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AmCham China Cooperation Programs

Introduction

mCham China’s four cooperation programs support the development of

markets and industries and the aims of both the US and Chinese governments to

increase business opportunities and bilateral collaboration. They are coalitions

of US companies operating under umbrella agreements or cooperative arrange-
ments between the US and Chinese governments. The collaborations showcase American
goods, services, and technologies, and the resulting business opportunities enhance business
growth and industry development in China while also increasing US exports to China and
supporting jobs in the US.

The US Trade and Development Agency (TDA) is the key partner in the US government for
three industry cooperation programs: Aviation Cooperation Program, Energy Cooperation
Program, and Healthcare Cooperation Program. The Export Compliance Working Group
facilitates high-tech trade between the US and China and is an AmCham China coopera-
tion program engaging with the US Department of Commerce. Each of the programs works
closely with key ministries and officials in the Chinese government.

Increased Business Opportunities

AmCham China’s cooperation programs enable companies of all sizes to engage directly
with industry leaders and the US and Chinese governments, as well as to facilitate business
opportunities in the energy, aviation, healthcare, and high-tech industries. The cooperation
programs offer a forum for companies to explain and demonstrate the effectiveness of their
products, services, and technologies within the context of operational solutions and the
Chinese government’s developmental goals. For small- and medium-sized companies in
particular, the programs often provide access to resources that might not otherwise be readily
available.
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Enhanced Industry Development

The programs provide a unique forum for industry leaders to share best practices by orga-
nizing high-level technical exchanges, conferences, and capacity-building exercises. They are
also a framework whereby companies engage with policy makers to collaborate on issues
such as standards, trade promotion, and regulations.

Substantive, Long-Term Government Cooperation

The programs provide a cooperative framework for government-to-government interaction
with industry participation. Companies often organize training programs and trade missions
to the US for Chinese partners and government officials, and participate in discussions with
regulators as a group rather than by individual company. Collaborating on issues of mutual
benefit strengthens the bilateral relationship between the US and China.
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AVIATION COOPERATION PROGRAM

U.S.-China

Aviation Cooperation Program

KEREXPMETSETE

Introduction

The US-China Aviation Cooperation Program (ACP) was launched in 2004 to facilitate cooperation between the US and
Chinese governments, airlines, airports, and related sectors in order to achieve bilateral successes in aviation industry and
market development. The US and China work together to improve aviation safety, capacity, and efficiency while also facili-
tating business opportunities for US aviation products and services in China.

ACP has six public members and over 50 corporate members from various sectors across the aviation industry. ACP is
chaired by the US Federal Aviation Administration and Boeing.

Bilateral Cooperation Results

US Government ¢ Over 200 promising Chinese executives graduated
2 from Executive Management Development Training
2 ¢ Federal Aviation Administration in the US, and over 100 graduated from Air Traffic
@ e Trade and Development Agency (TDA) Management Executive Training.
2 * Foreign Commercial Service ¢ US Ambassador Gary Locke’s Reception (March 2012)
'g ¢ Transportation Security Administration ¢ US-China Aviation Summit (September 2011)
(% ¢ China Civil Aviation Development Forum
IE‘ Chinese Partners ¢ Energy Conservation and Emission Reduction training
7}
-8 ¢ (Civil Aviation Administration of China Quotes from Members
c

¢ State Air Traffic Control Commission

* National Development and Reform Commission
¢ Chinese airlines and airports

¢ Aviation Industry Corporation of China

Since the Company joined ACP 18 months ago and
participated in TDA-supported programs and workshops,
. we have been able to significantly boost awareness of our
Committees products in the China aerospace community and obtain a
number of new opportunities to bid our products on new
Chinese platforms. In time, we expect these new bids will
result in new business for our company.”

ACP members represent all sectors of the aviation industry
and work in committees to coordinate initiatives with
their Chinese counterparts and industry stakeholders.
Committees include: — From a Large US Aerospace Company

¢ Airspace and the Environment
¢ Leadership and Professional Development

¢ Manufacturing and Airworthiness At least 25 percent of our new client contacts are
e General Aviation related to our participation in ACP.”
*  Airport — From a Small/Medium-Sized US

* Airline Economic Regulatory Group Airport Equipment Company
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ENERGY COOPERATION PROGRAM

=EC

t X iR & Em B

US-CHINA Energy Cooperation Program

Introduction

The US-China Energy Cooperation Program (ECP) is the commercial implementing arm of the US-China clean energy
collaboration. Founded in September 2009 by a group of 24 US companies, ECP is a private sector-led nongovernmental
organization dedicated to clean energy business development, market expansion, foreign direct investment, and job
creation in both the US and China.

