows for a broad range of claims to be made
about dietary supplement ingredients based
on scientific evidence.

» Overhaul dietary supplement ingredient
potency restrictions or, at a minimum, alter
the strict restrictions so that they become
recommendations that serve as guidelines.
We urge that the recommendations be made
more flexible to coincide with the latest in
nutritional science recommendations.
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Direct Sales

he government first issued direct-selling
I regulations in 2005 and began to approve
license applications the following year. Direct-
selling operations in China began in 2007. Also that
year, China’s Ministry of Commerce (MOFCOM) and
the State Administration of Industry and Commerce
(SAIC) held meetings separately with AmCham to
exchange views on the direct-selling issues raised in
the 2007 White Paper and to discuss the problems
and difficulties encountered in the course of the
license application process and in commencing
company operations. AmCham appreciates and
respects the Chinese Government’s efforts to support
the development of the direct-selling industry in
China.

Despite facing many challenges, including a slow-
moving application process and a high burden of
service center requirements, AmCham member
companies in the direct-selling industry remain
enthusiastic about market prospects in China. As a
whole the industry has invested hundreds of millions
of dollars in the Chinese market and most industry
executives remain hopeful that China will fully
comply with its World Trade Organization (WTO)
obligations and bring direct selling regulations in line
with international best practices.

Significant Developments

Since the Direct Selling Administration Regulations
were promulgated in August 2005, MOFCOM has
approved and issued 21 direct-selling licenses. Of
these, 19 companies have completed the review and
filing process for their service centers. However,
in 2007 only six companies obtained direct-selling
licenses and no application has been approved
since May 2007. According to the information
available within MOFCOM’s direct-selling industry
administration management system, 15 companies
have made public statements for direct-selling
applications but have not yet been approved. In
addition to those companies, at the time of this
writing the number of companies that have not made
public statements but are still awaiting MOFCOM’s
approval is unknown.

Although the Regulations indicate that the approval
process takes 90 days, the 21 companies that have

received licenses waited between four and 12 months
for MOFCOM approval. Most applicants spent
over a year completing the approval process from
submitting their application until they were formally
permitted to begin direct sales. Other companies are
still waiting for approval with little clarity on timing
or what needs to be done to complete the process.

Specific Issues

Service Center Establishment

Meeting service center requirements is the biggest
challenge for companies submitting their direct
selling application and these requirements are also
difficult for companies to fulfill once their business is
up and operating.

The legislation specifies that a direct selling company
operating in a specific province must also operate a
provincial branch office there. In addition, there must
be a “service center” in each urban district in which
a direct seller sells products, which would require
2,861 service centers to cover all of China’s urban
districts. AmCham believes that requiring a service
center in each urban district is unnecessary and
overly burdensome to companies. At present, most
companies approved are permitted to sell in only
one province or city in China, significantly restricting
their ability to expand. More importantly, since direct
selling takes place away from fixed locations, these
geographical restrictions make it nearly impossible
for companies to ensure that their direct sellers are
in compliance. To comply with the direct-selling
license geographical restrictions, companies must
simultaneously adopt two different business models
to meet the requirements of direct sales and non-
direct sales in different districts.

AmCham believes that the Chinese Government
should increase the transparency and simplify the
approval and establishment process for service
centers. Decisions about when to expand service
centers should be left to each company, based on its
stage of development.

AmCham asks the government to consider four
suggestions regarding the service center approval
process, as summarized below:
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1. AmCham believes that the number of service
centers required in any one city or province should
depend on a company’s stage of development
and expansion. Therefore, regulations should not
require companies to set up one service center in
each district as a condition to obtaining a direct
selling license in that city.

2. To speed the approval process, AmCham urges
limiting the service center plan approval process
to the provincial or city level and eliminating the
need for approvals at the district or county.

3. Regulations specify that the service center role is
merely to process product returns and provide
price and product information to consumers, yet
this requirement is still subject to inconsistent
regional interpretation and implementation.
For example, some districts have minimum size
requirements that create undue burdens for
companies. AmCham urges more transparency
and consistency of implementation.

4. In order to simplify the process for direct-selling
companies that have licenses but wish to expand
into other areas, AmCham urges the government
to limit the service center plan approval to the
new province or new city level only. We suggest
that MOFCOM permit companies to set up a
provincial branch, which can operate direct sales
immediately upon confirmation of their service
centers by the province or city and filed with
MOFCOM.

Compensation Restrictions

The compensation regulations drastically restrict the
ways that direct selling companies can compensate
their sales force. Contrary to general industry
practice, direct sellers are not allowed to develop
networks of sellers. In addition, there is a cap that
limits compensation based on personal sales to
30 percent of revenue. That requirement inhibits
direct selling companies from motivating their
sales representatives through traditional means.
Furthermore, the cap applies to all types of income,
including commissions, bonuses, rewards and
other economic benefits. This puts direct-selling
companies in China at a great disadvantage relative
to businesses using other distribution channels; for
example, retail sellers and the insurance industry are
not saddled with such restrictions. Under general
business practices, 50 percent of the retail price
covers distribution costs, including commissions and

overhead. Aside from Korea, which has a commission
cap, no other country limits the income received by
direct selling agents. Korea’s cap, based on company
sales rather than personal sales, also is more
narrowly defined than China’s and allows for greater
economic reward of salespeople.

The regulations restrict the basis for compensation
to the price of the products, eliminating a company’s
ability to give incentives to salespeople to conduct
marketing campaigns and sell services. The move
is also a significant departure from international
practice. The United Nations’ Consumer Product
Code (CPC) has an internationally accepted definition
of direct selling under which salespeople may earn
compensation from the sales of both products and
services. In essence, providing services is essential to
the direct selling business worldwide.

Limited Product Categories Permitted for Direct
Selling

Presently the Regulations limit direct-selling
companies to products from five categories including
cosmetics, dietary supplements, cleaning products,
health exercise equipment and small kitchenware. It
is in the best interests of China’s manufacturing and
direct selling industries’ development to increase
product categories in line with international common
practice.

National Treatment Issues

The regulations require that foreign-invested
companies have at least three years of direct selling
experience in other markets before applying for a
direct selling license in China. Because there is no
similar restriction for domestic companies, this
regulation unfairly discourages foreign-invested
enterprises from participating in the direct selling
channel in China. AmCham is concerned that
this regulation runs counter to China’s “national
treatment” obligations under its WTO accession
agreement and urges relevant authorities to remove
the restriction.

In summary, China stands to benefit greatly from
introducing direct selling as a distribution channel
for consumers. Direct selling helps to alleviate
unemployment in developing regions and provides
products that are unavailable through other channels.
AmCham strongly urges regulatory authorities to
work with industry participants to bring China’s
direct selling business more in line with international

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



B T [5)71
HHW

bt RIa, BN R A S . HMrh 2t HHA B T E LRI X%k
bR, T e o B O E B S RESR (AT
r ] 38 [ s 2 9 20 A B BUR A OGBSk S A 1,

i e B B B R R A A B BR A ], R AT

1R B PR 5

(&I KAl AT B RS AR 5 R T AR TR 0
MR, 5ok 2 B0l B R AR, L BN 5

AR SRR, 5 MBI B RS 3K 1R

B RS AR e AR AEI30%, (A R Al il

ANRER AL GE R 77 2 TE 5 b 1A 2 He 1 B AR AU R
etk hIE, IZAREH_EBRGEHT A R, A
&, e, RRKERmAaLitmeE, XEHE
HLH Al SR R o U ) 2 WIAH AL TR
HHAAL . Blhn, TSR B kA Z s R 2
Ho o BRAS, LRGN AR TR AR G R
HAS50%, XRAR Y AR AR . BR T b E A R
B BRBLE S, A T (] — A B SO0 B4 ACE R I
AR, S EAREE, w8 E R L PR ARTE 2 W HY
WS, AR NP BRI E, I H S e
TLERD, VR N BRI SE 2RI F 4 o

KRB BATHR A A A Rl (PR E T 7= f A, X f
ARl FE AR T T BN B N B9 (3t A AR Y
Megs, SERETIEEHERZ, BRaE G
B o FRADY b B A — A~ 1 B 2 B E S AR
WX — 2 S, HEE AT DA ™ Al 55 7 5 T
RAFHRE . A B EUL, 2EREVE S LA AR 55
IRA

BT EHEY R 2 5B PR

ERTHY KRG F b BRE A SA- 51, Bk
ai REEECAL . ORI AL, OREEZ A, DRUER
e MR ] o 57 (510494 7= it o 28 o vl o A 2 ol R B
AR R AR %

EEFi&E

(a0 Bk AN Al AE ] R i BB VP T 2
A LA AE R [ 4 T S S = 4R DL LA %5
M2l , B E N Al A 22k, BrEAZRL
TEA B T ORF AN Al BE A ] LB U AR 2 T
o EEEBSACER, E—HEAFEHE
AR “ERAE B, B R B
WU B X — PR

Bz, HEBIAE X R 8 B o 5 A

112 5 AL S 4 (91 ok 1 b ] ) A AR 0 [ o
TR B —2L,

Wt LR FAE W R, ML LR, R
D E oA F 71375 3 L P K i 1Y -8
AR MR A, oD B AR A oo HL 4 B N 57
FRIEIE ) BE 52 BRI A SR

FOUF B B3 AE SR AR 55 s R

H SR AR B X S — A R 55 W S E
EBCh AT — A, FFRihER &Y
R 5 EKAIRUER—BL

BUH R 25 W A R SRR XN B R s it , &
It .

e Het ] B 153 (511 = it 2 3

B S Al B = AR BR8P BLAH R B 3K
{5 Ll Rl AN ol R Ao ] 45 1 R R

i,

2008 HEH HEXERS - LEXERR - CREXEHS

177



Industry Issues
Direct Sales

practices and to fulfill China’s WTO commitments in
the area. L]

Recommendations

» Revise direct-selling regulations to bring
them in line with China’s commitments and
common international practices.

« Increase transparency, simplify the approval
process, duly inform companies regarding
the approval progress and increase the speed
of approvals.

» Eliminate restrictions on compensation
that unnecessarily undermine the ability
of direct-selling companies to motivate
salespeople.

« Allow direct sellers to receive remuneration
for sales support services.

» Revise requirements for having a service
center in each district to one per city and
ensure local requirements are consistent
with national regulations.

» Eliminate the need for approval of service
centers at the district and county level, and
require reporting only.

» Increase product categories in line with
international common practice.

« Remove the requirement that foreign-
invested companies have three years’
direct-selling experience outside of
China and promote non-discriminatory,
equal treatment for foreign and domestic
companies in the direct selling business.
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Environmental Sustainability, Climate
Change and the Environment

an average of nine percent annually while

energy demand grew at four percent. Today,
economic growth continues at about the same pace
but energy demand growth has surged to 13 percent.
Based on these consumption figures and China’s
limited natural energy reserves, China must now
rely on international markets for more of the fossil
fuels it consumes. China imports 40 percent of its oil
(approximately three million barrels per day) and in
2003 replaced Japan as the world’s second largest
petroleum consumer.

From 1978 to 2000, the Chinese economy grew

According to some reports, China’s carbon
dioxide emissions now exceed those of the U.S. by
approximately eight percent, putting China at the top
of the list of CO2-emitting countries. Furthermore,
even the most conservative estimates show similar
results. Following the U.S. and China, the EU is in
third place, with a volume of emissions about half
that of China. After these three are Russia, India and
Japan.

Water pollution is also cause for serious concern;
water security and conservation are increasingly
critical issues that cannot be ignored. In dry
Northern China, the water table is dropping one
meter per year due to over-pumping and authorities
continue to divert water from agriculture to service
local industry. In the 11th Five-Year plan, along
with energy reduction goals, China has declared a
water consumption per unit industrial added value
decrease of 30 percent. The coefficient for water use
efficiency in irrigation is to be raised to 0.5 and the
comprehensive utilization rate of solid wastes to 60
percent.

The assessment at the end of the 10th Five-Year
Plan (2001-05) concluded that China’s emissions
of SO2 and soot were respectively 42 percent and 11
percent higher than the targets set at the beginning
of the plan. China is now the largest source of SO2
emissions in the world. Recent trends in energy
consumption, particularly increased coal use, provide
a plausible explanation for the increase in SO2
emissions.

As prosperity continues and China grows, so does
urbanization. Urban residential energy consumption
has grown dramatically and now accounts for almost
30 percent of China’s total energy demand. This will
continue to grow with increasing urbanization rates
in the coming years.

Energy Supply

China has added electrical power generation capacity
at unparalleled rates. China intends to rely on its
plentiful supply of coal for expanding industrial and
electric power generation needs. According to the
Energy Information Administration (EIA), China,
together with India, will account for 85 percent of the
projected rise in coal use in the developing world and
nearly 70 percent of the total world demand for coal
over the next 20 years.

Coal as a share of China’s overall energy consumption
will decline but the absolute demand for coal is
expected to exceed 20 million tons annually over the
next five years.

Although many of China’s older coal-fired plants
are inefficient, the newer ones often have higher
efficiencies and, it is reported, compete well, if not
better than, U.S. plants on a grams-coal-consumed
to kilowatt-hour (kWh) produced basis. However,
many coal fired power plants lack (or fail to operate)
adequate pollution control equipment. Industries
that burn coal directly (such as steel and cement) are
subject to sulfur taxes, but these are generally not
significant enough to serve as disincentives. Nitrogen
dioxide (NO2) is regulated, while mercury was not as
of this writing.

Renewable energy currently accounts for less than
one percent of China’s total energy capacity, but the
government plans to raise this figure to 12 percent by
2020 under the Renewable Energy Utility Promotion
Law.

With its entry into the World Trade Organization
(WTO) in November 2001, the Chinese Government
made a number of specific commitments to trade
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and investment liberalization, which AmCham
strongly urges China to implement fully. These
commitments will substantially open the economy
to foreign involvement. In the energy sector, this
will mean lifting or sharply reducing tariffs on many
capital goods and eventually opening retail sales
of petroleum products to foreign competition. The
participation of foreign companies in the domestic
coal and power generation sectors is currently
estimated at less than one percent.

Natural Gas

In September 2007, The National Development
and Reform Commission (NDRC) announced a
new policy intended to prioritize natural gas usage,
tighten pricing controls and manage demand more
efficiently. The general intent is to balance supply
and demand while promoting greater energy
efficiency. This has created inconsistencies between
the industries affected both by this policy and by the
criteria set forth in the Encouraged Industry category
of the Foreign Investment Catalogue and Hi-tech
Enterprise status.

Implementation and interpretation are largely left
to an undefined mix of provincial and municipal
authorities and commercial enterprises. The
NDRC project approval itself will likely not ensure
an adequate supply of natural gas. Commercial
enterprises, such as local gas distribution companies,
in turn are reluctant to enter into long-term
guaranteed supply agreements due to the uncertainty
surrounding long-term government policy. This long-
term supply uncertainty may result in decreased
levels of capital investment. Improved specificity
around policy and allocation mechanisms would
benefit long-term investors.

Coal-Bed Methane (CBM)

Coal-bed methane production capacity is targeted
to reach five billion cubic meters by 2010 under the
11th Five-Year Plan. The burgeoning opportunity in
China to harness CBM for commercial, industrial
and residential energy use has seen the emergence
of companies eager to take advantage of the new
market. These have developed throughout the
country, but are centered mainly in Shanxi, the core
of China’s coal industry. Raw CBM, once purified,
is the same chemical constituent as natural gas
and proves a fitting supplement to China’s natural

gas supply infrastructure. China already uses more
compressed natural gas (CNG) for vehicles than any
other country and CBM could add to the CNG supply
for vehicles and domestic household consumption.

Combined Heat and Power

China has long encouraged cogeneration of steam
and electrical power; the issue was last addressed in
the NDRC’s “China Medium and Long-Term Energy
Conservation Plan” published in 2005. However,
cogeneration in China today totals less than half
of the levels of production in developed countries.
Small- and medium-scale industrial cogeneration
technology is available globally. Nevertheless, the
installed capacity in China is very low mainly because
there is no clear regulatory framework for connecting
to the power grid. Furthermore, incumbent
power companies tend to view cogeneration as
competition and are thus reportedly reluctant to
allow cogeneration operators to connect to the grid
citing vague “grid stability” issues. Future regulatory
uncertainty also makes economic planning difficult.
Consequently, major industrial sites generally well-
suited for cogeneration do not employ the available
technology and commercial opportunities to
supplement the electrical power grid are lost.

For example, coke oven gas (~60 percent hydrogen
and 23 percent methane) is produced as a by-
product from the coking processes. According to
China Coal Resource, China produced nearly 300
million tons of coke in 2006, about 50 percent of
the global production. Most Chinese coking plants
built in recent years use gas recovery technology. It
is estimated, however, that as much as 10 percent of
total recoverable coke oven gas is still flared, and if
recovered for power generation, could produce 10
gigawatts (GW) of electricity, or about 1.6 percent of
total Chinese power capacity. Additional gas turbine
CHP systems could be further deployed to capture a
portion of this opportunity.

Combined heat and power technologies are available
and AmCham encourages a regulatory environment
that is supportive of power grid connection and the
transfer of competitive foreign technologies.

Renewable Energy

In 2006, China’s reported total renewable energy
totaled approximately eight percent of non-
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renewable energy generation, roughly the equivalent
of 900 million tons of coal. By 2010, China plans
for renewable energy to account for 10 percent of its
energy. And by 2020, China plans to develop 120GWs
of renewable energy, which could account for 12 to
16 percent of China’s total energy supply. China’s
ambitious goals for renewable energy may require an
estimated investment exceeding US$200 billion by
2020.

Biomass

Although it does not appear in most statistics (because
it is not traded but utilized at local levels), biomass
is estimated to provide nearly 10 percent of China’s
present primary energy—the largest percentage
of any major economy. Most of the biomass in
China is consumed for local cooking fuels or for the
production of biogas (methane). In 2006, estimated
biogas production in villages was 170 million cubic
meters.

In September 2007, China established bio-energy
and liquid biofuels in particular, as an important
component of their renewable energy plans,
increasing R&D and commercialization programs.
A leading example of the progress being made is a
commercial scale, non-grain ethanol plant that was
commissioned in 2007 in Guangxi Province with
200,000 MT of capacity. Cassava was identified as
a favorable feedstock for the plant since it grows in
otherwise marginal farming regions and does not
compete for land with food crops. In 2006, China’s
ethanol production was 3.5 million tons, of which fuel
ethanol output was 1.3 million tons, the third largest
such output globally.

China’s “National Fuel Ethanol Development Plan”
sets a 2010 target for fuel ethanol at three million
tons, increasing to 15 million tons by 2020.

From a regulatory perspective, AmCham endorses
the following recommendations to help lay the
groundwork for a more stable and transparent
biomass investment environment.

« Provide a steady and predictable biomass
regulatory environment and avoid sudden policy
shifts that discourage technology transfer and
investment. For example, the suddenness of
the 2007 grain-based ethanol moratorium and
ownership restrictions has had a dampening effect

on both domestic and foreign investment in the
industry.

» Improve enforcement of long-term biomass
supply contracts to justify capital investments by
reducing risks in pricing mechanisms and supply
continuities.

« Clarify and/or enforce existing regulations, for
example licensing of fuel ethanol producers.

Wind

Wind power presents a significant clean energy
opportunity for China. With global sales of wind
power totalling approximately US$11 billion in 2005,
it is expected that China will play an increasingly
important role, both as a manufacturing base for
related generation equipment and in the installation
of new generating capacity. China’s original goal in the
11th Five-Year Plan was for 5GW installed capacity by
2010. This was met ahead of schedule in 2007 and the
goal was revised to 20GW. An obstacle to achieving
this goal is the challenge of land availability for wind
farms with consistently high wind speed, which tend
to be far from population centers.

Solar

Currently, several technologies have been used to
harvest solar energy. Solar-generated energy is
relatively expensive, but that has not stopped the
industry from growing rapidly in China. Recently,
several Chinese solar companies, including Suntech,
the world’s largest solar module manufacturer, have
listed on public stock markets. These companies will
continue to have an increasingly significant impact
on the global solar market, as well as American solar
companies in and outside of China. It is expected
that ongoing incremental efficiency gains coupled
with increasingly scaled production and government
support will continue to make solar a mainstream
technology.

Energy Demand

China’s energy demand has surged since the
beginning of the new millennium. In 2003, China’s
energy demand was 60 quadrillion British thermal
units, or about 14 percent of the global total, making
it the world’s second largest energy consumer
behind the United States. From a pure consumption
projection perspective, demand for electricity is
expected to grow by an average annual rate of 4.3
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percent through 2025. Furthermore, according to
the U.S. Department of Energy, annual electricity
consumption will reach nearly two trillion kWh by
2010 and nearly three trillion kWh by 2020.

It is obvious that a focused effort of demand reduction
is critical for China to meet its goals given that energy
efficiency is clearly the cleanest—and cheapest—form
of fuel. China is clearly focused on longer-range
goals and efficiency, as reflected in the 11th Five Year
Plan, but, realistically, it also has a huge opportunity
to exceed its own targets. According to a recent
McKinsey Global Institute study (Leapfrogging to
Higher Energy Productivity in China, July 2007),
China could realize energy demand 23 percent below
projections under current policy for 2020. This in
turn would result in 15 percent lower oil imports and
exceeding CO2 reduction goals by up to 20 percent.

Industrial sector

China’s overall energy intensity (the energy used
to generate one unit of GDP) is high relative to
developed regions, reflecting the relatively low ratio
of service industries to heavy industry. It is estimated
that China generates five percent of global GDP while
consuming about 14 percent of total global energy.
Demand in the industrial sector is expected to grow
by 3.8 percent per year through 2020, representing
23 percent of the global total. Significant efficiency
can be created in this sector through heat recovery,
including combined heat and power systems, and
motor efficiency initiatives.

Building sector

Residential building sector energy demand is
growing at an estimated rate of 4.1 percent per year
through 2020, and the commercial building sector
energy demand is growing at an estimated rate of
7.1 percent annually, essentially tripling by 2020.
The building sector therefore has a considerable
potential for positive change. It can become more
efficient - through reduced resource usage - while
also becoming more profitable.

In China, knowledge regarding building energy
efficiency is low, both professionally and at the
consumer level. Energy use in buildings is strongly
related to the building type and the geographical
climate zone. The diversity of building design and
use, in addition to extended life cycles, poses a

challenge for the prescription of energy conservation
measures.

Designers, developers, architects, contractors
and consumers face an overwhelming amount of
information, multiple products and tight timelines
when it comes to purchasing energy efficient
products and services. Though the government has
regulated requirements for the main products and
systems, there are great differences between actual
product performance and manufacturer claims. No
comprehensive guides exist to support the choices for
selecting materials. In addition, the lack of third-party
laboratory and certification organizations hinders
the whole decision making process. Without effective
supervision and certification, products that do not
meet national standards easily pass the approval
process. Products are also retested for different
customers, projects and locations, which raises the
cost for the both manufacturers and customers.

Specific solutions are needed for each situation
including the construction of new buildings,
renovation of existing buildings, small family houses
and large commercial complexes. In addition, the
local availability of materials, products, services and
the local level of technological development are all
key variables. This creates a real challenge in China,
where the interpretation of current codes alone varies
greatly among technical professionals.

Energy consumption can be reduced via a number of
measures like thermal insulation, high performance
windows, building automation, HVAC designs,
lighting designs, solar shading, airtight structural
details, ventilation and heat/cold recovery systems
supported with the integration of renewable energy
production in the building. These strategies apply to
buildings in both warm and cold climates.

Energy-conservation codes for residential buildings
in China (the new “Design Standard for Energy
Efficiency of Residential Buildings in Severe Cold
and Cold Zones” and the new “Design Standard for
Energy Efficiency of Residential Buildings in Hot
Summer and Cold Winter Zones”) are now under
revision, since 2006 energy efficiency levels have
risen significantly by about five to 15 percent. The
“Energy Conservation Codes for Industrial Building”
were launched at the end of 2007. Also, the Ministry
of Commerce and other government agencies have
issued several regulations and laws to improve the
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enforcement of the current energy efficiency codes

and standards. » Increase efforts to encourage energy
efficient building retrofits using available

Developing national benchmarks on sustainable technologies such as lighting design, window

buildings and code enforcement (e.g., China Green replacement, insulation, control systems and

Building Certification, LEED and Earth Advantage) HVAC upgrades.

are essential requirements to encourage energy » Continue the development and roll-out of

efficient buildings. Influencing market mechanisms a national “green” product and building

and encouraging research and development projects, labeling program.

as well as public-private partnerships, are of « Increase the demand for products that meet

paramount importance in this endeavor. m energy efficient and environmentally friendly

performance levels.

Recommendations

« Improve the clarity and transparency of
energy policy, supply, availability and pricing
mechanisms.

» Harmonize the Natural Gas Utilization Policy
with other programs such as “Encouraged
Industry” and “Hi-tech Enterprise”
categories and gradually phase-out centrally
controlled allocations consistent with the
phase-in of market-based pricing.

» Encourage industrial cogeneration through
regulatory reform, creating a legal
framework for companies to sell power back
to the electricity grid.

» Provide a steady and predictable biomass
regulatory environment and avoid sudden
policy shifts that discourage technology
transfer and investment. For example, the
suddenness of the 2007 grain-based ethanol
moratorium and ownership restrictions has
had a negative effect on both domestic and
foreign investment in the industry.

» Provide greater transparency and guidance
in investment and development of clean
technology projects. Create long-term
national policies together with local
implementing regulations that encourage the
development of renewable energy.

» Increase efforts that ensure current
building standards for energy efficiency
are implemented correctly and enforced.
Develop national benchmarks on sustainable
buildings in order to encourage energy
efficient buildings. Further influence market
mechanisms and encourage research and
development projects, as well as public-
private partnerships in the sector.
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Financial Services

Paper includes a separate subsection on the

financial services sector, including policy
papers on banking, insurance and investment
services. This new focus reflects the importance of
China’s financial sector to the future development
of a large-scale, modern domestic economy. The
United States and China have established a new
high-level exchange on economic, investment and
trade issues within the framework of the Strategic
Economic Dialogue (SED) that participants hope will
move China beyond the commitments of its World
Trade Organization (WTO) accession. The continued
opening of China’s financial services sector is a key
element of the SED.

This year for the first time, the AmCham White

During the past five years, China’s State Council
has paid significant attention to the reform and
restructuring of China’s financial services sector.
Large state-owned banks and insurance companies
have moved away from direct ownership and control
by the Ministry of Finance (MOF) and other state
agencies through jumbo IPOs on domestic and
foreign stock exchanges. Foreign banks and insurance
companies have been allowed for the first time to
take minority stakes in Chinese financial institutions
and to form strategic marketing partnerships for
services such as consumer credit cards. By some
estimates, market ownership of China’s key financial
institutions has risen from zero in 2003 to some 30
percent today. At the same time, balance sheets have
improved, non-performing loan portfolios reduced,
governance strengthened and customer services
expanded.

Despite these reforms, China’s financial services
sector remains one of the most tightly controlled
parts of the economy. Licenses and market access
for American banks, insurance companies and
investment companies remain difficult and costly
to attain. Direct controls have been replaced by a
growing body of laws and administrative regulations,
some of which contain provisions that severely limit
access to the domestic financial services market by
foreign competitors. Foreign exchange controls,
while loosened somewhat under the pressure of
mounting foreign exchange reserves, have actually
been expanded in some areas.

The effect of maintaining controls on the operations
of foreign financial institutions and foreign exchange

flows has been the continuing isolation of China’s
capital markets from the global financial system.
Discriminatory regulatory measures, such as high
capital requirements for branching or foreign equity
limits, are designed to protect inefficient domestic
institutions from foreign competition, thereby
slowing the reform and restructuring of the entire
financial sector and its successful integration with the
global economy.

The three sections presented below offer a detailed
review of China’s post-WTO financial sector and
additional steps that are needed to further open and
reform the sector.

Commercial Banking

December 2006 saw the culmination of China
meeting its final WTO membership obligations in
the banking sector. China’s State Council has issued
new rules that govern China’s banking sector and
foreign banks that participate within this sector.
These changes were welcomed for both the spirit in
which they were promulgated and for the practical
changes they brought forth. However, meeting WTO
commitments does not signal the end of change, but
rather the beginning of the creation of an excellent
financial system inside China. Concurrent with the
number of positive steps taken in 2007, banking
sector liberalization should proceed towards realizing
China’s aspiration to have a competitive and strong
banking system that rivals any in the world.

Significant Developments

Chinese authorities understand that a sound and
well-developed financial system is essential to the
overall reform of its economy. To this end, the
authorities are to be congratulated for the most
recent reforms implemented in December 2006,
such as allowing foreign banks to incorporate their
operations as local Chinese entities. In addition,
there were new regulations put forth for foreign
banks that chose not to locally incorporate that
will have a significant impact even for those banks
that chose local incorporation. Several new benefits
under the change in rules are product development,
branch expansion and the removal of geographic
restrictions.

Nonetheless, several other changes were not positive

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



SRS

[, miammbaaks Hn T 1
Vot ol i Ak,
U iominl, (s s toMs i
P 3 0 A T M 2 T o ] il %t T
SRENBL . BUBHEZ 0 % A TS, h i
(KB 220 AHE (SED) HEZRNBEZ . SRS
S K VR 3 T 5 A R BT HL, W7
S Al 2 e [E]  T S T A MR o [ AR
S AL S ST MU el 22 e T

R, A E E S5 Bk R E AL E SRk 5 1T
WS AR A KRR E A AT AR 2 RS
M BCRP AL R, Heh A A B o £E [ A AMIE
728 Gy it AT T R E R A58, hEE
PR T VF AN EED B A TR PR B 24 ] 7 Hh L) G R LAS Hh
ABIEAL, FOVE S o E SRR A SRk 55 7
TR T SR A AR O, BLAnfETH 3% 15 08 R S,
WEfhit, o E R e A L 2
200342 (0% L THE B RTHI30%, R, 57 6 f1
FWFAFLAEGE, AREECT R, ARNAEME, &
FRSs EARR T

RUESENE T X SE A e, o B A il (7 SRR 48
il S AT R R GURZ —. SMERAT. REES
AR BT 23 wIAE SR A UF AT UE AN 1 S A D5 T {25 I
A, HEAN RS H &R A SIE A T B
PR T BORFHZAT b B, o e AE ¢
T PR A S E] TE G BE AT A IR 55 T S IR
. BIRIEIMLMEE H W LRI T, SMEEH
ARTEE, (HSChr AR LT, T A B4

XA LA T 15 8 B SN S IR £ A
FE AW b E R BT AR T 5 2 2R A il 2 FH IR
B AT IRAL S SR d A M A SR, At
B A B Al 35 A 23 1 F M 5 e B E PR AP IR SR Y [
WAHLI 32k B AMEI3E 4, PRITIE 2% 1 %64 Gl
ATV SR A, SN T R Db A 4 BR 2 T
FTH JE

PATT Z AR % v A S B9 &l 64T 7 [ml ot

B AT Ak [5):3
SRS

AR T IZAT b — 25 I O e 4 P 5 SR U —
LEHE G

AL ERTT

20064£12 1, R EEAT T HAE G R AT b ) B Js — I
A S o R E [ S5 BE A T O T B A [E RO RAT
W2 5 AT AN R AT R BT E . TETE 2 AT
iX LB BT SR AR R A8 S e AT BT R A 5 B g
A, sz TEWGD, R, KIAMAREIFAFTR
AR EE A, A O R T2 I R Ok & T
4. 20074%, fERINTVF 2 BRI TEATIRIRG, AT
Ak 4 AR 2 A SR E A AT S S B
TR ATl P AR AR SR A BAT 38 4 D Y58 R B ATk
TR R B AR T

EX#HR

T [l B RF A 17 A e 4 A G s o0 T R R
200 DR VA AN AT BB . Ak, ARSCERTT T
20064E 12 A Skt T #TAIZ01, anevr s AT LA
75 N SER I R BOL A 2B, AT I
FORBUBL. SRS, W EREMUG T A RS NS
FTHIRRRLE L . X LETERL, BEX T B A X
SEIENZEN RTINS A TR A T R . 7k
FUAS A B R T o T AP AR = e R R . AT
SRFHEF b DX R

PRI, T AE A ENFLE SRR R UL, A
K2R t, ERINCERR (SAFE) K4
WM A AR AREI T 40%, [HEFFIMTERAT B i
HMETECAIES T B R R BT M R . ek, 2 AE
IE NN AN A T 2 AU I o A%, b A 1
2 BT T RESEH INE L B REM S AR P RS, TRl
BE A h E ATV B 2R A, BORF AR
SR VF 2 RIS AT T, IR L B AL
I HETC 2B TIE, AOOGER 7 & M2
gL, mAm T TIERRR, EREEILA
P AR T Y S5 T H L B . e, S
E AT A A R iRt ah 7 kIR AYRE DA R

2008 HEH HEXERS - LEXERR - CREXEHS

191



Industry Issues

Financial Services

192

for foreign banks operating in China. The State
Administration of Foreign Exchange (SAFE) cut
back offshore debt quota by as much as 40 percent,
a decision that adversely affected the ability of
foreign banks to fund their balance sheets profitably.
Further, a number of foreign banks that did not
locally incorporate were required to increase their
capital, with many having to double their capital
base. With these changes to banking regulations in
China, the authorities are faced with numerous new
applications for various approvals that are otherwise
mandated. Consequently, banking regulators are
now overburdened to the extent that approval for
any type of request takes an extraordinary amount of
time, and requests for approvals of certain business
items are at times discouraged by regulators because
of their workloads. Finally, the ability to source
local currency Renminbi (RMB) funding remains
problematic.

Specific Issues

Regulatory Capacity and Depth

Rapid but positive change in the banking sector
because of new regulations significantly increased
the workload for regulators. The new ability to
incorporate locally, requirements for additional
capital, newly introduced internet banking
requirements and the plethora of submissions
required by regulators in areas such personnel
changes, product offerings and new branch requests
create an administrative burden for both the
regulators and the regulated. AmCham believes that
regulator attention to the following areas would
enhance the commercial banking climate:

« Separate approvals for individual branches of
the same foreign bank for business lines (such as
derivative licenses) that were previously approved.

» Unequal treatment by regulators in locations

where a foreign bank may not have a branch.

Authorities such as SAFE sometimes disallow

certain transactions in foreign currency because of

the lack of a branch office. This runs counter to the
current regulations.

Approvals are often required from numerous

regulatory agencies that have different

approaches to the approval process and different
interpretations of rules and regulations.

Funding of Foreign and Local Currency

SAFE significantly cut offshore debt quota limits
for banks in 2007. This has had a significant
impact on the ability of foreign banks to fund

balance sheets profitably. Most foreign banks
borrow funds through their regional treasury
center, often located in Hong Kong or Singapore.
However, borrowing outside China is subject to
limits imposed by SAFE and the inability of foreign
banks to obtain adequate funds at a profitable rate
in lieu of domestic foreign deposits places them at
a significant disadvantage. AmCham understands
the initial rationale behind SAFE’s decision to
limit offshore funds coming into China, which
was to inhibit money coming in from abroad
directed towards speculative investments such
as in real estate or shares. However, legitimate
transactions such as trade finance and project and
infrastructure lending should be excluded when
assigning offshore debt quota. China does have
legitimate concerns over the percentage of short-
term overseas debt to total foreign obligations, but
the arbitrary nature of assigning quotas to foreign
financial institutions lacks transparency and is
applied without regard to transaction types.

Even if allocation of offshore debt quota presented
no obstacles to obtaining cost effective funds from
abroad, the method by which the China Banking
Regulatory Commission (CBRC) calculates
borrowings from head office, offshore branches and
affiliates impacts foreign banks’ ability to manage
within the required prudential liquidity ratio. These
types of borrowings are required to be calculated as
maturities within one month regardless of tenure.
Therefore, a six-month loan matched with a six-
month borrowing of funds from a head office by
default creates an illiquid position on the balance
sheet even though no mismatch of assets and
liabilities actually occurs.

As an alternative to borrowing from sources outside
China, the authorities are attempting to foster the
creation of a domestic foreign currency money
market. Thus far, this market has proved to be thin
and illiquid, and the demands for money to fund both
foreign currency assets and to swap foreign currency
for RMB (see below) aggravate the orderly flow of
funds within the market at competitive rates. In order
to assist in the creation of this money market, the
authorities should ensure a degree of liquidity that
makes borrowing competitive with offshore money.
This action, coupled with adjustments to the offshore
debt quota scheme, will result in a more orderly and
competitive foreign currency market.

RMB funding is fragmented and inefficient. Other
than corporate and retail deposits, there are limited
liquid sources of RMB funds available to foreign
banks. The first is through the China Foreign
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Exchange Trading System (CFETS). These funds are
available at competitive rates; however, the amount
banks can borrow is limited to a small multiple of their
local capital. Foreign banks with smaller capital bases
are at an obvious disadvantage. A second source is
onshore U.S. dollar to RMB swaps. In this market,
rates are not attractive because of the illiquidity of the
domestic foreign currency money market that prices
foreign currency at a premium. This is exacerbated by
the fact that foreign banks also face foreign currency
shortages to fund their foreign currency books. Lastly
are bilateral arrangements with banks: currently rates
are spotty and the RMB is usually priced a premium
over the Shanghai Interbank Offered Rate (SHIBOR)
benchmark reference rate. While SHIBOR is a good
benchmark, it is usually a symbolic indicator and
not readily available when foreign banks attempt to
borrow bilaterally from local banks.

To make inter-bank domestic currency borrowing
consistent with international norms, the authorities
should consider easing or eliminating caps placed
on the amount foreign banks can borrow through
CFETS; increase or eliminate altogether the foreign
debt quota so that onshore U.S. dollar to RMB
swap transactions become a more market-driven
alternative; undertake measures to ensure SHIBOR
becomes an effective market-driven rate rather
than a symbolic indicator; and allow foreign banks
to borrow bilaterally from other foreign banks that
may be in an RMB surplus position. In addition,
the People’s Bank of China (PBOC) should consider
playing the vital role of market maker and lender of
last resort to provide liquidity to the financial system,
in addition to performing its central bank functions.

Capital Requirements for Non-Locally Incorporated
Banks

For banks that have no strategic interest in
incorporating locally but are focused on providing
wholesale commercial banking services, capital
requirements should fall within the norms of other
world-class international financial centers. The
current requirement of a minimum RMB200 million
before a first branch in China can conduct foreign
exchange transactions presents a barrier to entry that
prohibits all but the largest U.S. banks from entering
the Chinese market.

When approving a foreign branch in China, the
authorities should consider the financial strength and
resources of the applicant’s head office (including
compliance with BIS capital guidelines), projected
capital position, the historical performance and
future prospects. Further, the local regulators should

take into account the supervisory regime in the
applicant’s home country, its regulatory powers and
the frequency of supervisory examinations.

This move would require CBRC and other regulatory
agencies to evaluate the applicant’s capital adequacy,
asset quality and liability management. Additional
regulatory capacity and depth are required to move
in this direction of analysis. This methodology
of assessing capital adequacy is in line with the
practices of other major financial centers such as
New York, Tokyo, London and Hong Kong. Although
several other markets within Asia require a minimum
amount of capital, as China aspires to world-class
status, the best practices of the current major
financial centers should be considered.

Ownership Restrictions of Local Banks by Foreign
Locally Incorporated Banks and Branches of
Foreign Banks

Currently, ownership of a local Chinese bank is
limited to a 20 percent share by a single foreign
entity and a 25 percent collective share by all foreign
entities. Chinese authorities welcome foreign
investment into domestic banks in order to work with
local management to introduce new methods of risk
management, technology and product development.

Foreign banks that have incorporated locally
should be allowed to wholly acquire local banks in
accordance with local laws allowing any domestic
bank to acquire another. Further, non-locally
incorporated banks should be able to acquire a higher
ownership stake in local banks in accordance with
norms established in world-class financial centers.
The goals of improved management, technology and
risk management are not fully realized by limiting
foreign banks from obtaining higher stakes in local
banks.

Debit and Credit Card regulations

Current CBRC and PBOC regulations are inconsistent
and unclear regarding the requirement for banks
to migrate debit/credit card systems onshore. In
addition, no specific time frame has been given for
this requirement.

Regulatory Clarity on Foreign Bank Participation in
the Securities Industry

Foreign banks, particularly those with extensive
experience in countries with developed financial
markets, can make significant contributions to the
development of China’s securities industry. Current
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regulations are unclear as to the extent to which
foreign firms will be able to partner with local firms
or otherwise play a role in this industry.

Summary

China’s government and banking regulators made
bold progress this past year. Changes to banking
regulations have shown determination to address
restructuring issues related to the commercial
banking segment of the financial sector, vision in the
direction China intends to take on banking reform
and clarity in outlining the new rules and regulations
for market participants. To develop an advanced
and competitive financial system with world-class
financial centers, China’s entry into the WTO and
its final steps to satisfy its WTO commitments are
laudable. To make China a financial market that
benefits all domestic stakeholders and participants,
the authorities should ensure that foreign financial
intuitions have equal and unfettered access to the
Chinese market in order to better serve local retail
and corporate purchasers of banking services.

Recommendations

« Streamline the regulatory process and limit
the requirements for approvals only to
those major items that could possibly create
systemic risks and disruptions to the financial
system.