ECP’s unparalleled bilateral cooperation stems from its official recognition by and support from the US and Chinese
governments. US President Barack Obama and Chinese President Hu Jintao underscored ECP’s vital role in bilateral clean
energy cooperation in November 2009 and January 2011, followed by series of ministerial-level bilateral government

§ pledges of support.
7}
%}
Z) Leveraging the full spectrum of public and private resources, ECP provides a unique platform for US and Chinese compa-
= nies to achieve transformative business development outcomes that can drive the commercialization of clean energy
ol markets in both countries. ECP member companies, via various working groups, are empowered to be part of a total-
@D solution industry consortium to pilot sector-based business models, advance technology deployment and investment, foster
% sector-based commercial partnerships, and secure commercial projects.
=
<
Bilateral Cooperation Working Groups
US Government ECP working groups formulate their own missions, value
chains, sector-based roadmaps, and business development
e Department of Commerce objectives, which they use to identify and pursue targeted
* Department of Energy clean energy business and market development opportuni-
¢ Trade and Development Agency (TDA) ties. The working groups include:
Chinese Government ¢ Clean Coal
¢ C(Clean Transportation
¢ National Energy Administration (NEA) ¢ Decentralized Energy and Combined Cooling, Heat,
¢ Ministry of Commerce and Power (DE&CHP)

* Energy Efficient Building and Design
¢ Energy Financing and Investment

¢ Industrial Energy Efficiency

* Renewable Energy

e Smart Grid
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US-CHINA Energy Cooperation Program
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Results

Each year, ECP working groups identify business develop-
ment objectives and concrete initiatives to implement. Some
of the many achievements from 2011 include the following:

An ECP mission led by US Ambassador Gary Locke
to Shandong Province in November 2011 that resulted
in over RMB 3 billion (US $472 million) in commercial
deals.

The China Biofuel Inaugural Flight and Strategy and
Development Study kicked off in October 2011 to
provide a roadmap and policy advice for China’s avia-
tion biofuel industry.

The US Wind Investment Workshop held in Beijing
in June 2011 and the US Wind Investment Manual
published in September 2011 to facilitate Chinese
investment in the US wind market and knowledge- and
resource-sharing with prospective Chinese investors.

Quotes from Members

The Smart Grid Demand Response Project started in
January 2012 by our partnership with AECOM and CEPRI
in the Tianjin Economic-Technological Development Area
is China’s first of its kind. It will help achieve the demand-
side power grid management goal issued by the Chinese
government. It is a critical first step to officially launching
China’s Demand Response System Pilot sponsored through
the November 2011 TDA-NEA MOU to support the ECP.”

— Honeywell

As part of the ECP Clean Coal Working Group sector-
based industry development roadmap, the Sihe Coal Mine
Methane Power Plant, the largest in the world, demonstrates
Caterpillar’s continuous efforts in advancing methane
extraction technology, energy efficiency, and environment
protection.”

— Caterpillar

HEALTHCARE COOPERATION PROGRAM

)

HCP

HEALTHCARE

Cooperation Program

VTEXEHAEST LA A

Introduction

The US-China Healthcare Cooperation Program (HCP) was announced in March 2011 after the initial framework was
established in January 2011 by US President Barack Obama and Chinese President Hu Jintao for a US-China Public-Private
Partnership on Healthcare (PPPH). HCP is a collaborative initiative to build constructive working relations and long-term
cooperation between the US and Chinese governments and industry in the healthcare sector.

HCP leverages US healthcare industry strengths in the areas of public health, policy research, training, research and devel-
opment, and technology to support the Chinese government’s goal of enhancing patients’ access to healthcare services in
China. Current projects that HCP is developing focus on technical collaboration and exchanges, personnel training and
capacity building, and identifying and addressing market opportunities under China’s healthcare reform framework.
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Bilateral Cooperation

US Government

¢ Trade and Development Agency (TDA)
¢ Department of Health and Human Services
e Department of Commerce

Chinese Government

e Ministry of Health
* Ministry of Commerce

Working Groups

¢ Healthcare Information Technology (IT)

¢ Rural Healthcare

* Hospital Management Systems

* Emergency Response

¢ Disease Prevention and Health Management
¢ Healthcare Financing

e Traditional Chinese Medicine (TCM)

* Quality and Safety

Anticipated 2012 Programs

Initiate a pilot training project on County Hospital
Physician Chronic Disease Management, aiming to train

Support the TDA-funded Healthcare Professional Personnel
Exchange Program in the US for Chinese health profes-
sionals and relevant government agencies, including a
hospital management orientation visit, healthcare IT orien-
tation visit, and emergency response workshop (tentative).

Organize high-level healthcare forums, summits, and
workshops in China to increase awareness of innovations
in the healthcare sector, to provide support to healthcare
policy makers on accessibility and affordability issues,
and to strengthen US-China collaboration on various
issues, including: non-communicable disease prevention;
healthcare IT; emergency response; hospital management;
healthcare reform; financing; TCM; rural healthcare; safety
and quality, and other important areas.

Quotes from Members

As a responsible company, we continue to support
the development of healthcare capacity in China that benefits
patients. HCP offers a perfect platform for public-private coop-
eration through its constructive, project-based approach.”

— Chindex

As part of this joint effort with various public and
industry participants, we are able to participate in projects of
larger scale and scope.”

1,000 physicians from 50 county-level hospitals. — GE Healthcare
EXPORT COMPLIANCE WORKING GROUP
=
AmCham Chlna ECWG AMCHAM

P B x E =

Dedicated to Export Compliance & High-Tech Trade

SHANGHAI

The American Chamber of Commerce in Shanghai

t® xE & 2

Introduction

Established in 2006, the Export Compliance Working Group (ECWG) is a collection of companies whose mission is to facili-
tate high-tech trade between the US and China by: improving the export control environment for US companies to maintain
their competitive edge amongst global competitors; promoting a security and compliance culture within the trade commu-
nity in China; and assisting US companies in keeping up with the changes in China import and export regulations.
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The core component of ECWG'’s effort has been to inform the US government on technological availability within the
Chinese market. Such information assists the US government in making export control policy and licensing decisions.

In support of its mission to promote high-tech trade, in 2011 the ECWG focused on increasing cooperation between industry
and government on export compliance training and best practices sharing. The ECWG held its first trade promotion and
compliance event in Beijing in April 2011 and is planning for its second to take place in Shanghai in 2012. The events
provide training for US and Chinese business partners on export controls and compliance practices, feature interaction
between industry leaders and senior US and Chinese government officials, and highlight the need for companies from both
nations to build trade control compliance cultures. The ECWG works directly with the US and Chinese governments on

these initiatives.

Bilateral Cooperation

ECWG’s compliance advocacy aims to build an environ-
ment of increasing trade control reliability that will build
trust between the US and China and improve the trade
control climate between the two nations.

US Government

* Department of Commerce
* Department of Defense
* Department of State

Chinese Government

e Ministry of Commerce

Programs

* Annual ECWG Washington, DC, Outreach

* Annual seminar on trade promotion, compliance,
and best practices co-hosted by US Department of
Commerce and Chinese Ministry of Commerce

* ECWG market study reports

* Ongoing meetings with US and Chinese government
officials

e Industry-specific trade compliance training and devel-
opment courses

Results

e ECWG market study reports have strengthened bilat-
eral trade and security, helping to expand US high-tech
exports, while spreading compliance best practices.

- ECWG’s first cross-sector report in 2006 resulted in
the removal and narrowing of unnecessary addi-
tional controls on US exports to China.

- Reports have resulted in increased license approvals
for controlled US exports to China.

e ECWG leveraged its close relationships with both the
US and Chinese governments to host a trade promo-
tion and best practices sharing event between top trade
control officials at the US Department of Commerce and
their counterparts at the Chinese Ministry of Commerce.

Quotes from Members

Reports by the ECWG are “not only desirable, but needed.”
— former US Under Secretary of Commerce for
Industry and Security, Mario Mancuso
The ECWG is “a model for industry-government coopera-
tion.”

— former US Assistant Secretary of Commerce for
Export Administration, Christopher Padilla

| 2012 White Paper | AmCham China |



| PEXER=AERE |

Ao SNREZX—B4R, 2011 FHOEMTFAR TFERMAE S RTUSBENBNE0EEIFER
EXENZE, 2011 F£4 8, SOGMIFEEILEREND T E-REZIRESEWED, FHES ?wQﬁftﬁéﬂ%
TREN). XILBHUTWARSEPHESRERNANAER, A% . PRSGSIFKFRI T EOEHRE MRS

HOETRERWESHRSERSIIHFR., BOGNIIFASPEREBRRBLGERARI—BET.