» Reconsider offshore debt quotas with a
view towards eliminating or, at a minimum,
exempting from the quotas all trade
finance and project lending. Eliminate
the discriminatory treatment of offshore
borrowings from head office and affiliates
when calculating liquidity ratios. Otherwise,
work to make the domestic foreign currency
market more liquid with more depth and
efficiency. By addressing this issue, the
authorities can concurrently institute reforms
that will ensure a stable and cost effective
supply of RMB funding.

« Eliminate capital requirements for non-
locally incorporated banks. Apply global
financial best practices to banks that operate
principally in the wholesale market. This
will ensure equal treatment in the various
markets, including CFETS, where RMB
funding is available at more competitive rates.

» Eliminate ownership caps for locally
incorporated banks. These caps should
likewise be eliminated for non-locally

incorporated banks. At a minimum, for the
latter class of foreign banks, caps should be
significantly increased.

 Clarify regulatory requirements and a
timetable for card systems to be migrated
onshore.

« Enable foreign firms to play a role in the
securities industry, thus leveraging foreign
firms’ experiences worldwide to create world-
class financial centers in China.

« Lift restrictions that prohibit foreign banks
and subsidiary banks from trading corporate
bonds, to help further develop the domestic
bond market.

Insurance

The insurance industry in China has grown at a
compound annual growth rate of over 20 percent
in the past 10 years. Featured prominently during
China’s 11th Five-Year Plan (2006-2010), insurance
is recognized by the Chinese government as an
important industry for supporting the national goals
of sustainable growth and a harmonious society.
Given China’s double-digit GDP growth but relatively
low insurance penetration of 2.8 percent (insurance
premiums as a percentage of GDP), the potential
for further growth in the insurance industry is
tremendous.

The end of the five-year transition period for China’s
accession to the WTO in December 2006 provided
an opportunity to usher in a new beginning for
foreign companies to participate in China’s insurance
markets. The Chinese Government has taken a
number of positive steps to comply with its WTO
commitments. There remain, however, market
access barriers to foreign participation, which raise
questions as to their WTO consistency as well as
compatibility with China’s goals of integration with
the global economy and development of global
financial markets. These barriers deny Chinese
businesses and individuals access to the products
and services that American insurance companies can
provide.

Significant Developments

There have been a number of positive developments
in the insurance regulatory environment in the past
year. Many new rules have been promulgated in an
ongoing effort to improve the regulatory framework.
Noteworthy regulations included guidelines on the
development of insurance intermediaries, measures
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for managing pension insurance business (i.e.,
individual, group and enterprise annuities) and rules
for investing insurance funds overseas. Significant
developments with respect to market access for
foreign companies are described below.

General Insurance

Following the U.S.-China Strategic Economic
Dialogue in May 2007, Chinese authorities allowed
several foreign general insurers, including U.S.
companies, to convert their branches in China
into locally incorporated subsidiaries. Meanwhile,
several foreign general insurance companies were
allowed to establish new operations in China in
various legal forms such as branch, subsidiary or
joint venture.

Reinsurance

Consistent with China’s WTO commitments, the
China Insurance Regulatory Commission (CIRC)
phased out the remaining five percent mandatory
reinsurance cession to China Re.

Insurance intermediaries

CIRC, in compliance with China’s WTO commit-
ments, allowed wholly foreign-owned insurance
brokerages.

QDII

At least two foreign-invested life insurance
companies, along with nearly 20 Chinese insurers,
were approved for the Qualified Domestic
Institutional Investor (QDII) status to invest foreign
exchange funds in the Hong Kong stock market.

Specific Issues

Allowing National Treatment for Branch Approvals

Although Chinese regulations make no formal
distinction between Chinese-invested and foreign-
invested insurance companies with respect to in-
country branching, AmCham members continue to
report that they are told by local and national CIRC
officials that multiple branch applications cannot be
submitted simultaneously or, if so submitted, the
applications will not be concurrently reviewed and
approved. No AmCham members have been able to
obtain branch approvals concurrently. Meanwhile,
Chinese-invested insurance companies, even newly
established ones, have obtained multiple concurrent
branch approvals, enabling them to rapidly build

multi-provincial or national branch networks. For
instance, one new domestic insurer has received
nearly 30 branch licenses since its establishment less
than three years ago. Many of those licenses were
granted in batches within a short period of time;
some of them on the same day.

AmCham members believe that there are structural
and procedural explanations for the disparate
treatment that they face. Specifically, branch and
other license applications by foreign-invested
insurance companies, even those that enjoy legal-
person status in China, are subject to supervision
by CIRC’s International Department, a layer of
scrutiny that does not apply to Chinese-invested
insurance companies. CIRC’s Development and
Reform Department appears to have extensive
responsibilities, both for centralizing market entry-
exit of Chinese legal-person insurance companies and
for promoting the development of China’s insurance
industry. AmCham members are concerned that
the Development and Reform Department tends to
favor expanded market-entry for Chinese-invested
insurance companies over foreign-invested insurance
companies, even if this ultimately results in the
slower development of the insurance industry and
disadvantages the interest of insured.

In addition, CIRC appears to maintain separate
procedures for applications by foreign-invested
insurance companies compared to Chinese-invested
insurance companies. All applications by foreign-
invested insurance companies must be submitted by
their head office and are subject to CIRC approval.
By contrast, Chinese-invested insurance company
applications can be submitted by branches, and
branch applications need only to be reviewed by CIRC
local bureaus instead of CIRC headquarters. Chinese-
invested insurance companies are also entitled to
simpler and faster procedures for the establishment
of sales offices and for registration of branches and
sub-branches.

AmCham believes that these distinctions lack a
reasonable basis and are incompatible with China’s
WTO national treatment obligations. Foreign
insurance companies should be allowed to enjoy
national treatment by receiving new branch licenses
on a concurrent basis.

Relaxing Restrictions on Reinsurance Arrangements

As it phased out the remaining five percent
mandatory reinsurance cession to China Re,
CIRC instituted a new set of rules on reinsurance
arrangements, some of which are inconsistent
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with the principle of national treatment and/or
cumbersome to implement.

More stringent requirements for reinsurance
business involving foreign insurers

CIRC has issued several regulations on reinsurance
arrangements in an effort to strengthen supervision
of the reinsurance business. Foreign companies,
however, appear to be subject to more stringent
standards. For instance, in conducting treaty or
facultative reinsurance, direct insurers are required
to make first offers to at least two professional re-
insurers in China and the amount offered must be
at least 50 percent of the total ceding business. In
addition, a foreign-invested insurer has to undergo
a rigorous CIRC approval process to undertake
reinsurance business with an affiliated company.
They are required to provide extensive supporting
documents such as annual reports for the past three
years, a solvency certificate issued by the relevant
regulators and ratings by S&P, Moody’s or AM
Best. Domestic companies are not subject to such
requirements.

Furthermore, the new rules on the security of
reinsurance businesses, effective January 1, 2008,
require that non-state-owned insurers, including
foreign companies, must have ratings above the
equivalent of S&P A- to be qualified as the principal
re-insurer or re-insurer with the largest share for
treaty reinsurance. And other receiving re-insurers
must have ratings above the equivalent of S&P BBB
unless they are state-owned companies. Chinese
state-owned insurance companies, by definition, are
not subject to such rating requirements. Consistent
with the WTO principle of national treatment,
AmCham believes that CIRC should standardize
requirements for re-insurers between domestic and
foreign companies. In the long run, unified standards
for re-insurers will help Chinese companies become
more competitive.

Rigid 80 percent rule on business ceded to a
single re-insurer

Current reinsurance rules require that each risk-
unit ceded to a single re-insurer may not exceed 80
percent of the sum insured or the liability limit of the
direct insurance business. While this requirement
may help spread risks, it increases costs and creates
difficulty for the reinsurance business. For instance,
when the ceding amount exceeds 80 percent of a risk
unit, the ceding company would have to decline the
business if it is unable to find at least two receiving
re-insurers. AmCham believes that to support the

growth of the insurance business in China, CIRC
should relax the 80 percent rule on business ceded to
a single re-insurer.

Broadening Investment Channels for Insurers

In the past year, Chinese authorities have gradually
broadened investment channels for insurance
companies, enabling insurance funds to be more
productively allocated to the benefit of society and
the insured. “The Provisional Measures for Managing
Investment of Insurance Funds Overseas,” issued
in July 2007, eliminated previous requirements for
excessively high total assets. As of the end of 2007,
at least two foreign-invested life insurers, one U.S.
company and nearly 20 domestic companies had
received QDII status. U.S. insurance companies,
however, continue to encounter delays and difficulties
applying for QDII quotas and permission to invest
insurance funds overseas.

Meanwhile, with respect to establishing asset
management businesses, U.S. companies are
also at a disadvantage because of requirements
for operational experience in China and high
total assets levels. The “Provisional Regulations
on the Administration of Insurance Assets
Management Companies” (2004) require that at
least one shareholder or founder be an insurance
company or insurance holding company with at
least eight years of experience in the insurance
business. In addition, they must have net assets
of at least RMB1 billion and total assets of at least
RMB5 billion or RMB10 billion if the shareholder
or founder is an insurance holding company or
life insurance company. The insurance business
requirements refer only to operations in China with
no recognition of the experience of an overseas
parent company. The requirements for net assets
and total assets are also excessively high and have
no direct bearing on the capacity to engage in
the insurance asset management business. Those
requirements put smaller and/or newer companies
to the China market at a disadvantage, even if their
parent companies have long and extensive records
of successfully investing insurance funds.

AmCham urges the regulators to optimize the
requirements for asset management companies by
eliminating the China-specific experience and high
assets requirements and to simplify and make more
transparent the procedures for applying for QDII
quotas and permission to invest insurance funds
overseas.
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Expanding Distribution Channels by Allowing
Cross-selling Between Life and Non-life Insurers

In the past, under the regulatory principle of strict
separation of life and non-life insurance operations,
life and non-life insurance companies were not
allowed to engage in cross-selling, even with an
affiliated company. However, as part of an effort
to encourage the development of financial group
companies, the CIRC has approved cross-selling
in several domestic insurance group companies
between their life and general insurance subsidiaries.
AmCham believes that cross-selling between life
and non-life insurers is a cost-effective distribution
channel that can increase productivity of both life
and non-life sales forces, improve customer services
by making a wider range of products and services
available, increase customer retention and renewal
ratios because multi-line policies are sold, and
improve sales force morale and retention because
they have a wider range of products to market and
a higher income potential. In short, cross-selling is
a win-win solution for insurance companies, their
customers and their sales forces.

Currently a group-company structure appears to
be the criterion used by the CIRC for approving
cross-selling between life and non-life companies.
Because of regulatory constraints foreign insurance
companies are not yet able to structure their
operations in China as group companies. As a result,
foreign insurers are excluded from cross-selling.
AmCham believes that regulators should ease the
group-company qualification, at least to the extent
of allowing foreign-invested insurance companies to
engage in cross-selling with their affiliates in China.

Opening Mandatory Automobile Insurance
Business

While mandatory third-party liability (MTPL)
automobile insurance was not part of China’s
WTO accession commitments, the rapid growth in
demand for automobile insurance in recent years
calls for the inclusion of foreign-invested insurers
in the MTPL business to support the development
of the automobile insurance market. Allowing
foreign general insurance companies to enter
the MTPL market would positively affect both
consumers and the insurance industry in China for
many reasons.

First, foreign general insurance companies bring
experience with similar automobile insurance
schemes in many developed and developing
countries. By leveraging their significant

knowledge in managing automobile risks and
pricing worldwide, foreign companies could
bring efficiency and sustainability to the young
MTPL industry in China. Second, foreign general
insurance companies can bring their best practices
in sales, customer service and claims processing to
China’s nascent MTPL industry. Foreign insurers
can contribute greatly to the industry as it searches
for the best ways to handle automobile accidents
and claims in a fair and expedited manner. Finally,
introducing competition in the MTPL business
by allowing foreign participation would help
lower costs, improve services and strengthen the
industry.

With significant experience and best practices in
automobile insurance, foreign-invested insurers
have much to offer to the sustainable growth
of the automobile insurance market in China.
AmCham believes that the CIRC should consider
allowing foreign-invested insurers to provide MTPL
automobile insurance.

Summary

While China has taken important steps to meet its
WTO commitments, significant market-entry barriers
remain, in some cases due to implementation that is
not fully consistent with the intent or spirit of WTO
obligations. The removal of remaining barriers would
not only stimulate the growth of China’s insurance
market but also benefit Chinese consumers.

Recommendations

« Allow foreign insurance companies to enjoy
national treatment by granting new branch
licenses on a concurrent basis.

+ Standardize requirements for reinsurance
businesses between domestic and foreign
companies and relax the 80 percent rule on
the amount ceded to a single re-insurer.
Simplify the procedures for applying for
permission to invest insurance funds
overseas and optimize the standards for
asset management companies by eliminating
requirements for long China-specific
operational history and high assets.

« Allow foreign-invested insurance companies
to cross-sell between their affiliated life and
non-life insurance companies.

« Allow foreign-invested insurers to provide
mandatory third-party liability automobile
insurance.
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Investment Services

AmCham believes that the continued growth of
China’s economy will require continued expansion
and differentiation of China’s investment services
sector in order to facilitate the flow of equity, debt
and capital to their most efficient applications, both
internally within the domestic economy and on a
regional and global scale. “Investment services”
is defined here to include non-banking or non-
insurance financial services such as mergers and
acquisitions advisory, securities underwriting, asset
management (mutual funds), trading (securities,
currency, futures) and alternative investments
(private equity, venture capital, hedge funds).

China’s WTO Accession Agreement had specific
provisions that partially opened the banking and
insurance sectors to foreign investment. The
agreement, however, did not address a broad
spectrum of investment services. U.S. Treasury
Secretary Henry Paulson has made further opening
of the financial services sector a major objective
of the SED between the United States and China.
This is therefore an important time to reassess the
regulatory, policy and market access issues that
impact investment services.

China’s investment services sector is subject to a
growing and increasingly complex body of specialized
investment laws and regulations, many of which
are specific to foreign companies operating in the
sector. In addition, several recent changes in the
broader body of corporate and commercial law have
significant implications for the investment services
sector, notably the Antimonopoly Law, the Tax
Law and the most recent revisions of the Foreign
Investment Catalogue, all issued in 2007.

This review of recent trends in the investment
services sector focuses on the regulatory environment
and foreign market access in three sub-sectors:
securities, mergers and acquisitions, and private
equity/venture capital.

Securities

In 2007, despite surges in both the Shanghai and
Shenzhen A-share stock markets, several major issues
dominated the securities landscape. First is the ability
of Chinese companies to conduct an IPO outside of
China (currently overseas IPOs are constrained by
Chinese government policies and a number of recent
laws). Second, foreign companies and investors
do not yet have access to the domestic securities
markets. Finally, U.S. investment banks, securities

brokerages, mutual funds, asset management firms,
financial leasing firms and other investment services
companies face severe restrictions on the scope of
their business and market access in China.

Restrictions to Offshore Listings

Chinese companies’ offshore IPOs were significantly
curtailed in 2007. Various regulations, compounded
by a highly complex and ambiguous registration and
filing process, have made it increasingly difficult for
privately owned Chinese companies to list overseas.
Both large state-owned conglomerates and small
privately owned companies are explicitly encouraged
to place their listings on domestic stock markets,
rather than overseas.

While close to 20 companies listed on the NYSE
and on Nasdaq in 2007, these figures are extremely
low compared to the 200+ listings in the mainland
China bourses during the same period. Reasons for
this include the higher listing requirements in the
U.S., high valuations given to companies in the local
Chinese stock markets and government policies
and regulations that restrict international IPOs for
Chinese companies.

Historically, foreign sources of capital (e.g., venture
capital firms, hedge funds and private investors) did
not invest directly in PRC firms. Instead, they made
investments in offshore special-purpose vehicles
(SPVs) that owned assets in the PRC. These offshore
SPVs were located in tax-free jurisdictions such as
the Cayman Islands or the British Virgin Islands.
The primary rationale behind this structure was that
it bypassed the complex legal regime in China and
also facilitated easy exit by the foreign investors (i.e.,
it was relatively easy for the offshore SPV to list on
Nasdaq or the NYSE).

The new “Regulations on Acquisitions of Domestic
Enterprises by Foreign Investors” (“Foreign M&A
Regulations”) that went into effect on September 8,
2006, put limitations on the transaction structure
described above. According to the new laws, setting
up an SPV and/or an overseas IPO now requires
approvals by the Ministry of Commerce (MOFCOM)
and the China Securities Regulatory Commission
(CSRC). Overall, confusion remains about what types
of transactions are covered by the regulations, and
when MOFCOM or CSRC approvals are required. As
a result, there are major delays in deal execution and
exit uncertainty. Other Chinese regulations, including
Circular 75 and Notice #106 have added further
complexity to offshore listings.
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Impact of Restrictions

While one could interpret the introduction of stricter
rules as a response to criticism that Chinese assets
are flowing out of the country too quickly, a desire to
stem tax avoidance or to promote domestic listings
for large state-owned firms, the rules raise some
major concerns. The restrictions are very stringent,
and the process is relatively opaque, complex and, at
times, ambiguous.

MOFCOM and its provincial and local branches are
the main regulatory umbrella for approval of all
foreign transactions. This is positive step from the
point of view of centralizing the foreign M&A and IPO
approval process, and reducing the inconsistencies
that resulted from the previous system. However,
MOFCOM is now reviewing more deals at the
national level and this centralization has put a
strain on MOFCOM'’s resources in Beijing, causing
additional delays in moving transactions through the
approval process. In addition, as mentioned earlier,
there is confusion as to which deals must be approved
in Beijing and what falls under the CSRC’s ambit.

The combination of all of these factors has effectively
“turned off the tap” for Chinese companies seeking
an IPO outside of China. American stock exchanges
such as the NYSE and Nasdaq have a lot to lose
from these regulations. Foreign investors lose
because they cannot invest in domestic Chinese
companies other than through the relatively small
QFII quotas. Chinese firms also lose because foreign
stock exchanges have the benefit of higher corporate
governance, marketability, liquidity and stability
— factors that will now be increasingly inaccessible
to local Chinese companies due to the restrictions.
Foreign and PRC lawyers are currently finding
creative ways to create transaction structures that
will allow Chinese companies to list overseas (mainly
through reverse mergers into publicly traded shells).
However, this does not benefit Chinese companies,
as their cost of listing overseas (particularly legal
expenses) has risen substantially.

Onshore Listings

While discouraging overseas listings, Chinese
regulations make it comparatively easy for domestic
companies to list domestically, but this is not the case
for foreign-invested enterprises (FIEs). Since the
Shanghai stock exchange reopened for IPOs in July
2006, the market has witnessed tremendous growth.
Domestic companies planning overseas listings have
been encouraged to list on the domestic A-share
market or in the case of large state-owned companies

to do a dual listing on the A-share market in Shanghai
and on the H-share market in Hong Kong. Thus, for
Chinese investors and equity owners, the exit path to
the public market is relatively clear.

Unfortunately, FIEs and foreign investors currently
have no access to the domestic IPO market. Following
early experiments with FIE listings five years ago,
the CSRC effectively closed the market to further FIE
listings in 2004 when all IPOs were closed down.
The re-opening of the IPO market in July 2006 did
not allow new FIE listings. In December 2007, in
the context of the SED, the Chinese government
signaled a willingness to give certain large foreign
corporations and their China-based subsidiaries
access to the domestic stock and bond markets. The
CSRC has recently indicated that it would reopen
applications for FIE listings on the domestic A-share
market. AmCham supports the opening of domestic
securities markets to foreign investors and urges
the CSRC to move expeditiously with the review and
approval of new FIE listings. The opening of China’s
domestic securities markets is an important step in
the long-term integration of China’s capital markets
with global markets.

Market Access by Investment Services Firms

After an initial period of “openness” to foreign
securities trading firms, in 2005 the China Securities
Regulatory Commission (CSRC) placed a moratorium
on the formation of additional joint ventures in
securities-related businesses. In May 2007, U.S.
Treasury Secretary Paulson secured a pledge from
CSRC to lift the moratorium and by the end of
the year, two applications for new securities joint
ventures were being reviewed by Beijing. Despite
pressure from the U.S. and EU the process of re-
opening the securities trading industry to foreign
firms has been extremely slow.

A revised Foreign Investment Catalogue promulgated
by MOFCOM on October 31, 2007, codified
and extended restrictions on foreign investment
services companies. The relevant, securities-related
conclusions from the catalogue include the following:

1. Foreign invested securities companies are limited
to underwriting A-shares and underwriting and
transacting B-shares, H-shares, and government
and corporate securities. Maximum foreign
equity participation in securities joint ventures
continues to be limited to 33 percent;

2. Stock investment funds (mutual fund companies),
remain on the restricted list with foreign equity
participation limited to 49 percent;
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3. Futures trading companies are on the restricted
list and limited to a minority equity position; and

4. Financial leasing companies, finance companies,
investment trust companies, and currency
brokerages remain on the restricted list, along
with banks and insurance companies.

It is important for China to move beyond the
“minimum market access frameworks” laid out in
the investment services section of its WTO Accession
Agreement. AmCham supports the continued efforts
of U.S. Treasury Secretary Paulson, working through
the SED, to open up this important sector to U.S.
firms. Recent stock market volatility and the high
valuation of China’s domestic markets illustrate
the problems of restricting the flow of capital and
cordoning off China’s securities market from global
securities markets and international capital flows.
We believe that U.S. firms could therefore play a vital
role in promoting stability, governance and market
efficiency in China’s capital markets.

Summary

AmCham encourages China’s Central Government
to revise its restrictions on offshore structures and
listings. In addition, the approval process needs
to be made simpler and quicker. Revising these
restrictions would benefit both foreign investors
and, concurrently, local partners and industry —
particularly early stage companies. We support the
re-opening of FIE listings on the domestic A-share
market and increased access to domestic securities
markets by foreign investors and corporations.
AmCham strongly supports the transparent and
efficient development of local stock markets, and feels
that the increased ability of U.S. financial services
firms to underwrite IPOs, create mutual funds and
freely invest will promote stability, good governance
and help mitigate stock market cyclicality.

Mergers and Acquisitions

There has been little change in administrative
regulations directly applying to foreign mergers
and acquisitions in China since the Foreign M&A
Regulations came into effect on September 8,
2006. AmCham commented extensively on those
Regulations in its 2007 White Paper. Since that time,
no further implementing regulations on foreign
acquisitions have appeared. Cheng Siwei, vice
chairman of the Standing Committee of the National
People’s Congress and a senior and respected leader
of regulatory reform, indicated in November 2007
that a series of 20 new implementing regulations on
foreign M&A activity will be issued prior to August 1,

2008, when the Antimonopoly Law comes into effect.
According to Cheng, these implementing regulations
will define “national economic security,” establish
guidelines for the “fairness of deal pricing” and
generally “ensure that foreign M&A deals promote
China’s economic growth without threatening its
economic security.”

While AmCham welcomes the unification and
clarification of the M&A regulatory regime, there
are concerns among both corporate and financial
investors that the new implementing regulations may
interpret “national security” in an overly broad and
vague manner, erecting additional layers of central
government review and approval of any deal opposed
by Chinese industry associations and competitors.
MOFCOM and the NDRC are already empowered to
review and reject virtually any foreign acquisition
under the 2006 regulations.

The establishment of further deal pricing guidelines
could also prove problematic. Foreign acquisitions
of state-owned companies are already subject to a
SASAC rule that the equity acquisition price may
not be less than 9o percent of net asset value. In
addition, under rules imposed by the Ministry of
Finance, equity purchased from asset management
companies must meet a minimum pricing
requirement at 60 percent of registered capital.
These rules already restrict foreign acquisition and
restructuring of distressed state-owned companies
that are asset-heavy but losing money. Extension of
pricing guidelines to foreign acquisitions of privately
owned Chinese companies or artificial regulatory
formulas establishing guidelines for “fair market
value” would pre-empt decisions that are best left to
the capital market and to negotiation by the parties
concerned.

In addition, the past year has seen the promulgation
of several national laws and regulations and a
revised Foreign Investment Catalogue that contain
important changes to the indirect regulatory
environment for foreign acquisitions, foremost
among which is the new Antimonopoly Law.

Provisions of the Antimonopoly Law Impacting
Foreign M&A Activity

On August 30, 2007, the NPC Standing Committee
adopted the “Antimonopoly Law of the People’s
Republic of China,” which comes into effect on
August 1, 2008. The Antimonopoly Law prohibits
“concentrations which result in or could result in the
elimination or restriction of competition.” The law
further establishes an Antimonopoly Commission
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to formulate specific antimonopoly guidelines and
an Antimonopoly Enforcement Agency (AMEA)
to enforce the law and additional implementing
regulations. Both agencies operate under the direct
supervision of the State Council.

The term “concentration” includes mergers and
acquisitions among business operators or effective
control of one business operator by another. The
Antimonopoly Law itself does not define what
constitutes a monopolistic or anti-competitive
concentration, but it is likely that implementing
regulations to be published prior to the effective date
of the law will do so.

AmCham welcomes the establishment of a single,
unified set of antimonopoly laws and regulations
governing both domestic and foreign companies.
Indeed, the 2007 White Paper advocated the
establishment of a unified anti-trust regulatory regime
in place of the antimonopoly provisions of the 2006
regulations, which apply only to foreign investors.
Implementing regulations for the Antimonopoly
Law should include revision of Chapter Five of the
2006 Foreign M&A Regulations to unify the criteria
for antimonopoly review of foreign acquisitions
with the review criteria for acquisitions by domestic
Chinese companies and with the definitions of
anti-competitive concentration in the forthcoming
implementing regulations for the Antimonopoly Law.
That is, a single, unified antimonopoly regime that
applies to both foreign and domestic investors should
replace or supercede the discriminatory antimonopoly
provisions of the 2006 Foreign M&A Regulations and
not simply be layered on top of those provisions.

Another area of concern for foreign investors is the
future structure and scope of authority of the AMEA
that is to be established under the Antimonopoly
Law. It is still not clear whether this agency will
be independent and report separately to the State
Council or whether its offices will be embedded in
the existing project approval structures of MOFCOM,
NDRC, SAIC and other agencies at the national
and local levels. The language of Article 10 states
that the AMEA “may authorize the corresponding
agencies of the People’s Government of each
province, autonomous region, and municipality...
to be responsible for the relevant anti-monopoly
enforcement tasks as specified herein.”

The Antimonopoly Law is also not clear regarding
whether the powers of the AMEA will extend to
determination of whether or not foreign-invested
acquisitions are consistent with “national economic
security.” AmCham believes that the scope of “national

security” should be defined narrowly to apply only to
those industries and transactions which have a direct
bearing on national defense and state security, while
excluding other purely civilian industries. AmCham
furthermore advocates that these uncertainties
should be addressed in a transparent manner by the
implementing regulations and that efforts should
be made to separate the determination of “national
security” from the antimonopoly enforcement process
and from the protectionist interests of local industry
associations and companies.

Private Equity and Venture Capital

From the revised M&A regulations promulgated
in September 2006, to the introduction of RMB-
denominated investment funds, China’s regulatory
agencies continue to push for laws creating a more
regulated and transparent investment landscape for
private equity and venture capital. Though the spirit
of these regulations appears to be of a positive nature,
they leave many investors with limited investment
options, deal structures and exit strategies ultimately
creating an unequal investment environment for
foreign and domestic investors.

Significant Developments

One improvement was the introduction of Article
20 of the revised Company Law, which provides a
clear basis for minority action against controlling
shareholders. Article 20 has been helpful in
establishing fair treatment for all shareholders —
especially given that PE/VC investors fall into this
investment class for many of their investments in
China. Taking this one step further, PE/VC funds
have been able to create contractual arrangements
that give their common stock holdings preferential
treatment in some cases.

Another welcome change was the relaxation of
rules governing the conversion of Limited Liability
Corporations (LLC) to Joint Stock Corporations (JSC)
or Foreign Invested Joint Stock Companies (FIJSC).
This is a step often required in preparation for an
IPO exit. Prior to 2007, companies were required to
have three years of pre-listing profitability after the
conversion of a domestic LLC to a JSC or FIJSC, even
if the LLC had three years profitability prior to the
restructuring. However, now the investment clock has
been reset and those LLC companies with three years
prior profitability are allowed to list within one year
after the conversion to a JSC or FIJSC, but only if they
remain profitable in the final year prior to IPO. This
has in effect put many companies two years closer to
their IPO exits.

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



] AN R T 2 < T A et ] 5 /M A8 B JR) AR 7 55 0
FHVHAEN A RN S . il HAMARD
e Al N it HLURU o [ B e I e, oA
ARERAMH RIERATEM, —BIME 5 it
A R DT 2 R e . SRR AY
FAZE AL/ RS 5 A 2 43 T e 6 A 3 B BT o LR
fig, T E R4 T IITE R

E A AR GXAFRE AR ARS DA
WLHWAEFZATEN. ENERETUER
S BRI UL T LR G (REE LA R
B G W R AR BR A, X T R N A A
W T 90 o Hh D T [ A R A S A T
O M A R AP DD AR AR 55, i EL 58 1l ik Bk 2 th 2
LTES25H 0

et A 1 ] A0 ] AR 532 P AU IR A 3 9 2 i fh
—ARIE, CEEFERTEY, hERRRITE 2 HF AR
RFHEARTIE R BAT I EA S A FFR T 4. BLAP,
] PAIRL 5 B A/ ARG 0t A4 it 2 PRI OF 22 bR FH 4 B

Pt bR AR T 2 25 . .
&2il

o i EH ST ANETT 3 THI MR H Y
KR B RIBRE, peoh, TSRS
bR E R EREE,

o WERKIFHEMAFI RS AEANR
WE RS T R AT L R [ 23w AN E 23
A Z it A ENIEZ T4

o SRR 5 3 E R s 2 55 R T — 2P i
el 55

o MM “ERRE” 1EAINEIEMNI bR
i, B R RTRELASR SR 5 2B S AL
A, DL B K B2 5 R4 F

o [ 55 B B 2 0 S L R e AR SR R B
FEEMARAE, T A B2 R R R E A T
FERIBLA ET 4R R RS R R R E
WRANE AR S o ARARIT BN 24
8 “AFeHi” BT AR Al H B R
FIRE .

o NG HFIETE I Ah o B R 22T o A AR R 2

EARAT L 5]
SRR

R (R ZEWik) SEHEAnHHLE
HLER P E U AR ER R, —%&
Gi— kA SORTER ARl L W] 5558 T B
NFNE M BT

RS, HECAREEEANRTIAS
J ARG 7 A e 45 ) L SR ] P B 45
EAPRIFES . AHSCHLE RS E W, i
HLR 200 B A Bost #8 g —RIBUI K
e el AP IR R 5 N

o 32475 FEME LT RASE I BURT ARG B A 2 Btk

TIRE , THERSE TR AR A B P o

2008 HEH HEXERS - LEXERR - CREXEHS

211



Industry Issues

Financial Services

212

Another important development in the last year
has been the emergence of RMB-denominated
PE/VC funds registered onshore in China. RMB
funds have been increasingly promoted by the
Chinese government and on the surface should offer
significant advantages to both foreign and domestic
investors, including:

« Elimination of taxes at the fund level to avoid
double taxation on the fund and investment; and

« Speedier transaction cycles through simplification
of the project approval process.

While these advantages should be shared by both
foreign and domestic investors, in practice RMB
funds do not offer an equal playing field for both
investor classes.

For example, RMB funds that are limited to Chinese
investors are allowed tax advantages and regulatory
pass-throughs. However, the presence of any foreign
investment in the RMB fund creates uncertainty
regarding how many layers of taxes the Foreign
Invested Venture Capital (FIVC) fund are subject
to. FIVC may be taxed at both the investment
level and the fund level, and are then subject to an
additional withholding tax on repatriated profits.
The uncertainty over tax treatment has slowed the
establishment of new RMB-denominated FIVC
so that most foreign venture capital funds remain
offshore and prefer to exit their portfolio investments
through offshore vehicles.

The other advantage of RMB funds should be the
speedy approval process. Domestic RMB funds do
not have to seek approval through agencies such
as SAFE and MOFCOM in order to complete their
onshore deals. However, this advantage only applies
if the RMB fund is purely domestic and includes
only Chinese investors. According to the current
rules, once a foreign investor enters, all the previous
regulatory approvals apply. Foreign-invested PE/VC
funds face steep government approval hurdles that
do not apply to their domestic competitors.

There are also many uncertainties with domestic
RMB funds, which on the surface appear to be an
attractive investment vehicle. Domestic investors are
permitted to set up funds with little or no supervision.
If foreign-invested funds are over-regulated and
restricted, regulations on domestic funds are
entirely too lax. China’s regulatory protection for
domestic investors in local funds remains weak and
enforcement intermittent at best.

By allowing a fair and equal playing field for both

foreign and domestic private equity and venture capital
investors, China would bring in more capital to help
finance the development of new technology and the
restructuring and consolidation of industry. Further, the
domestic PE/VC sector would also benefit from greater
exposure to global investment standards and practices. =

Recommendations

« AmCham encourages the relaxation and
revision of restrictions on offshore SPV
structures and listings. In addition, the
approval process for offshore listings needs to
be made simpler and quicker.

« AmCham supports the re-opening of the

A-share market to IPO listings by Foreign-

Invested Enterprises and increased access to

domestic securities markets by international

companies and foreign investors.

Support the further opening of the financial

services sector through the SED with the

United States.

« The use of “national security” as a standard for
the approval of foreign acquisitions should be
defined and applied as narrowly and clearly as
possible to avoid encouraging protectionism.

« The State Council should avoid setting rigid
standards or minimums for equity and
asset pricing and should not extend existing
pricing guidelines designed to protect State
assets to transactions involving privately
owned companies. Future implementing
regulations should leave determination of
“fair market value” to the market and to direct
negotiations between parties.

« The criteria for antimonopoly review specified
in the Foreign M&A Regulations should be
superseded by the definition of “concentration”
and review criteria in the forthcoming
implementing regulations of the Antimonopoly
Law. A unified set of legal definitions and
review criteria should apply equally to both
domestic and foreign investors.

« AmCham recommends that China create
a level playing field for both foreign and
domestic investors that want to raise RMB
private equity and venture capital funds.
Rules should be spelled out clearly and tax
incentives, fund structures and regulatory
approvals should be unified for all investors

» A revised tax regime should be considered
for private equity and venture capital funds
that removes uncertainties regarding double
taxation.
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Forestry and Forest Products

to significantly affect the U.S.-China trade

imbalance, yet numerous barriers to greater
trade flows remain. The American forestry and
forest products sector has voiced a wide range of
concerns and issues about China’s use of an array
of industrial and trade policies that promote the
rapid expansion of its paper and wood processing
industries. The result has been a substantial growth
of China’s production and exports in a short time and
a corresponding drop in market opportunities for U.S.
manufacturers.

Forestry and forest products have the potential

This development is somewhat counterintuitive since
China does not have the fiber resources necessary for
a competitive forest products industry and is largely
dependent on imported fiber. China’s support for
domestic product exporters in higher-value areas has
effectively restricted opportunities for U.S. producers
and exporters.

Even with its limited forest resources, China has
developed the fastest growing forest products
industry in the world. It has achieved this position
by instituting policies that promote the expansion
and construction of new production capacity. In
addition, it has imported a considerable amount of
raw material in the form of logs, chips, wood pulp
and recovered paper to make up for the inadequate
domestic supply.

China’s imports from the U.S. increasingly consist of
raw materials such as wood pulp and recovered paper
to supply the domestic paper industry; and of logs
and lumber for manufacturing solid wood products
including veneer, furniture and similar products. In
2006, China’s imports of these raw materials from
the U.S. amounted to US$2.2 billion, or 78 percent
of total U.S. forest product shipments to China,
yet imports of higher value-added products have
stagnated.

Significant Developments

In 2007, the United States requested the
establishment of a dispute settlement panel at the
World Trade Organization (WTO), challenging a
number of subsidy practices maintained by China.
This move led to an agreement between China and

the U.S. for China to eliminate certain subsidies
prohibited under WTO regulations.

AmCham is encouraged by China’s adoption of U.S.
design values and grading rules for common species
of U.S. softwood dimension lumber into its revised
GB50005-2003 Design Code and the GB50206
Inspection Code. We are also pleased to see the
inclusion of fire safety design requirements for three-
story wood-frame construction in the China Timber
Structure Design Code and China Building Fire
Safety Design Code (GB16).

While China’s engagement with U.S. officials in the
Strategic Economic Dialogue (SED) talks aimed at
developing a bilateral agreement on illegal logging
and associated trade, China is still encouraged to
take greater responsibility for the actions of Chinese
firms that trade in logs sourced from regions that do
not practice sustainable forestry. AmCham welcomes
the groundbreaking December 2007 Memorandum
of Understanding between the U.S. and China to
combat illegal logging and associated trade and to
promote sustainable forest management.

Specific Issues
Subsidies

The Chinese government employs direct and indirect
subsidies such as grants, interest loan subsidies, debt
forgiveness and tax concessions to prop up state-
owned enterprises, introduce new technology and
expand or build new capacity. Should these practices
persist, American firms will remain at a distinct
competitive disadvantage against Chinese enterprises
when competing in the Chinese, U.S. and other
international markets.

Quality Conformity

The China design code for materials quality
conformance has no requirements for dimension
lumber, wood-based structural panels and
preservative-treated wood. This absence
creates quality problems for wood products and
compromises safety for structures built with such
non-conforming structural products. Additionally,
the absence of formal recognition of U.S. certification
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agencies and their grading marks has led to increased
counterfeiting of building materials and misleading
labeling.

Fire Safety Design Requirements

Previously recognized fire safety design requirements
have not been properly incorporated in the existing
China Residential Building Code. As such, the
application of wood-frame construction, based on
current residential building codes, is restricted.
This inconsistency in fire design requirements
unfairly impedes the general acceptance of wood
-frame construction among design and construction
professionals. In addition, Chinese building codes
restrict the construction of multistory (above three-
story) residential buildings and heavy timber
construction, two methods that have been used
successfully for many years in numerous countries.

Illegal Logging

An abundance of low-cost, illegally harvested timber
from a number of regional sources has placed
downward price pressures on softwood lumber
globally and has severely restricted U.S. trade
opportunities in China. As the world’s second-largest
importer of wood, China serves as a conduit for vast
quantities of illegal softwood timber from several of
these regional sources.

For example, a significant percentage of Russian logs
entering China are of suspicious origin, possibly from
areas where there is excess cutting and unauthorized
harvesting, or are undocumented/unreported
exports. China’s hardwood log imports also come
from countries with significant illegal logging
problems, including Indonesia and Burma. Activities
such as illegal logging, associated prohibited types of
border trade and the use of illegally obtained timber
in manufacturing distorts international trade and
reduces the market opportunities for U.S. suppliers.

Miscellaneous Non-Market Practices

Other non-market practices, such as fraudulent
labeling and stamping of Chinese hardwood plywood
attempt to avoid tariffs by misclassifying hardwood
plywood products destined for the U.S. market
and lower the price of Chinese hardwood plywood,
making it more difficult for U.S. companies to
compete. [

Recommendations

 Phase out subsidies provided by the Chinese
government to the domestic forest products
industry, particularly those that distort, or
have the potential to distort, international
trade and investment.

« Adopt internationally recognized materials
quality conformance standards, such as
grade-stamp requirements for dimension
lumber, wood-based structural panels
and preservative-treated wood to ensure
consumer safety.

« Incorporate residential fire safety design

requirements for multi-story buildings and

heavy timber construction into the China

Fire Code and the China Residential Building

Code.

Continue the ongoing cooperative efforts

between the U.S. and China to combat illegal

logging and associated trade through the SED
forum.
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Healthcare, Medical Equipment and

Devices

he year 2007 marked an increased and
Twelcomed focus on healthcare by the Chinese

Government. The government has made an
unprecedented commitment to improve and expand
the quality and breadth of healthcare through a
reform scheme anchored by a new national basic
healthcare service system covering every citizen
in China by 2020. This effort, driven by the State
Council Inter-Ministerial Healthcare Reform Group,
has come in response to reports the group solicited
from international and domestic consultants and
think tanks. The aggressive 2020 goal sits atop the
four major pillars of the draft scheme, which include:

1. Improving public health;

2. Enhancing the medical insurance and welfare
system;

3. Improving hospital quality and efficiency through
enhanced management and oversight; and

4. Improving basic medical services.

The above proposal has been issued as a draft for
comment. Key stakeholders and contributors to the
reform process include AmCham member companies
that service and support medical services in China,
such as pharmaceutical companies, device providers
and investors in healthcare services. For this reason,
AmCham enthusiastically supports these goals and
would like to raise the following issues that directly
relate to the industry, as they may become barriers to
achieving the stated goals.

Specific Issues

Technology and Innovation

Achieving the goals of the proposed reform agenda
will require more government investment and
training of personnel, particularly in the areas of
primary care and management. It will also require
innovative technology, products and processes.
We believe that the government should take full
advantage of available innovations in technology.

Efficient Product Registration Processes
The primary responsibility of the State Food and

Drug Administration (SFDA) is to control market
entry for medical products. There is currently a

backlog of thousands of new product registration
applications and renewal applications, some of
which have been delayed for more than a year. In the
worst cases, the registration approval process takes
three times as long as the SFDA sets forth in its own
registration-review schedule.

We understand that recent worldwide focus on
product quality has consumed the attention of this
agency, further delaying the product registration
process. The U.S. Food and Drug Administration
(FDA) recently signed a Memorandum of
Understanding with the SFDA, which includes the
deployment of FDA inspectors to help ensure the
safety of Chinese food, drug and device exports. It
would be productive to consider using FDA experts to
help expedite U.S. product registration applications
at the SFDA.

In late 2007, the SFDA published draft regulations
for the Management and Supervision of Medical
Devices. AmCham appreciates the open manner in
which the SFDA solicited comments on the draft
from all constituencies and looks forward to further
discussions with the SFDA after the revised draft
has been circulated. We hope it will include ways
to improve the efficiency of the registration and
supervision process.

The SFDA should also work with other government
agencies under the umbrella of the State Council to
eliminate redundant multiple licensing of the same
medical products. One competent authority should
administer one license that would encompass all
requirements for importation and sales of medical
products in China.

We urge:

1. Better efficiency in the registration process.
Authorities should develop a clearly mandated
timeframe for the testing, document review and
approval process, supported with a sufficient
number of review personnel who are adequately
trained for their jobs.

2. More simplicity in the re-registration and change-
of-registration processes. The government should
consider adopting a simple notification process
for re-registration and a change in the application
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for relatively small adjustments in product
offerings.

3. The consideration of the use of quality
management systems as opposed to type testing
for products. Type testing slows the process and
is not as reliable in ensuring product safety and
quality as using the quality management systems
approach.

4. Removing differentially restrictive requirements
for imported products. Restrictions that should
be removed include the limitation of ports eligible
to receive imported medical devices; extra testing
and inspections; and the need to show original
registration documentation at the port of arrival.

5. Ensuring the confidentiality of documentation
and other product design criteria.

6. Considering the use of U.S. FDA personnel at the
SFDA to help explain and expedite registration
applications for U.S. products that already have
FDA approval.

Other detailed comments on the proposed draft
regulation have been submitted to the SFDA and are
available upon request.

Reducing the High Cost of Healthcare

The quest to reduce the high cost of healthcare is a
global concern. It is especially acute in China, where
healthcare costs have been increasing at record rates.
The National Development and Reform Commission
(NDRC), as well as certain municipal governments,
have been exploring ways to reduce the high price of
healthcare. However, when reviewing approaches
to cost-reduction, it is important to take a long-term
view, looking not only at the cost of single services
or individual devices, but also at the efficiency of the
overall approach.

There are times when technologies that may be more
expensive in the short-term can lead to longer term
efficiencies and a reduction in overall healthcare
costs. Therefore, we strongly urge against a simplistic
approach of product price controls. The goals of cost
control could be better achieved by focusing instead
on reimbursement levels.

A well thought-out system that encourages healthcare
supplier efficiencies through managing government
or third-party payer reimbursements would have
significant advantages. It would encourage overall
system efficiencies, while leaving flexibility for
consumers who want to supplement reimbursement
levels so they can access extra services. This would

make for a more efficient overall system with tailored
service options that can meet the needs of various
segments of society.

Recently, the NDRC issued a draft regulation on
markups of medical devices, with the objective of
lowering the cost of healthcare and reducing the
level of corruption in the supply chain. These are
worthy objectives that AmCham supports. However,
as drafted, these regulations require manufacturers
to provide the NDRC with a large volume of detailed
pricing information, some of which is typically
confidential business information.

AmCham recognizes that public transparency
is necessary to achieve the above goals, but
such transparency should not include normally
confidential information. In addition, we urge the
NDRC to make sure the regulations allow for a level
playing field between domestic industry and foreign
companies (importers). AmCham maintains that
markups of imported goods should be measured
starting from an importer’s first sale price in China
(no matter whether the importer is a distribution
subsidiary of an offshore manufacturer or its
appointed national distributor). This first on-sale-in-
China price would be most analogous to the domestic
manufacturer’s ex-factory price. We also urge the
NDRC to consider longer term solutions to reducing
healthcare costs.

Fair and Transparent Tendering Process

Tendering is widely used as an approach to assure
good purchase practices for medical equipment,
devices and pharmaceuticals. To be effective,
however, it is essential that the tendering process be
fair and transparent. Each tender should be specific
to a defined purchase and should represent an
assured purchase quantity. Open-ended tenders with
no guarantee of purchase quantity make it difficult
for manufacturers to offer the most aggressive pricing
and, under current practices, there are no assurances
that actual purchasers will make timely payments.
In addition, there are minimal consequences to
selection committees should they not choose the
optimum technology for the user. We firmly believe
that tendering based only on lowest price will never
yield optimum results for the system.

Encouraging Private Investment to Supplement the
Government’s Investment in Healthcare Delivery

Currently, investment in Medical Service
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Establishments is considered a restricted category
according to the Foreign Investment Catalogue. This
means private investors in healthcare services receive
none of the incentives available to investors in other
encouraged areas of high technologies, despite
the fact that they may bring benefits to society.
These incentives include income and business tax
reductions, duty exemptions on imported equipment,
the right to a wholly foreign-owned investment
(now limited to 70 percent foreign ownership) and
the right to expand in response to market demand
without needing re-approval at central levels.

Some of the benefits that private investment in
healthcare would bring include:

1. Allowing the government to focus on basic care to
the broadest number of people, while encouraging
private investment to provide supplementary
services not available in the public system;

2. Allowing for early adoption of innovative
healthcare delivery models in pilot and
demonstration programs that the government
could consider for future adoption after limited
trials; and

3. Facilitating contributions from socially
responsible private investors to public health,
education and emergency response, as well as
charity care.

The Need for Commercial Health Insurance

Most important to the encouragement of private
investment in healthcare would be the development
of a robust commercial health insurance industry.
Employers and individuals should be allowed
to buy private health insurance to supplement
the Government’s Basic Medical Insurance
reimbursement. The government’s reimbursement
should reflect a universally guaranteed basic level of
service available in the public system, but also allow
for additional levels of service from private providers.
The portion of prices exceeding the government
reimbursement rate would be payable by private
insurers or by individuals out of pocket, should they
choose to seek private providers. ]

Recommendations

» Encourage the introduction and use of
innovative products and processes to reduce
the cost of healthcare and improve results.

Improve product safety and reliability by
relying on quality management systems rather
than type testing for product registration.
Eliminate redundant licensing requirements
by different government agencies.

Simplify the product re-registration and
registration change processes. Require “filing”
rather than complete registration process.

Do not require differential registration
processes for foreign companies.

Consider collaboration with U.S. FDA to
expedite product registration applications.
Do not limit the ports available for
importation of medical equipment and
devices.

NDRC price reporting should equate first
on-sale prices in China by importers to the
ex-factory price of domestic manufacturers
and should not require the submission of
confidential business information.

Private healthcare enterprises should be
included in the “Encouraged Investment” list
of the NDRC’s Investment Catalogue and be
given preferential tax incentives.
Commercial health insurance should be
encouraged and allowed to supplement
reimbursement by social health insurance.
This type of supplemental insurance should
be portable for patients to use at institutions
of their choice.
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Information and Communications Technology

hina’s Information and Communications
‘ Technology (ICT) market is now among the
world’s largest, with its fast growth expected to
continue in the near term. The industry has become

a significant and essential contributor to China’s
economic development.

Now that China’s basic telecom networks and IT
infrastructure are largely in place, the next stage of
the industry’s development is to focus on promoting
value-added ICT services and an environment that
fosters and protects the innovations involved in
creating those products. Value-added ICT services
(including Protocol-Virtual Private Network and
Voice over Internet Protocol) enable enterprise
productivity and the creation of high value-added
service industries. The innovation of ICT is essential
to the continued development of these industries.

To achieve these goals, China’s ICT industry must
overcome the following four challenges:

Highly Restricted ICT Value-added Services (VAS)
Market Monopolized by Incumbent Carriers

As international markets have shown, incumbent
basic network operators, because of their sheer size,
are generally not VAS innovation drivers. Rather,
the incumbent operators best play the role of
“enablers” who provide basic network and platform
infrastructure upon which smaller, more nimble
players—including vendors, independent software
vendors, systems integrators and internet content
providers—then develop and deploy innovative VAS.
As a result, ensuring market access so that these
smaller players can offer VAS on an incumbent
carrier’s network is essential to future market
development, service innovation and for consumers
to realize the full benefits of the substantial
infrastructure network investments China has made.

Opagque Process for Setting Technology Standards
that is Non-market Driven and Impedes Efficient
Investment

Experience in China and other markets demonstrates
the benefits of allowing standards to be driven
by the market and adopted under global norms.
Ultimately, this process creates an environment

that fosters high-tech companies and innovation,
and drives economies of scale in the ICT industry.
Leading Chinese technology firms already export
products built to global standards, contribute
substantially in global standard-setting bodies and
innovate in the development of new technologies.
The success these companies have achieved shows
how China can benefit from an open and transparent
standard setting process at home and participation
in global standard-setting initiatives abroad. Chinese
consumers of technology, including end-users,
enterprises and the government, also benefit from
lower costs and access to the most advanced products
when China adopts global standards.

Continuing Substantial Infringement of Intellectual
Assets Destroys Innovation Value

Protecting intellectual property is a fundamental
prerequisite to the healthy development of the ICT
industry. For foreign firms to place research and
development (R&D) functions in China and for
Chinese firms to invest in innovation, they must be
assured that the intellectual property they develop
will be protected. The opportunity cost of failing
to protect intellectual property is lost R&D jobs,
reduced investment in high-tech industries by both
foreign and Chinese players, and lost innovation
opportunities.

Government Protected Market Distorts
Competition and Impedes Informatization of the
State Sector

Innovation thrives on competition. Barriers to
market access or restrictions on purchasing by
government, state-owned companies, or industry and
consumers at large, reduces the incentive to innovate,
raises costs for both foreign and Chinese producers,
and limits access to and effective utilization of the
most advanced high-tech products by China’s key
institutions, agencies and companies.

Unresolved, these four challenges will undermine
China’s innovation and “informatization” aspirations.

AmCham commends China’s leadership
for correctly identifying the importance of
innovation in the information industry to overall

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



= 3SE A
ERSBMEAR
UM eSS 2 R 5818 - SN DAEPSSTRE
HA (ICT) W25, HitLiZtigy
U5 PR P o & SR B2k . (5 Bl IR AR
el L2 A B rh E 2895 R R ST 3R

LR, r ] AR 2 il rl £ 190 255 AT T e ik 1 e 2 A A e
B, ARk B e Jeeks T AR h AR AE Bl IR B A IR
FHE 55, FRAEF= s IF R A8 B AR A
AFTE S RAFRIIAEE . 15 B0l TR AR R 55 A S (Dl
% (RGP —REAL L FIMZFITPHIE %) wTLAHTBY
el R, s E IR S R R R, (5
S IBTREA B BIE IR 55 ML R 2k Je J o

7RI A b, b E RS Bl TR A= A2 4
FEAFULT VY35 B «

IHE BB IR AR S EEWL S T HRET S, m
BT FHEISEERFTZER.

| bR T 1 DL BT R R 2% 0 £ Sz i T
HA 0 LIRS, — R AN RE B A G138 18 15 1 (k.
S E . ERiaEmEEES “MTET AE
AR R W 2% A0 & R il 5 e, it R i
F/hAll, BRI AR AR IF R m (R shoar ik
IR . RIS B AR GETT K w AT EL IR ] PR 75 e {3
i) JF RN A R AE S QR 55 . RIBE, PRIET
YyF i, /N A T S iEE R R A 2% LT R
HUIE I 55, X Tl S A ok 19 & J IR 55 oMb ) 81
WL ARSI PRI, LA o [ R 2%
TR AR e T T ) LR BB 7 A B K A

RiLBEXLEN, BIBULTEXHBEE AK
REERIISEIPHRZERE, THETGHHES
fE, RET RT3 0.

Hh RO A A T S R W, N T S AR [
B BLYE P iR A bR 2 7 A 1 % ai A Y EL B 2T
DLE S H— /A FI T3 & d B 2wl e s
ARG, HE D (5 B TR A USRI 22355 1) &
J&. W EFERE AR R DR I E b b
A PRI BT E PR AR I E AL TR T R
TUHK, MR SR B AR T7 T AT G158, 3 2524 ]

Sy I pRIALE
ERSBILEA

WA DR NI OIS Wl bR 5o S B
PAR 2 5 [ bRt e id 3 A 2 T i Ho
] SR JH [l B, 7 6 b O LA BT B3,
FEL AP A FNBORF R RAS . B AR ™ i
HhEk A .

MR =R I ERIE, BT eIFBIN1E

155 BT TR A 7 M P fie B 5 JR v e 26 1% iR AR
HIERA . AN 2y BRI A ll 55 e o ] 3 LA e v
| 24 W AE ST BT LIy, Al AT U0 15 BT R R
FRPBUCR 2 B R An R AR RE R AF S iR = AL,
Pt R AL A K AR & TARRL D,
ML B L A B L, BIETHLS
%o

BFFRIPTRIATAHEL TR, 6T BATERIT
IS BIL#TE

TEAHESN BT . SR ABCE R, FRAEIBUF AN
Bl 23 WIRRIE AT, R — A7 L F09H 3 3 O
FATA, ABUECIRT B Ty, HE b SR i Y
BAS, T HL N b E LA ERIAN 2wl AR A
SeRE R R ah R IMEAA ORI .

A UL PR A B, E B ARG 5 R
ft” % hflise .

Hh SE R S B R D BT E AR B, B R Tl
JE R KT T R R R, E AT
WAL Ay v BB R R T S A e el B A 2w
SRR JRAISCHEEN T . X — R B QTR+
SIS E L, AW E BRAR Sl it — &
G R AR et s R B R 22 55 i 8, E
SRARERATBIFTRE D . Hh LR £ 202040 5 B Q1T T 41
ZWBEAR, S T B T BN I SCANE
VS IR, L BORHIERTS Jr, PR BRI T
W5a4e, A Al REST BIFTHIR SIS .

HER S ORI, B R BRIt SRRk sk

br LA R EIEA TSR Fs s mmnsiE e E
TR AR =ML A B ER A i BEBE ] . A TR Ak £

2008 HEH HEXERS - LEXERR - CREXEHS

225



Industry Issues

Information and Communications Technology

226

industrial advancement and economic growth.
“Informatization” is seen as a key driver of
sustainable development for Chinese enterprises
and society, as well as a key component of efficient
government. These themes are essential to both the
Indigenous Innovation and the Harmonious Society
programs. We welcome China’s drive to further
encourage investments in R&D and other high value-
added economic activities, thereby enhancing global
innovation capacity. China’s goal of establishing
an innovative society by 2020 has raised concerns
around the meaning and application of “indigenous
innovation.” Certain policy and regulatory efforts
have the potential to impact innovation adversely by
inhibiting market competition.

AmCham is concerned that the Indigenous
Innovation and Harmonious Society programs are
not being embraced in practice by the state-owned,
incumbent telecom operators and regulatory bodies
responsible for the ICT industry. There is growing
concern that the campaign to promote “indigenous
innovation” is being applied to industrial policies
and measures that systematically favor products and
services of Chinese companies over those of foreign
invested companies. This preference can be seen in
a number of areas ranging from the development
of national standards and conformity assessment
to competition policy and local favoritism in
government procurement.

Telecom value-added services provide a case in
point. Now, over six years after WTO accession,
the telecom and information VAS markets are
technically open but in practice remain tightly
closed. As evidenced by the long-awaited Telecom
Law, supporting regulations that would enable and
encourage telecom and IT investment, competition
and innovation at the service-level have not been
forthcoming. Legacy policies and regulations are
opaque and fragmented, and remain oriented
toward limiting services competition and protecting
the monopoly positions and revenues of state-owned
basic network owners. For all intents and purposes,
to date reform has been slow and foreign investment
(with the exception of pure financial investments via
small portfolio shareholdings in listed companies)
has been minimal.

The inability of both foreign and private Chinese
companies to access the market stifles service
innovation and has resulted in an unhealthy level
of price competition as price is the only mechanism
businesses have to try to win market share. Despite

the fact that the number of operators is few (two
mobile and two fixed) and basic penetration rates
still have much room to grow, the price wars among
the players are among the most intense anywhere.
Although price reductions are generally good
for consumers, rampant price wars are not. The
ongoing price wars and the growing competitive and
profitability imbalance of the incumbent players, are
evidence that the industry is failing to innovate and
define competitive advantages along dimensions of
innovation rather than price.

This legacy of inertia in the ICT industry has caused a
number of negative results including:

« Constrained availability of critical enterprise
information services and consumer value-added
services;

« Investment delays and fragmented implementation
of next-generation networks and systems;

« Lost entrepreneurial activity and R&D investment
in technology-based products and information
services; and

» Unhealthy price competition and declining
industry profitability that encourages protectionist
behaviors, disrespect for innovation and IP assets,
and copy-cat behavior in product development.

These negative impacts are hurting both foreign
and private domestic players in China’s information
industry. More importantly, they are hurting Chinese
businesses and consumers who would benefit
from vibrant and robust ICT products and services
to improve their competitiveness and personal
livelihoods.

Bold liberalization of the ICT value-added service
markets is one key measure that government
authorities should undertake in order to overcome
the established inertia of the industry and stimulate
service- and product-level innovation by both
incumbent players and new entrants.

Specific Recommendations for the IT
Sector

Market Access Carriers in ICT Value-Added
Services

« Substantially expand the set of permissible value-
added services in order to enable genuine and
spirited foreign and private participation in the
telecom and information value-added services
sectors. International IP of Virtual Private Network
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(VPN) services should be among the permissible

VAS.
« Use negative syntax to define the permissible
services so that definitions are explicitly clear and
understandable to all. For example, “Any service
other than basic network access and transmission
services is considered a ‘Value-Added Service.”
Raise the foreign equity cap in VAS Foreign
Investment in Telecommunications Enterprises
(FITE) sufficiently so as to permit control
and reduce organizational and operational
complexity—ideally to 100 percent, as is the norm
globally.
Reduce or eliminate the capitalization
requirements for FITEs.
Enact a clear and comprehensive set of pricing and
provisioning rules that are in line with international
norms for assuring timely and equitable wholesale
access by licensed FITEs to critical telecom access
and transmission network facilities they need to
enable their value-added services.
Distinguish between sensitive and non-sensitive
value-added services and define control procedures
for sensitive value-added services; permit wider
operations scope for non-sensitive services.

Rationale — A robust ICT value-added services
market is critical to long-term market development,
the success of China’s operations hub and off-
shoring/outsourcing programs, service innovation,
enterprise productivity and the healthy development
of the new media industry.

Lack of Transparency and Delays in Licensing New
ICT Services

- Establish a transparent system applicable to the
licensing of all new technologies to ensure the
fairness of the process and the ability of companies

« Provide carriers with full service licenses for fixed
and mobile services in line with global trends and
service integration.

Rationale - Transparent and systematic

licensing processes are essential for smooth market
operations and efficient investment decisions by
market players. Lack of clarity and confusion over
the future of standards creates increased risk of

planning mistakes and irrational and/or misguided

investments.

Lack of Transparency, Delays and Unhealthy
Bureaucratic Intervention in Processes for
Technical Standards Development

» Let markets decide the outcome on standards
issues. China has a healthy innovation engine with
many companies and institutions attempting to
create standards across all types of ICT products.
Left to themselves, domestic standards bearers are
sure to emerge as the sector evolves. Bureaucratic
involvement in the standards environment is
preventing both domestic and international
players from creating optimal standards for the
Chinese market.

Participate actively in international standards-
setting bodies.

Adopt international standards to the greatest
extent possible.

Embrace openness in developing IT standards.
Openness allows any interested party to contribute
to proposals and thereby make it possible to base
decisions on a near consensus.

Ensure that the standards-setting process in China
is transparent, allowing for non-discriminatory
public consultation of all stakeholders so that
foreign and domestic players can participate.

and consumers to provide input.

Streamline the bureaucracy and reduce the
number of agencies involved in licensing new
technologies in order to ensure that innovation is
not hampered by bureaucratic inertia or infighting
between agencies.

Release third generation (3G) licenses for multiple
technologies and multiple carriers without delay
and establish policies that are fair to all market
players in terms of spectrum allocation and market
access.

Make 3G spectrum allocation technology-
neutral to generate more competition and service
innovation, and to allow the market to drive
technology evolution.

Rationale - Nationally mandated standards
rarely succeed in the market. China boasts a large
number of institutions and companies capable of
generating viable standards as long as market
forces and industry associations are allowed to
work properly (free of bureaucratic involvement)
and international standards bodies are used
appropriately.

Ineffective Enforcement of IPR

« Improve intellectual property protection
enforcement.

 Support local authorities in enforcing intellectual
property protections to the full extent of the law.
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« Ensure products that infringe on designs of other
companies are not issued official-type approvals.
 Address the under-licensing of software by private

and state-owned enterprises.

Rationale — Continued, healthy development of
the ICT industry in China depends on improved
enforcement of IPR protections. Consistent and
rigorous enforcement of IPR protection is good for
both innovative Chinese and foreign companies.

Implicit Government Procurement Practices for IT
Products that are Anti-competitive and Unfair to
Foreign Vendors

« The Chinese government should recognize Foreign
Invested Enterprise (FIE) contributions as an
integral part of the Chinese economy including the
national treatment of FIE products and services
sold on the local market.

China’s self-reliant innovation policy should be
transparent and should not be used to restrict
market access or keep foreign companies out of
government procurement.

Winners of procurement bids should be market-
and merit-based, on technologically neutral and
overall best value terms, rather than based on
other considerations.

« There should be no national content requirements.

Rationale - Fair government procurement
practices ensure that the government receives the
best possible technology at the lowest possible price
and increases competition and the incentive for all
market players to innovate. [
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Legal Services

by AmCham member companies in China

are related to the Chinese legal system. The
issues outlined in AmCham’s annual China business
climate survey include unclear regulations,
inconsistent regulatory interpretations and a lack
of transparency. The systemic changes required
to tackle these broad-reaching issues can only
come about with the dedicated involvement of a
vibrant, professional and experienced community
of legislators, regulators, judges, public and
private legal practitioners and academics. Foreign
lawyers have long participated in this community
and continue to seek opportunities for greater
cooperation. Their involvement can provide
international expertise that can only serve to add
voices to the discussion of experts.

Three of the top five business challenges cited

Specific Issues

Role in Regulatory Development

The year 2007 was an important one for the legal
community in China, punctuated by the issuance of
several long-awaited pieces of legislation, including
the Labor Contract Law and the Antimonopoly
Law. Members of the foreign legal community
were pleased to be included in working groups and
comment teams for both of these laws, and continue
to welcome the opportunity to participate in the
drafting of implementing rules and measures. Timely
publication of draft legislation, as well as sufficient
notice regarding comment periods, would facilitate
such efforts.

Scope of Participation

Chinese companies are increasingly feeling
the impact of foreign regulatory standards and
intellectual property regimes on their businesses.
This trend will only deepen as more Chinese
companies look outside of the country for growth and
expanded opportunities. With regard to cross-border
dealings, foreign lawyers in China have proven to be
an invaluable resource for Chinese companies and
local lawyers alike. Foreign lawyers in China provide
strong support for Chinese companies looking to
expand and raise financing outside China. They do
this by tapping into global legal networks, leveraging

experience in other jurisdictions and providing
comparative analysis.

However, the true potential benefit of this resource
pool and cooperation between local lawyers
and the foreign legal community is hindered by
limitations faced by foreign firms on hiring and
defining the scope of their practice in China.
Current regulations permit foreign law firms to
employ Chinese staff, however, they require that
such employment take the form of a secondment
from one of the permitted employment agencies. In
addition, regulations require that Chinese nationals
holding licenses to practice law must suspend such
licenses for the duration of employment with the
foreign firm.

These restrictions discourage Chinese lawyers
from joining foreign firms, effectively closing off
an important source of training and professional
development that would be beneficial to the growing
legal profession in the PRC. The inability to form
partnerships or other types of dedicated cooperative
relationships also limits the growth of domestic
firms and their ability to develop wider skill sets,
particularly those suited to cross-border dealings.

In terms of scope of practice, foreign firms
may provide “information on the impact of the
Chinese legal environment,” as per China’s WTO
commitments, but are prohibited from issuing
“specific opinions or assessments on the application
of Chinese law” when furnishing information on
the Chinese legal environment. These practice
restrictions create ambiguity as to what foreign
lawyers can and cannot do, and unnecessarily
bifurcate the foreign and local legal community in a
way that is often fractious and detrimental to client
requirements.

AmCham would welcome a renewed dialogue with
Chinese authorities, including the Ministry of Justice,
on the further liberalization of the market so that
lawyers, both foreign and Chinese, can serve the full
complement of client needs both within and outside
of China. Such liberalization would be in line with the
growing trend toward internationalization of the legal
profession.
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Dispute Resolution

Under applicable regulations, foreign lawyers are
not permitted to present opinions on the application
of Chinese laws in arbitration activities. This
provision is inconsistent with the basic principles
of international arbitration procedures. In nearly
all major jurisdictions, the parties to arbitrations
are free to select their advocates without regard to
geographical limitation about where they can practice
law.

Moreover, attempted restrictions on access to
representation by U.S. and international law
firms in arbitration proceedings encourages most
multinational firms to insist on arbitration outside of
China. This negatively affects the China International
Economic and Trade Arbitration Commission’s
reputation and China’s development as a world-class
international arbitration center.

At the end of 2007, the Shanghai Arbitration
Commission launched a Financial Arbitration Centre
to handle banking and finance-related commercial
disputes, as part of Shanghai’s larger goal of being a
world-class financial capital. The commission named
14 foreign citizens resident in Shanghai as arbitrators.
This actually contradicted the aforementioned rules,
so these foreigners would not be allowed to represent
clients in such an arbitration proceeding. The aim
of developing Shanghai into a financial dispute
resolution center is undercut by these post-WTO
restrictions and also sends a message to overseas
companies that the playing field is not level in China.

Foreign law firms are also banned from completing
“registration, amendment, application, filing, and
other procedures with Chinese government agencies.”
In almost no other jurisdiction would these activities
be regulated as the practice of law. Indeed, even in
China, any Chinese or foreign citizen may handle
these matters when authorized by a party. Moreover,
the term “and other procedures” is so open-ended
that it could bar foreign lawyers from any contact
with a Chinese government agency, depriving
companies of the right to have such contacts handled
by their preferred advisors.

Personnel

China continues to limit foreign legal firms from
selecting their representatives and office staff. Law
firms are complex enterprises that employ a variety
of skilled professionals whose jobs do not always

require admission to the bar. Indeed, foreign law
firms in China often need to employ professional
translators and interpreters, experienced paralegals,
information technology managers and even law firm
management specialists. These skills, especially in
the specialized form required by law firms, are not
always readily available in China.

The ability of foreign law firms to hire non-legal
foreign staff is currently very restricted. Registered
foreign firms should be free to employ foreign
nationals according to their needs and judgment
regardless of the seniority of the employee. Further
provisions must be made to permit skilled personnel,
in addition to members of the bar, to obtain the
visas and work permits necessary to be employed as
permanent resident employees of the representative
offices of registered foreign law firms.

Heads of Offices

Regulations require foreign law firms that establish
representative offices in multiple cities to assign
a different partner to head each office. This rule
imposes an unreasonable burden on foreign law
firms and, contrary to the WTO’s General Agreement
on Trade in Services, creates a barrier to trade in
providing legal services. Allowing a single partner
to assume responsibility for multiple offices would
satisfy the legitimate concerns of Chinese authorities
regarding competence and quality of service.

This has a longer-term detrimental effect on the
market in that it increases the cost of operating in
China and is likely to decrease the diversity of foreign
law firms that incorporate domestically. Specifically,
increased operating costs deter new firms from
entering the market and force existing firms with
small- or medium-sized practices to either invest
significantly in China or close down operations in
the country. Further, where it is an objective to
encourage foreign law firms to expand into secondary
cities to facilitate foreign investment, the cost of
redundant office heads is likely to discourage such
expansion since the benefits of building a practice in
new cities may only be realized in the long-term.

Summary

As confirmed by AmCham member companies in
the most recent China business climate survey,
the most critical issues facing companies today
in China relate heavily to the arena of the law;
namely unclear regulations, inconsistent regulatory

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



20074EK, R fhEZ IS oL T Rl ih#bE, %
VAL PR AT ML AT ol AH S R 4. e A
Bl LilE A A — R .G . bR A
R LAGLAE P AR EMER R, BT 5
AR E AR, SR BR_baX SRS A DU A R AR
FHAE PHERC PR T BE . X 26 J5 WTOR )
FIBR AR 1R b 4T 18 A 4 il 4 B e bR E
e, [RIRFHL ) SN E 23 W2 B v A 2 BT JE i A2 R —
TG LER.

Besh, SMEAE S e AR RERBEN R E
BOFLOCIR R IE . R, B, &R TELULRE
e FLE" o LT A H M R TEE ORI LR S R
ik AE AT . Kbr b, AMERAERE, H
SERAF—TTHTINAT, ARAAT T [ 23 RSO R N A AT
DICHRIX g5, [iRt,  “DARHAbTE" X —%
Wi gz, R T AME AN E B LE AR (T
IOk N TR S (oK A B L
55 v B R R TREA TR A A BRI

AE

rh [l (7 SR R A S0 A Uil =55 B 1 A7 AR A T
TEN B, AT 55 BT N\ 53 AL AR S 2, RS0
HEFAEEREN Lk N, IR 2 e 2k
UiiphOll PF AT, Sbr b, FEARS BE A 55 B R AR T
LRE LB EM DR AmBE, FE
BAREH R, EEEMRINESFERNLA . e
o E AR AR R MR B 28 N, L HE A = 55 B i
THEIANA

FURT, SMEEARn 5 rig ik i L A TR N
GI 2 B — s BRI, B IR SN AR T = 55 Pt ¥ 24
AT DARSE G2 A AT A TS SME TR N B, T
AP 5 Tt DR, B T SOl Am Ak, b E G
WU AE R — 2 IR TCVF IR TS S FE N A RES B A4
LR ZEUEA TRV, fEE AT DLEZ I, 1EAE
RRACTEMAI ST LT 55 By (AL A H G e 1

RELLTITA

MRYEARSCHLAE , 7E 23l B L ARAL A S AL
H 55 P LA E A R A IS A R IR
B X —HUE AN AN Bk T A A LY £
1, (R A TR S SRR (RS 515 Bt
EY SRS T S IR E TR, T ARtk

EARAT L 5]
HERS

AR EANREE TAE, £—E R LR REusH
i LA 5 280 T et T A il 35 RE o A 95 I i
HIE

IX —PE I 206 T Sy RS A AR FIRZ R, B
ST 55 TR SR B B A, 2k T RS AR
SEONG AR S BTN PR VE R . Bk, B
B A N2 LR BT R AU = 55 pr it E W
T B B /NI 55 B &, b1 240
REEBAN, SEARALILERL S, I, B
‘i e B Sl M BT TR A 55 4 R 3 R T DA e Bh A1
B, R THRESTBIESFEL NN, K
BEIE A RENR T X 2e Yk TR, BRA BT T ke ar
AR AL AR N ARAE SR A o

it

AE 40 SERE 2 K B3 24 IR A4 v I R I BE 2
A TR SR — A4, AnA FE A gl i 1 s ) 51 £
JEIERT AR KRR B L35 R ATk, B AN W]
W, MR R BBV T SR RX L
ROERE, —A TG DI 2 T iLik At ko A
b KIILOE, SMERIMCZBmZ 5, @
7 B2 v [E| BJRF REAE T 0 Ptk v B AN 3SR 5 T
FOBR A, AT {3 3% A~ 2 TC AL R AL PR REAE A v (]

O SRS BRI TR .
&2

o ARZENT EUELEE SINE AT £E N D75 RE (sl S
IR BRI, FFEITHE T,
o FESME AT ELAE w7 BB AE A Y A ST
") Z IR e i S BRI ) FR o — ekt

o

o JLVFSIEFAA Hh AL 2 [A] SR BUHT Y & VR A
e

o X HE T CRICTE M A S B AT =55 Py
FRIAE T R L B Al

2008 HEH HEXERS - LEXERR - CREXEHS

235



Industry Issues
Legal Services

interpretations and lack of transparency. Tackling
these systemic problems necessarily requires a
vibrant and diverse legal community. Foreign
lawyers have long been active in this regard and
are hopeful that certain restrictions on practice
scope and hiring will be loosened so as to permit an
integrated legal community the means of making an
even more significant and positive impact on China’s
development. ]

Recommendations

» Continue to invite the legal community,
including foreign lawyers, to provide
comments and comparative analysis on draft
legislation.

» Renew the dialogue amongst foreign lawyers
and the Chinese authorities, including the
Ministry of Justice, regarding liberalization of
the legal market.

» Permit new cooperative structures among
foreign and local lawyers.

» Loosen practice restrictions on lawyers
working for foreign registered law firms.
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Media and Entertainment

Olympic Games, AmCham recommends that the

Chinese Government increase its efforts to adhere
to a set of principles for ensuring open Olympic
media access. We respectfully offer a framework for
these principles below, building on the publicly stated
positions of Chinese officials as we understand them.
Moreover, we hope that the same spirit will continue
to govern the future course of regulation of the media
sector in China.

In the spirit of cooperation that characterizes the

Proposed Principles of Open Olympic
Media Access

« In the spirit of international friendship, peace and
harmony, the Beijing Organizing Committee for
the Games of the XXIX Olympiad (BOCOG) and
related departments of government at both the
central and municipal level should pledge to create
and maintain an open environment for media
activities during the 2008 Games.

The true meaning of a “high-tech Olympics” is one
in which the potential of advanced technologies
is maximized to create an objective and balanced
presentation of all of the activities taking place
surrounding the Games, unburdened by onerous
controls and restrictions.

In the words of Premier Wen Jiabao, the “complete
freedom to report” is consistent with the positive
message of the international Olympic movement
and the widely shared goal of providing an
objective and balanced understanding to the world
of what is happening in China.

The positive message of “One World, One Dream”
requires that athletes, officials, spectators and the
media all have full participation and enjoyment of
the Games so that the Beijing Olympics can be a
true spectacle for the global audience.

Both BOCOG and the Ministry of Foreign Affairs
have been helpful and constructive in living up to
the Olympic spirit. Unfortunately, in some cases
other departments have not fully respected China’s
commitments during the Olympic period. In Beijing
and elsewhere, reporters have been harassed while
trying to work and authorities have closed some
areas citing vague security concerns. In other areas,
our members believe that media regulations have
become tighter and less transparent. We note that

imported films and entertainment performances
have been significantly curtailed in this Olympic year.
New regulations restricting online video creation and
distribution also represent a backward step for media
in China. Regulations from the State Administration
of Foreign Exchange limiting the use of offshore
Special Purpose Companies, though not aimed only
at the media sector, have had an important chill
effect on innovation by making it more risky for
international funds to invest.

Generally, the last few years have seen a proliferation
of China’s media outlets but no significant market
liberalization, limiting the potential of what
numerous government officials have called a vital
pillar of the economy. In the absence of clear
regulatory frameworks, rapid growth has also
brought corruption, unfair competitive practices and
a lethal over-capacity that makes it very hard for new
market entrants to survive. In many instances, these
distortions persist because regulators themselves
remain deeply involved in the conduct of business in
an apparent conflict of interest.

AmCham suggests that the critical missing ingredient
for a healthy 2008 Olympics, as well as sustained
market growth, is the active involvement of a neutral
regulator. We believe that some simple measures
would greatly strengthen the industry:

« Improve the transparency of the regulatory
process and take measures to ensure that
regulations are consistent with China’s World
Trade Organization (WTO) commitments. The
government should allow foreign companies to
comment on draft regulations and they should
remove ambiguity, wherever possible, about the
rights and responsibilities of overseas investors.
Promptly issue laws and regulations that have
been pending, in some cases for decades, and
clarify regulatory authority over the media sector,
especially by sharpening lines now blurred
between the Ministry of Information Industry
(MII) and the State Administration of Radio,
Film and Television (SARFT), as well as the other
agencies.

Ensure that regulatory agencies do not also
compete in the industries they regulate. Xinhua is
a prime example of this in the current market.
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e Improve market access for foreign-invested
firms as a way of reducing intellectual property
infringement. This is especially important in the
distribution of legitimate DVDs and CDs; large,
law-abiding retailers are ineligible for licenses
to retail legitimate products, while the illegal
channels proliferate.

Since last year, notable developments in media and
entertainment have taken place, including:

« New trial regulations greatly expanded the
independence of foreign news reporters.

+ National and local governments invested in new,
world-class sports, cultural and entertainment
venues, which soon will need to be filled with
performances and competitions.

» Thousands of websites with user-generated
content emerged and are operating successfully.

+ New media formats, like liquid crystal display
(LCD) advertising, are thriving.

However:

 Xinhua remains both an industry regulator and
monopolist distributor in news and financial
information, and at the same time has attempted
to use its position as regulator to extract
proprietary commercial information from
domestic competitors in developing its own new
products and services.

AmCham’s recommendation from last year’s White
Paper that the General Administration of Press
and Publications (GAPP) abolish its rule allowing
almost blanket “republishing” of copyrighted
material still has not been implemented. This
remains a serious impediment to the growth of
online media in particular.

Foreign equity caps in telecom value-added
services, new media and live entertainment remain
in place and are not healthy for the industry.
Distribution of American films has all but stopped
and more censorship and tightening of content
on TV have impeded market access in content
production.

The Chinese Government has not taken full
advantage of extensive efforts by the U.S.
government to use dialogue and negotiated
settlements to issues of contention pertaining to
various industries, leaving formal legal measures,
such as WTO cases as the only avenue for
resolution. We look forward to continuation of the
Strategic Economic Dialogue process, which had a
promising start in 2007.

Overall, the media and entertainment industry would
benefit from significant efforts by the State Council
to “clean up” existing regulations and regulatory
structures in order to make them consistent with the
current situation of domestic industries, generally
accepted international practices and China’s WTO
commitments. Such efforts could include:

« Accelerating open discussion of the Telecom Law and
its implementation regulations, and promptly moving
the draft through to the National People’s Congress.
Broadening the scope of “value-added services” in
telecommunications and distribution and retailing
services in publications that are open to foreign
investment and issuing clear guidelines for the
approval of such ventures.

Establishing clearer lines of authority among the
MII, SARFT, Ministry of Culture, GAPP, State
Council Office of Information, as well as other
agencies involved with the regulation of media and
entertainment, and clarifying a regulatory drafting
and promulgation process that is transparent and
allows for public comment.

Improving intellectual property protection through
a stronger copyright regime, better regulation of
online content and, above all, improved market
access for legitimate products.

Supporting the issuance of technical standards
directly by industry associations through a
collaborative process with industry and making
standards mandatory only when they have
important public health and safety implications.

News and Financial Services

Issues

1. New Xinhua regulations on news and financial
services information providers are inconsistent
with China’s WTO commitments and Xinhua
continues to use its dual status as competitor
and regulator to control important segments of
domestic markets and to strengthen its own new
product offerings.

2. Violations of intellectual property are rampant,
and enforcement is weak or nonexistent.

Recommendations

» Engage in a consultative process of drafting
new regulations that would create a level
playing field for foreign companies.
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« Eliminate the “cheap republishing rule.”

« Allow foreign news companies to hire Chinese
credentialed reporters.

« Draw clear lines between regulation and
competition in the news services segment,
ending the Xinhua monopoly.

Print Media

Issues

1. Print media companies have created profit
centers (advertising and distribution) and legally
disassociated them from content producing entities.
However, no regulations have emerged to ratify
such emergent business models in the industry.

2. The retail and distribution of books and
periodicals is far behind international standards.
WTO provisions now allow foreign investment
in retail and distribution, yet the administrative
process is too slow in approval and the
regulations remain unclear. To date only a
handful of the hundreds of companies that have
applied to establish foreign-invested retail and
distribution licenses have received approval.

3. Foreign media companies may cooperate
with Chinese magazines through copyright
cooperation, but the rules and regulations for
this copyright cooperation are not clear, and the
process for application and approval is unclear.
It also appears that no applications are currently
being accepted. Clarity around these issues would
help government authorities shape industry
development.

Recommendations

Eliminate classifications of “general” and

“wholesale” distribution licenses, as they

appear to present a de facto barrier for

foreign investment.

» Allow foreign publishers to establish
representative offices in China directly rather
than under their non-publishing subsidiaries.

» Standardize regulations and practices for

copyright royalty reporting at state-owned

publishers.

Accelerate the administrative process for

approving foreign investment in the retail and

distribution of books and periodicals.

« Clarify how foreign publishers may cooperate

with Chinese publishers.

Online Media

Issues

1. Traffic statistics for China’s internet sites have
been so manipulated and misrepresented that
advertisers no longer believe anyone’s numbers
and therefore many will not purchase ads on
smaller niche sites. This is strangling industry
innovation.

2. Copyright theft is rampant and creates a
significant disincentive for new investment.

3. MII has adopted the narrowest possible
interpretation of WTO commitments on value-
added services and, by extension, internet
content providers (ICPs). Applications to
establish foreign-invested ICPs have not been
accepted, and MII has issued confusing notices
about the rights of foreign-invested companies
to engage in contractual relationships with
Chinese ICPs.

4. Heavy investment is being made in video services
and online content, but regulation in this area is
confusing.

Recommendations

Support online auditing through government
neutrality in auditor selection and statements
of support for transparency and metrics-
based advertising models.

Support the development of third-party
companies that serve advertising and compile
user statistics.

Clarify GAPP’s Copyright Center role, and the
legality of linking, framing, pasting text and
other uses of copyrighted content.

Commit to approve at least 20 new ICP
joint ventures in 2008. Expand the scope
of permissible services in the Catalogue
of Classification of Telecommunications
Services, Value Added Telecom and ICP
Services. Increase the foreign equity cap to
100 percent and accept applications.

Provide swift and comprehensive government
clarification of the new regulations limiting
online video to government-controlled
entities.
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Broadcast and Digital Media

Issues

1. The Telecom Law has again been delayed, and
regulation in value-added services, IPTV and the
internet is woefully incomplete and opaque.

2. Market access for film and television has been
hampered by arbitrary quotas, restrictions on
foreign content on television, time restrictions
and other administrative regulations.

3. The rupture of the undersea fiber cable after
the earthquake in Taiwan near the end of 2006
illustrates the need for more international
internet connectivity in China, including north
coast cable landings.

Recommendations

» Issue the Telecom Law without further
delay. Commit to an accelerated timeline
for articulation of detailed regulations and
adopt a consultative process that is open to all
stakeholders. Adopt international norms for
interconnection and access.

» Articulate a clear licensing timeline and
process for 3G and wireless broadband
(WLAN) licensing while adopting a policy of
technology neutrality.

« Specify scopes for participants and clarify
regulatory roles over digital media operations
(including digital cable, PPV, IPTV and DMB).
This includes permitting foreign participation
in operations, reducing restrictions on foreign
content on these channels and articulating
content control guidelines.

» Reduce restrictions on foreign programming
content by increasing cinematic quotas,
reinstating rules permitting the establishment
of co-production joint venture companies and
increasing time limits on maximum daily and
primetime programming.

Live Entertainment

Issues

1. PRC regulations prohibit a foreign venue
management company or foreign performance
company from owning more than 49 percent in
related industries in China.

2. While most countries and cities around the globe
are providing incentives to attract the billions
of dollars in investments by the large venue
and event companies, China makes it difficult
for these companies to build viable businesses
in China by denying them control over the
management or the local operations. =

Recommendations

« Remove equity caps on foreign participation
in sports and entertainment venues and
performance groups.

+ Support the operation and/or privatization
of professional sports leagues to promote the
commercialization and competitiveness of
teams and athletes.
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Pharmaceuticals

mCham recognizes and appreciates the efforts
Agf the Chinese Government to improve the
usiness and investment environment for
innovative industries. However, certain systemic
issues related to insufficient healthcare funding,
drug prescription and dispensing practices, hospital
bidding procedures, government pricing and
reimbursement policies, inadequate protection of
clinical data and pharmaceutical counterfeiting
continue to hamper growth in this sector and do not
serve Chinese patients best interests.

Specific Issues

Healthcare Funding

China contributes a relatively small percentage
of its GDP to healthcare as compared to other
countries of comparable economic development.
The majority of Chinese patients pay a significant
percentage of their healthcare expenses out-
of-pocket. AmCham supports the Chinese
Government’s effort to expand public health
insurance and encourages a greater uptake of
private health insurance. Comprehensive reform of
the healthcare sector will improve the quality and
accessibility of medical care in China.

Government Pricing and Reimbursement Policies

Pharmaceutical products have special commodity
status in China and thus many are subject to price
controls. In 1997, pharmaceutical price jurisdiction
was vested in the National Development and Reform
Commission (NDRC). The NDRC maintains tiered
pricing for patented, innovative and generic products.
AmCham encourages the Chinese Government to
closely collaborate with America’s pharmaceutical
companies to evaluate and implement a different
pricing policy for innovative products.

The Ministry of Labor and Social Security maintains
the national drug reimbursement list. According to
Chinese law, the list should be updated every two
years, however, the current list has not been updated
since 2004. As a result, many new, innovative
products that have received marketing approval in
China are not yet widely available to patients.

Prescribing and Dispensing Practice

Unlike most large economies, China permits
hospitals and physicians to both prescribe and
dispense medicine. Approximately 80 percent of
total pharmaceutical products are sold through
hospital pharmacies. This practice allows doctors and
hospitals to profit from the medicines they prescribe.
As a result, doctors have a financial motivation to
prescribe products that yield the greatest return as
opposed to prescribing products solely on the basis
of medical need. Inadequate funding for hospital
and physician services serves only to exacerbate the
problem. Since patient fees for medical services are
low, doctors and hospitals supplement their income
by charging large mark-ups on medicines.

The revenue available to hospitals and medical
professionals through the linking of prescription
and dispensing practices significantly distorts the
sale of Chinese pharmaceutical products through
the promotion of sales in high-profit yielding
pharmaceuticals. It also leads to over-prescribing
and patients often receive multiple prescriptions per
hospital visit. Over-prescribing can have adverse
health consequences such as drug resistance and
dangerous drug interactions, and is clearly in the
interest of neither patients nor the country.

Hospital Administration

Hospital bidding began in China with pilot projects
in 1999 and has expanded to include more than 8o
percent of all hospitals today. Under this structure,
hospitals purchase between 75 percent and 100
percent of their pharmaceutical portfolio through
competitive bidding. At the same time it began
hospital bidding, the NDRC also removed controls on
each separate profit margin within the distribution
chain on pharmaceuticals, thereby allowing hospitals
to increase their proportion of the total profit margin.
While this process gives hospitals greater discounts
on medicines, the cost savings are not passed on to
patients.

Consumer criticism of the high cost of medicine
has driven the government to cut prices, but, until
recently, very little was done to address the disparity
between ex-factory and retail prices. In June 2006,
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the NDRC imposed a cap of 15 percent on hospital
pharmaceutical mark-ups. Although the NDRC has
conducted a few hospital audits and established a
hotline to report excessive mark-ups, it is unclear
how the government intends to ensure compliance
over the long term. Unfortunately, the current policy
does not account for hospitals’ lost revenue as a result
of the cap. To compensate for lost profits, hospitals
have an incentive to “comply” with the policy by
increasing the total number of prescriptions and
making up the difference in terms of volume.

Medical Representatives

The medical representative is used internationally
in almost all markets and recognized as the best
way to educate healthcare professionals about new
medicines. The medical representative fulfills many
important functions, including:

« Ensuring that prescribing physicians are fully
informed on the proper use of medications;

« Providing key information on the use and adverse
events of medicines post-launch; and,

» Keeping the physician informed on the latest
advances and developments in key therapeutic
fields.

Chinese officials have increasingly accepted the
important role of medical representatives over the
past decade. However, as part of the on-going anti-
commercial bribery effort, some local government
agencies and hospitals have introduced measures to
curb corruption by banning medical representatives
from certain hospitals. Although this problem is
less severe today than it was 18 months ago, some
hospitals still maintain “anti-representative” policies.
AmCham supports the government’s desire to
improve the operating environment in China, but
is concerned that this policy does not sufficiently
consider the long-term interest of physicians
or patients in China and may actually decrease
transparency by making it more difficult to detect
abusive practices in the system.

To ensure responsible behavior among multinational
companies, the pharmaceutical industry in China
adopted a code of conduct to guide the sales and
marketing practices of international pharmaceutical
companies in China, to which all companies sign
and adhere. By the end of 2007, over 7,000 medical
representatives had been trained and certified on the
code, with a further 10,000 to be trained and certified
in 2008.

Clinical Trial Application Approval

Although recently improved, China’s Clinical
Trial Application (CTA) submission requirements
remain unduly burdensome. The CTA requirements
include comparatively extensive pre-clinical,
clinical and Chemistry, Manufacturing and Control
(CMC) requirements. The State Food and Drug
Administration (SFDA) does not permit applicants to
supplement filings as new information is discovered
or made available. In addition, the regulatory agency
repeatedly mandates the same procedures for every
clinical protocol with no abbreviated process. In
fact, the average time required to obtain a clinical
trial approval in China remains about one year, with
some approvals taking 18 months, versus a range of
11-25 weeks for other countries in the region. Taken
together, these requirements make it extremely
difficult to integrate Chinese patients into regional or
global trials intended to expedite the availability of
meaningful new therapies in China.

Regulatory Data Protection

Following its accession to the WTO in 2001, China
revised its laws to incorporate concepts from Article
39.3 of the WTO Agreement on Trade-Related
Aspects of Intellectual Property Rights (TRIPS).
Article 39.3 provides that a country must protect
data submitted in the context of a drug registration
application from unfair commercial use. Loopholes
in China’s current regulatory environment allow for
unfair commercial use of safety and efficacy data
generated by AmCham member companies.

The Implementation Regulation of the Drug
Administration Law and the Drug Registration
Regulation established a six-year protection period
for test data of products containing a new chemical
ingredient against unfair commercial use; the SFDA
is responsible for upholding this law. Unfortunately,
the current law is ambiguous as to how data
exclusivity is implemented, for example certain key
concepts such as “new chemical ingredient” and
“unfair commercial use” remain undefined.

China’s regulatory procedures permit the SFDA to
grant marketing approval to products that previously
have been approved outside of China. Applicants
can submit published material and reference
regulatory decisions by foreign regulatory agencies as
justification for approval. Limited local clinical trials
are required for marketing these products.
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AmCham views China’s deference to published
material and regulatory decisions by agencies outside
of China as reliance on clinical data developed by
originator companies. This process is problematic
because the published data alone is usually
insufficient to prove the safety and efficacy of a
product and often merely summarizes the original
filing. Original data is necessary to demonstrate
product safety and efficacy. Reliance on summary
data or approvals in countries outside of China
conveys an unfair commercial advantage to non-
originator companies because non-originator
companies do not incur the cost of generating their
own clinical data.

In practice, the SFDA receives numerous applications
for marketing approval of a compound once it
is approved in the United States or Europe. The
originator’s application may or may not be the first
application SFDA receives. Current regulations
make this a significant advantage for non-originator
companies, and are inconsistent with international
norms. SFDA has interpreted the data protection
provision of the Drug Registration Regulation to
apply after marketing authorization is granted in
China, which can take up to four years. During
this period additional applications from Chinese
companies can be submitted to the SFDA. Any
company that receives authorization to begin clinical
trials during this period—even before marketing
approval is granted to the originating company—is
permitted to complete the regulatory process. This
can result in multiple companies entering the market
with the same product—with no effective data
exclusivity rights for the originator. This practice is
unfair to originator companies and inconsistent with
international pharmaceutical norms designed to
encourage innovation and investment.

Counterfeit Pharmaceuticals

While the Chinese Government has undertaken
a series of actions to combat drug counterfeiting,
the prevalence of counterfeit drugs within, and
originating from, China nevertheless remains a
substantial concern.

Pharmaceutical counterfeiting is first and foremost
a drug safety issue. Thus, the adequacy of China’s
response to pharmaceutical counterfeiting must be
measured against the framework of laws that regulate
the various links in the drug manufacturing and
supply chain. In that regard, China has yet to enact
laws that address all aspects of drug counterfeiting

activity or to provide the kind of enforcement
resources and commitment necessary to combat this
growing problem. For example, although China’s
drug laws prohibit “fake” medicines, criminal liability
is conditioned upon proof of harm, a statutory
requirement that requires evidence of a serious
defect in quality. This burdensome and excessive
evidentiary requirement all but precludes criminal
prosecution against counterfeiters under China’s
drug laws.

To help resolve these issues, China should amend its
drug laws to prohibit and criminalize the manufacture,
distribution, import or export of any pharmaceutical
that is deliberately mislabeled as to source or identity
(consistent with the WHO definition of a counterfeit
medicine), without the need to prove harmful effects
or deficient quality. In addition, China could create
an interagency pharmaceutical task force of law
enforcers, regulatory authorities and customs agents
to ensure adequate coordination among the various
authorities with relevant oversight and enforcement
responsibilities. Each of these officials must be given
the investigative powers and mandate to prosecute
all links in the counterfeit drug chain, including
manufacturers, wholesale and retail distributors,
and exporters of counterfeit medicines and related
packaging and raw materials.

Another important factor contributing to the
pervasiveness of drug counterfeiting is how Chinese
chemical manufacturers are producing bulk
active pharmaceutical ingredients (API) that are
subsequently used in the manufacture of counterfeit
drugs. The SFDA clearly recognizes the importance of
patient health and safety, since it regulates chemicals
that will be used in finished pharmaceuticals goods,
but chemical companies ignore SFDA requirements
by advertising their API products on commercial
websites in bulk form under the “medicinal use”
category instead of adhering to SFDA Good
Manufacturing Practice (GMP) regulations. Chemical
manufacturers are selling and shipping API products
to locations within China and abroad either without
regard for their intended use or in flagrant violation
of existing Chinese regulations that place them
under SFDA oversight. These unregulated and
unethical practices by chemical companies contribute
significantly to, and in some cases aid and abet, the
counterfeit drug trade. More troubling is that the
unregulated distribution of API exposes patients to
serious and significant health risks and degrades
consumer confidence in the global pharmaceutical
supply chain. m
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Industry Issues

Pharmaceuticals

Recommendations

« AmCham urges the Chinese Government to
collaborate with key industry stakeholders to
develop long-term solutions for a financially
sustainable healthcare system.

« AmCham urges the Ministry of Labor and
Social Services to update the national drug
reimbursement list to ensure Chinese patients
have access to the latest, most advanced
treatment options.

« AmCham urges China to consider gradually
separating prescription and dispensing
functions.

» Promote the rational use of innovative
medicines and correct inefficiencies that
occur as a result of current bidding and
hospital administration practices.

« Endorse the innovative industry’s code of
conduct and extend it, or a similar effort, to
the entire pharmaceutical industry in China.
We would like to work with the Ministry of
Health to promote such an effort and are
willing to assist in the requisite training
that would be required for successful
implementation.

» In order to mitigate some of these arduous
requirements, AmCham recommends that
SFDA develop new practices in line with
internationally accepted requirements.

« In order to prevent unfair commercial use of
the originator’s data, AmCham recommends
that SFDA develop new practices in line with
internationally accepted regulatory data
protection procedures.

+ AmCham recommends that China’s Ministry
of Commerce and the Market Order
Rectification Office work collaboratively
with industry to identify ways to reduce the
manufacture and distribution of counterfeit
API in China.
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Real Estate

economic growth is a vital one. The real

estate sector contributes a large portion to the
country’s total investment in fixed assets, second only
to infrastructure. After modest slowing in 2006, real
estate investment—and prices—in China increased
dramatically during 2007. According to national
statistics, as of the end of the third quarter of 2007,
real estate development contributed more than 10
percent to China’s GDP.

The relationship between real estate and China’s

Market insiders believe that the slowdown in 2006
was a result of the immediate influence of a series
of curbing policies issued by the Chinese Central
Government. While governmental policies certainly
affected the market, actual supply and demand forces
are a more important factor. Despite government
attempts to throttle back, speeding market forces
helped to fuel the real estate market’s 2007 bounce-
back in both investment and prices. These exuberant
conditions led in part to further government
attempts to restrict foreign investment in real estate
at intervals throughout 2007 and a partial easing of
price increases in several markets in early 2008.

Investment in real estate development in the first
nine months of 2007 amounted to approximately
US$216 billion, representing a 30 percent increase
over the same period last year. Foreign direct
investment (FDI) in real estate in the first half of
2007 was US$3.6 billion, an increase of 68.7 percent
year-on-year (y-o-y), but still only 1.8 percent of
the total investment in real estate. This statistic
highlights how much the Chinese real estate market
remains dominated by local investors and developers,
with foreign investment and development unlikely to
exert tremendous influence.

Rapid urbanization is projected to continue unabated
and will continue to drive development demand.
It is projected that by 2020 up to 75 percent of a
population of 1.45 billion people will live in urban
centers. Experts generally agree that in the coming 12
months, China’s real estate market will continue to
grow at its unrelenting pace.

Developments in 2007 highlight three key issues for
the real estate sector in China:

 The continuing climate of restrictive regulations
and tax policies designed to cool a robust market
and the disproportionate focus on controlling
foreign investment have combined to create a very
restricted operating environment. In addition,
the bar to market entry has been raised with the
new requirements for significantly higher upfront
capital investment. Conducting business in real
estate in China is now much more difficult than it
was in the past.

* The continuing lack of transparency and
inconsistent application of policy and regulations
at many levels remains a business impediment.

« Sustainability is emerging as an increasingly
important issue in the development sector for
domestic and foreign companies alike and will be
a factor in the future.

Significant Developments

In 2007, there was a rapid escalation of investment
activity in all real estate sectors, including residential,
office, retail and industrial, which helped to set the
stage for the ensuing tightening of the market. For
example, in the first half of the year national housing
prices rose approximately 16.3 percent, while in
some individual markets prices were up as much as
42 percent y-o-y. Transaction volumes were also up
significantly. The average Grade A office rental rate
was also up 14 to 15 percent on a y-o-y basis in major
cities like Shanghai and Beijing.

Average land prices in China’s 70 largest cities
rose by 12.8 percent in the first three-quarters of
2007 and record-breaking land prices remained an
undercurrent throughout many of China’s major
cities through the end of the year. The tight supply
of available land in China’s major cities continued to
fuel a steady land price escalation.

Escalating land and real estate prices are increasingly
creating a catalyst for the movement of foreign
manufacturers from China’s major cities to hot
second-tier cities. The prime second-tier destinations
for foreign real estate investments remain Chengdu,
Dalian, Hangzhou, Suzhou and Nanjing. Even some
second-tier cities such as Suzhou, are already showing
signs of their own land-availability challenges.
Evidence also suggests the current trend of a limited
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land supply, less available space, labor cost increases
and labor shortages, along with increasing logistic
and transportation costs, continue to pressure certain
manufacturers in China to consider lower-cost
countries like Vietnam and India.

Regulations Continue to Accumulate and Influence
the Market

To understand the issues affecting both foreign and
domestic real estate investors in 2008, one need only
look at the lengthy list of new policies and regulations
for the sector, most of which escalate and intensify
restrictions.

First, implementation of some of the measures
imposed in 2006 has begun to have a greater effect
in moderating the product mix and the rapid pace of
development in 2007. Notable examples included:

« For new residential construction, at least 70
percent of new units must be smaller than 9o
square meters in order to promote availability of
affordable housing;

For project borrowing, debt can be raised only
when a Foreign Invested Enterprise’s (FIE)
registered capital is paid up; and

For residential purchasers, down payments
increased to 30 percent or more for a first home.
For a second home, down payments increased to
40 percent and interest rates for these mortgages
were set at 110 percent of the regular rate. The
definition of a “second home” was also tightened.

Second, on a more positive note, after years of
discussion and debate, the Real Property Law was
signed and went into effect in mid-2007. While
the Constitution had previously recognized private
property rights (Article 14 provides “Citizens’ lawful
private property is inviolable”), there was no statute
addressing property rights issues in an integrated
manner. The real impact of this new law is modest
today and the legislation does not have a major
impact on foreign interests in real estate. A remaining
issue that has been lurking for some time is how
renewals of land use rights will be handled at the
expiration of the current terms. The new law notes
that the terms for land used for residences will be
automatically renewed at expiration (Article 149), but
does not address whether a renewal fee will be due
and, if so, how it will be calculated. Thus, an issue of
keen interest to owners of land use rights remains
unresolved as of the date of this writing.

Third, beginning in early 2007, regulators imposed
additional land-use fees on land earmarked for new
construction, which exacerbated already rising land
costs. Some of the most significant regulatory actions
included:

« Tripling the Land-Use Tax with the addition of a
provision that now allows the tax to apply to FIEs
in addition to domestic companies;

Re-imposition and strengthening the Land Value-
Added Tax;

Increasing the Business Tax to five percent on
the total price for residences owned less than five
years, and on the gain (price sold minus price
paid) for “non-ordinary” residences owned longer
than five years (in 2005, the time period specified
was two years);

Increasing applicable rates of Farmland
Occupation Tax with the addition of a provision
that now allows the tax to apply to FIEs as well as
domestic companies; and

Implementation of previously announced
measures to discourage leaving land “idle” longer
than the specified development period. The new
rules—announced in early 2008—include a levy
equal to 20 percent of the land transfer fee if land
is left idle more than one year but less than two
years, as well as taking back the land if it is left
untouched for two years or more.

Fourth, the State Council continues to emphasize the
need to use land efficiently and to demand that local
government authorities re-examine development
projects to ensure they strictly comply with the land
use terms and building requirements.

The general intent of all these measures was to cool
the red-hot market by discouraging speculative
investment and encouraging the maintenance of
an adequate land supply to meet ordinary housing
needs.

Government Approvals of Foreign Investment
Becoming Increasingly Difficult

The Central Government’s response to the robust
market include continued tightening of domestic and
foreign opportunities for real estate investment and
development in a new round of regulations in 2007.

In May 2007, the State Administration on Foreign
Exchange (SAFE) and the Ministry of Commerce
(MOFCOM) issued the “Notice on Further
Strengthening and Regulating the Examination,
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Approval, and Supervision of Foreign Direct
Investment in Real Estate Industry” (Circular 50).
The circular provided that the approval for foreign
investment of real estate projects obtained from local
MOFCOM counterparts must be filed and reported
to MOFCOM. Companies failing to complete such
filing processes become ineligible to apply for foreign
exchange settlement.

Circular 50 reinforced Circular 171 and, among other
provisions, also provided that a foreign investor must
obtain land use rights or building ownership, or have
entered into a sale and purchase agreement to obtain
such rights or ownership, before it may apply to
establish a foreign-invested real estate company.

SAFE issued Circular 130, stipulating that a foreign-
invested real estate company registering with
MOFCOM after June 1, 2007 is no longer allowed to
use foreign debt to fund its projects or operations.
Thus, funding for such projects will need to come
from equity and RMB sources. (Previously, an FIE
could borrow an amount equal to the difference
between its registered capital amount and total
investment level from either foreign or domestic
sources. However, this is no longer the case for real
estate FIEs registering with SAFE.)

Finally, the new Foreign Investment Catalogue,
published in November 2007, contained several
changes affecting real estate. There is no longer any
category of foreign investment in real estate that
is “encouraged” (as affordable housing had been
previously). Investment in golf course development
is now banned, while investment in large-scale land
development, high-end hotels, villas, office towers
and exhibition malls continues to be restricted. A
new addition to the restricted category is investment
in transactions involving “secondary” real estate
transactions. There is no legal definition of the
term, but practitioners interpret it to refer to
transactions in real estate involving sale and lease
of buildings following completion of construction.
However, investment in development projects is not
identified as restricted and therefore by inference, it
is permitted.

The net result of these new regulatory hurdles is an
even further restricted climate for foreign companies
who desire to participate in the Chinese real estate
market. In addition, the bar to market entry has been
raised with the new requirements for significantly
higher upfront capital investment. Both have made
real estate business much more difficult to do in China.

Specific Issues

Growing Restrictions on Foreign Investors/
Developers in China’s Real Estate Market

The accumulation of regulatory restrictions—some
targeted at both domestic and foreign companies and
others specifically targeted to foreign companies—
make it increasingly difficult to participate and
effectively compete in the China real estate market.
For example, the PRC’s reluctance to allow wholly
foreign-owned enterprises (WFOEs) to acquire
existing properties, especially those priced more than
US$100 million, as well as the approval of other real
estate FIEs, makes it nearly impossible to conduct
business transactions in a timely manner.

One first-tier city government dragged its feet
for one year on a 90,000-square-meter building
acquisition in the CBD. The seller could not
wait for six to 12 months and instead sold to a
domestic buyer who did not need to set up a WFOE
requiring the Ministry of Finance’s approval. Such
lengthy delays make it impossible to successfully
transact business. There needs to be a way to form
WFOEs/FIEs in a reasonable (two to three month)
timeframe. Furthermore, the inconsistency in
enforcing the rules of the game—especially in the
new regulatory environment—needs to be eliminated
and replaced by a set of reliable and common
practices. AmCham urges the government not to
focus real estate regulations disproportionately on
foreign developers and investors when trying to cool
the market.

Continuing Lack of Transparency and Reliable
Real Property Information, Market Data and
Enforcement of Rights

This issue was highlighted in the 2007 White
Paper, yet scant progress was made on the
recommendations to the Chinese Government.
Therefore, it is noted again this year. The existing
system for the registration and prioritization of
interests in real property (i.e., land use rights, leases,
mortgages and other rights and interests relating
to the ownership and establishment of third party
liens in real property) is currently vague and not
consistently enforced on a national basis. Moreover,
availability of accurate information is limited. As a
result, many instances arise where holders of real
property interests or liens suffer hardships and
potential damages.
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Under present practices, the rules and regulations
for the registration of real property interests are
issued and administered on a local basis, producing
a complex multiplicity of local regulations that
are confusing and not always observed by the
local authorities. Moreover, when enforcing such
registered interests, local courts do not always apply
the laws consistently.

The Emergence of a Chinese Sustainability/Green-
building Emphasis Looms Large over the Industry

According to the World Bank, by 2015, 50 percent
of the buildings under construction in the world
will be in China and 50 percent of all residential
and commercial buildings in China will have
been built post-2000. In the face of this dramatic
transformation, sustainable building presents
China with a unique and enormous opportunity
to make concrete progress in the effort to improve
its environment. Increased public attention and
government rhetoric propelled the issue to the
forefront of government and public awareness in the
past year.

For example, the Third International Conference on
Intelligent, Green and Energy-efficient Building &
New Technologies and Products Expo, initiated by
the Ministry of Construction and co-hosted by other
state-level bodies, together with related international
governments, organizations and associations,
resulted in the publication of the “China National
Evaluation Standard for Green Building and initial
implementation of the Green Building Assessment.”
This trend continued with the Fourth International
Conference held in March-April 2008 in Beijing.

But the negative effects of rapid and uncontrolled
development are severe and worsening, and it is
critical that real action continues so that results
can be achieved in disparate areas from energy
consumption to establishment and enforcement of
building standards. m

Recommendations

« AmCham urges the Chinese Government to
seek more equitable ways to moderate the real
estate market that do not disproportionately
penalize foreign development and investment
companies, especially in the formation of
FIEs, WFOEs, JVs and similar investment
structures.

We urge improvement in the consultative
mechanism for the Chinese Government to
seek expert input and advice from the leading
foreign real estate industry resources when
developing new policies—whether restrictive
or incentives—using AmCham as one key
resource.

Standardizing government processing for
common approval processes across all
governmental jurisdictions would improve
the investment climate.

AmCham urges increased reliability, accuracy
and accessibility of real property information
sources for all real estate sectors including
residential, industrial, retail and office. A
national scheme for the registration of real
property interests together with guidelines
for the enforcement thereof that should be
applied consistently across all jurisdictions.
We urge acceleration of the development
and enforcement of sustainable building
standards to reduce energy demands and
environmental degradation.

Use incentives in addition to regulatory
changes.

Include changes that provide incentives for
building owners and property management
companies to reduce operating costs through
application of green building technologies.
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hinese consumers will be crucial to the
‘ transformation of China’s economic structure

from a manufacturing to a service-based
economy. The 11th Five-Year Plan, which calls
for structural transformation and growth of the
service sector, highlights this point. Additionally,
improvements to the retail environment and related
services will stimulate greater domestic demand,
reducing China’s dependence on foreign trade.

In 2006, the total consumption of retail commodities
reached RMB7.6 trillion, an increase of 13.6 percent
from 2005. It is estimated that from 2007 to 2010,
the growth rate will remain steady at eight to 10
percent per year, and total retail sales will reach
RMB20 trillion in 2020. The total sales revenue of
the top 100 retailers reached RMB855.2 billion, an
increase of 25 percent from 2005.

China fully opened its retail market to foreign
investors on December 11, 2004, in accordance with
its World Trade Organization (WTQO) commitments.
Since then, restrictions on location, proportion
of ownership and the number of foreign-funded
outlets have been lifted. Among the top 100 retailers
of 2006, 11 of them are foreign invested. In 2006,
foreign invested retailers opened more than 100 new
stores in total.

However, discriminatory treatment of foreign
retailers and lack of transparency remain in certain
areas of governmental administration and this has
restricted the expansion of foreign retailers and
limited foreign investors from contributing their
full expertise to the advancement of China’s retail
industry.

China benefits greatly from foreign retailers’
business operations in China. They help to enhance
the level of retail service, create a safe and clean
shopping environment, contribute to developing the
supply chain and stimulate domestic consumption.
In the process they help to maintain sustainable
and healthy development of the national economy.
AmCham strongly urges regulatory authorities to
work closely with the retail industry to create a fair
and open environment for both domestic and foreign
retailers.

Specific Issues

National Treatment in the Approval Process

The Measures for the Administration on Foreign
Investment in the Commercial Sector (“Measures
for Commercial Sectors”) regulation issued by the
Ministry of Commerce (MOFCOM) in 2004 reveal
some unequal treatment for foreign and domestic
retailers. For example, if a foreign retailer opens
more than 30 stores with the business area of each
store exceeding 300 square meters and would like
to open another new store, the new store application
must be examined and approved by three levels of
government — city, provincial and central. Only after
securing MOFCOM approval can a business obtain
a license from the registration authority (AIC). In
contrast, domestic retailers are allowed to apply
directly to AIC for a new store business license
without having to undergo the lengthy three-level
commerce department approval process.

Similar discriminatory treatment also applies
to sellers of certain merchandise including
pharmaceuticals, pesticides, mulching film, chemical
fertilizers, processed oils, grain, vegetable oil, sugar,
cotton, tobacco, CDs and DVDs. In order to sell
these products, foreign retailers must obtain special
permits and licenses from central government
agencies, meaning the process takes them far longer
than it does domestic retailers, who need only deal
with local government agencies.

The disparity in the approval process for foreign
retailers and domestic retailers is incompatible with
the principle of national treatment and therefore
should be lifted.

Restrictions on Ownership

Ownership limitations in the Foreign Investment
Catalogue recently issued by NDRC and the Measures
for Commercial Sectors are also overly restrictive.
For example, a foreign retailer that opens more than
30 stores in China selling certain commodities of
different brands and from different suppliers cannot
be more than 49 percent foreign owned. The limit is
somewhat higher for Hong Kong and Macao investors
at 65 percent, but still too low. The commodities
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cited include pharmaceuticals, pesticides, agricultural
films, fertilizers, refined oils, food, vegetable oil,
sugar and cotton, among others.

AmCham recommends easing this ownership
restriction for foreign investors.

Restrictions on Tobacco

On March 7, 2007, the National Development and
Reform Commission (NDRC) issued new rules
on tobacco licensing. These state that foreign
commercial enterprises are not allowed to conduct
wholesale or retail business related to tobacco.
Consequently, no foreign invested retailers that
currently sell tobacco products will be authorized to
sell these products after their current permits expire
in late 2008.

This restriction puts foreign stores at a disadvantage
to their domestic competitors. AmCham therefore
urges the elimination of the restriction.

Commercial Zoning

According to the Measures for Commercial Sectors,
when applying for a new site foreign retailers
must produce written confirmation from the
local government stating that the proposed site
complies with the city’s commercial zoning plan. In
practice, MOFCOM requires the city to complete its
commercial zoning plan and submit the plan for the
record. If this requirement is not fulfilled, MOFCOM
dismisses a foreign retailer’s new site application
due to their failure to comply with the local
commercial zoning plan, effectively blocking the
foreign retailer from opening any stores in that city.
In some areas where there are commercial zoning
plans, a public hearing process also is required. In
total this process can add up to three months to the
approval process.

In contrast, domestic retailers are not required to
submit their new site applications to MOFCOM for
examination and approval. Since they are not subject
to this restriction they may open stores in cities
where commercial zoning plans do not exist.

This requirement placed on foreign retailers
effectively circumvents China’s WTO commitments
with respect to lifting all geographic limits for foreign
retailers.

Concerns on the Big Box Law

Chinese government agencies have worked together
and completed a draft law for a zoning regulation on
large scale commercial facilities (“Big Box Law”). The
law is currently in the hands of the Legislative Office
of the State Council. It is said that upon issuance of
this regulation, the request for zoning approval and
public hearings will be applied to all large retailers
including local retailers. But it is very possible that
local retailers will be required to gain approval only
from the local government, while foreign retailers
will need to go all the way up to central government
agencies. In addition, most of the stores opened by
local retailers are small and may never reach the scale
that would trigger this approval process, while foreign
retailers often open large-scale stores and as a result
have to go through the lengthy approval process.

AmCham urges lawmakers to adhere to the principle
of equal treatment of foreign and domestic retailers.
We also urge lawmakers to improve transparency by
inviting the public to comment on the draft and to
speed up the current legislation process. [

Recommendations

« MOFCOM and its local counterparts should
increase transparency and simplify the
current approval process.

 Revise the Measures for Commercial Sectors
and other related regulations in line with
China’s WTO commitments and common
international practices:

- Lift the approval process and allow foreign
retailers to open stores upon registration,
just as domestic retailers can.

- Lift the ownership restrictions on foreign
retailers that open more than 30 stores
in China and sell certain commodities as
provided in Article 18 of the Measures for
Commercial Sectors.

- Lift the restrictions on types of merchandise
such as pharmaceuticals and tobacco. At the
very least, AmCham urges that regulations on
the distribution of these restricted goods be
applied equally to Chinese and foreign retailers.

« Formulate and promulgate the Big Box
Law as quickly as possible to ensure that
foreign and domestic retailers are treated
equally concerning the compliance on urban
development planning.
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Transportation and Logistics

nation’s logistics industry can be seen as
A{he circulatory system of its economy. The

inefficient movement of goods between
producers, service providers and consumers impairs
economic growth and makes nearly every industry
operate at less than maximum efficiency. The focus of
China’s government efforts has been heavily weighted
toward providing new infrastructure capacity—roads,
airports, railways and ports. This investment in
infrastructure, while necessary, is not yet sufficient to
meet the needs of China’s booming economy. Reform
of the legal and regulatory superstructure governing
the transportation and logistics industry is urgently
needed.

China’s logistics industry is fragmented, inefficient,
expensive and overregulated. China has tens of
thousands of logistics firms, most of them small,
poorly organized and not highly modernized. The
logistics industry is regulated by a patchwork
of national regulatory authorities including the
Ministry of Commerce (MOFCOM), the Civil
Aviation Administration (CAAC), the Ministry of
Communications (MOC), the Ministry of Railways
(MOR) and even the newly created State Postal
Bureau (SPB), among others. It is also subject to
local protectionism that inhibits development of the
efficient national networks that China’s economy
needs.

Foreign logistics companies are restricted with
burdensome requirements for registered capital,
vehicles and facilities they must have before including
the term “logistics” in their scope of business.
However, a local company with little more than a few
trucks can call itself a “logistics” company.

China’s government has taken some tentative steps
toward dealing with these many problems, most
notably the formation of a cross-ministerial working
group on logistics, but more urgent action and
fundamental reform are needed. Foreign logistics
service providers, who have much technology,
experience and investment to offer, should be
included in the consultative process. AmCham
believes that further deregulation needs to occur.
The boundaries between different regulatory bodies
must be clarified at the same time that unnecessary
regulations are eliminated and streamlined.

Significant Developments

Much progress in liberalization was made early in
the decade following China’s accession to the WTO.
Restrictions on investment in most logistics sectors
were lifted so that foreign firms could establish
themselves as wholly foreign-owned enterprises
(WFOEs). A US$5 million capital requirement for
foreign-owned logistics companies was officially
dropped. The government also implemented
guidelines for the approval of foreign-invested
logistics companies and a set of national standards
for logistics enterprises. However, local authorities
still cite the US$5 million capital requirement as
justification for denying approvals, even though
the statute is no longer valid. In the last two years,
progress toward liberalization has slowed and in
some cases even reversed.

An excellent illustration of the mixed signals that
China sends about improving the logistics sector is
the January 2007 creation of the SPB. SPB began
asserting its authority over the express delivery
services industry despite the fact that the industry is
already regulated by MOC, MOFCOM, Customs and
CAAC. The SPB created a new information reporting
system for the industry and drafted impractical
new standards that ignore the real-world business
operations of sophisticated express delivery firms.
The organization has also promised to create a new
licensing system for the industry.

While SPB’s actions may be appropriate and
necessary to regulate the mass of small, poorly
capitalized, domestic document delivery companies
that are active in China’s major cities, AmCham
believes their plan to impose the same solutions on
large, integrated suppliers of express delivery services
to China’s leading industrial and service firms is
inappropriate and inefficient.

Specific Issues

Market Access

Recent drafts of China’s Postal Law would exclude
FIEs from the domestic express document delivery
business. This discriminatory provision against
the foreign-invested enterprises is not in line with
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China’s commitment under the WTO Schedule of
Specific Commitments on Services and conflicts
with the Chinese “National Treatment” promise in
the Schedule of Specific Commitments on Services
and General Agreement on Trade in Services. In
addition, restricting foreign capital reduces beneficial
competition, which will discourage domestic
enterprises from improving their services.

Recent drafts of the postal law also leave ambiguous
the scope of the monopoly on basic postal services
that should be reserved to China Post. SPB officials
on different occasions have expressed their intention
to define the monopoly by weight, which is not in
line with the international practice of defining the
monopoly by both weight and price. Granting China
Post a monopoly on all shipments below a certain
weight will greatly damage the interests of hundreds
of express firms who provide premium delivery
services to business customers. Taking price into
account, in line with international standards, would
clarify these differences.

Standards

China has been developing a series of very theoretical
“national standards” for the logistics industry with
no real input from international logistics companies
operating in China. An example is The Classification
and Evaluation Indicators for Logistic Enterprises
(GB/T 19690-2205). These standards take the
number of trucks and warehouses owned by a
logistics enterprise as the main criteria for rating
(the more hard assets and people employed, the
higher the rating). China’s new Express Industry
Service Standards (ESS) (YZ/T 0128—2007), which
took effect January 1, 2008, were also drafted
with little input from the industry. A draft of the
ESS was published for public comment, but few
comments from the industry were adopted and the
ESS standards contain provisions that are far out
of line with common international practice in the
industry. The standards are the first Express Delivery
Services (EDS) industry standards in the world. SPB
and the Ministry of Labor and Social Security are
currently consulting with the industry on the draft
Express Industry Labor Standards, which would
also be unique in the world market. The standards,
as currently drafted, do not meet the needs of
established logistics service providers or their
Chinese workers.

City Access

Most Chinese cities restrict the access of delivery
vehicles to downtown areas during daytime hours.
This is a problem for all logistics firms except Express
Mail Service of China Post. In many cities, these
restrictions also apply to time and temperature
sensitive products, including food and drugs. These
restrictions result in the delivery of these products
in small, inefficient vehicles that lack temperature
controls. This has negatively affected food and drug
safety throughout China.

Customs Clearance

The customs clearance environment has been
improved in recent years, especially since China’s
accession to the WTO. However, there are still
some customs-related issues that constrain further
development of the logistics industry and especially
the time-sensitive express delivery industry. For
example, as express carriers must move goods
in non-regular working hours, they require the
customs to provide facilitation during non-regular
working hours. AmCham believes that paperless
declaration would be an excellent solution to this
problem.

Air Freight Sales Agency Licenses

To book space on Chinese airlines, freight forwarders
must either obtain an Air Freight Sales Agency license
from the China Air Transport Association (CATA)
or book space through a license holder. WFOEs are
not eligible to obtain this CATA license, which means
that WFOE freight forwarders are impaired in their
ability to conduct freight forwarding business. This
runs contrary to the terms that China agreed to for its
WTO accession package.

VAT Invoices for Transportation Services Issued
by Third Party Logistics (3PLs) and Fourth Party
Logistics (4PLs) Companies

Current policies require foreign invested companies
to own vehicles if they wish to issue VAT invoices for
transportation. This restriction limits the growth of
the 3PL business in China. In turn this hampers the
ability of 3PL providers to improve the cost efficiency
of China’s importers and exporters by providing a
total cargo supply chain service with trucking and
distribution as part of the core services.
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Industry Issues

Transportation and Logistics

Transparency

In general the rules and regulations governing the
logistics industry are known and available to the
public. Chinese government agencies are much
more likely than they were in the past to consult
with foreign firms before passing new laws and
regulations, but too often that consultation occurs
only after key issues have already been decided, so
the consultations become pro-forma and ineffective.
The degree of transparency varies widely by agency.
MOFCOM, for example, has done an excellent job of
consulting with industry on proposed new regulations
for International Freight Forwarders. L]

Recommendations

« Apply the same registered capital
requirements to both foreign invested and
domestic logistics companies.

» Apply the same branching rules to foreign
invested logistics companies that are
permitted in other industries.

« Allow FIEs equal opportunities in the

domestic express letter business.

Narrowly define the postal monopoly by

weight and price.

Increase transparency and encourage more

involvement by enterprises in draft and

review process of laws, regulations and
standards.

» Improve the business environment by
providing easy city access and improved
customs clearance.

» Remove city access restrictions on time and
temperature sensitive products such as food
and drugs.

« Remove the new regulations in the
administration of cargo transportation on the
type of vehicles to be used so as not to impact
foreign companies’ ability to provide services.

« Encourage consolidation in the logistics
industry by granting incentives to foreign
invested companies (who use advanced
systems and technology) to acquire inefficient
Chinese transportation and logistics
companies.
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