Wih&E1E B 3£
HOSMTFAENEMNBNETIEENTEN  « SOSNTEEHHEESIE T NIRSZE,
RSEHIE, REEDRET ONEE, NERT 2 BT AZEEREE0, B RESISE,
VRZE IR, - BOBMIIEAT 2006 5 HEVE— BT IR
“ SRR T R A IR 52
XALR RN BRI,
* E5E - BERTOE, ZEEETVEEOSEMRH0RN
. @S =
. BEKR . HOEHMTIEAEESEDHRNBIERENT —

RAZIRASRERED G, 29HAXEES

¥ B 2 fF
N FARRSEFINSEERSPEESTET.
A5 EL
N =K
= SRR

2 oM I AFA BRSPS EER HALRNE,
—RER - SR, ZHBSDH
AIEBIESHEK, ARTWSZEEF

o HRMBOENTIFAFEE 5]

s BXRESZeH. SHSREXENFENNE, BE
ERSBNPERSERSED.

« HOEMLEEDDEIRS

s EPPINBER BBRHEWS

* HWERTUNRSENBIFDRRE

kO SMIHR Frl 5 OMHRT

—REHREX - 1884, EEFSD
RIEESE, ARBOBESES

| AmCham China | 2012 White Paper | 151



7}
0]
=
7}

&

2

=
O
(0]
Q

@
<

]
7}
=}

§e]

<

152

| AGRICULTURE |

Agriculture

Introduction

n 2011, China continued to see strong growth in

agricultural trade, with a rise in both imports and

exports. The China-US trade relationship strength-

ened as well, resulting in US agricultural exports
to China of US $18 billion (RMB 114.3 billion). AmCham
China commends China’s lifting of several import bans
on products in 2011, a move which enabled China to enjoy
safer, more secure, and sustainable food at reasonable
prices.

AmCham China also welcomes China’s goal set out in the
12" Five-Year Plan to modernize the country’s agriculture
industry. US agricultural companies are well positioned to
cooperate with China to realize that goal, even in the face
of continually decreasing amounts of arable land. Through
market participation and investment in China, US agricul-
tural companies can disseminate modern agricultural prac-
tices and assist in the development of a more sustainable
Chinese farming sector.

Since its accession to the World Trade Organization (WTO),
China has made noteworthy progress in liberalizing
agricultural trade. Important work remains to be done,
however. Restrictions on foreign investment in agriculture,
unscientific market restrictions, and non-transparent,
discriminatory trade polices prevent China from fully
benefiting from open trade and investment. Such benefits
include productivity and efficiency gains, increased food
security and sustainability, and lower food prices. AmCham
China applauds the progress made so far, and remains
optimistic that China will continue to improve transparency
and fair enforcement of rules.

Significant Developments

Revised Foreign Investment Catalogue Increases
Restrictions on Agriculture

The National Development and Reform Commission
(NDRC) and the Ministry of Commerce (MOFCOM)
published the updated “Guiding Catalogue on Foreign
Investment in Industry” in December 2011. Across many
sectors, the updated catalogue increased restrictions on how
foreign enterprises can participate in and aid in the devel-

| 2012 White Paper | AmCham China |

opment of China’s agricultural industry. AmCham China is
extremely concerned about this, as discussed in the Specific
Issues section below.

Promotion of Modern Crop Seed Industry
Development

In April 2011, the State Council issued “Opinions on
Further Promotion of the Modern Crop Seed Industry’s
Development,” which intends to advance the long-term
and stable development of agriculture in China and safe-
guard the national grain supply. As a next step, the Chinese
Ministry of Agriculture then issued “Management Measures
on Crop Seeds Production and Operating Permits.” Foreign-
invested seed companies look forward to more detailed
measures in the near future, and are anxious to more fully
participate in the commercial development of the modern
crop seed industry in China.

Continued Talks on Beef Market Access

China imposed a ban on US beef in 2003 after a detection of
bovine spongiform encephalopathy (also known as “mad-
cow disease” or BSE) in the US, and US cattle producers
have been shut out of China’s market ever since. Following
the 2010 US-China Joint Commission on Commerce and
Trade negotiations, China and the US announced resump-
tion of talks regarding reopening China’s market to US
beef, and a new round of talks took place in February 2011.
AmCham China is hopeful that these discussions will pave
the way for a speedy resolution of the issue based on a fair
assessment of available data.

Lifting of HIN1 Import Ban on Pork

AmCham China welcomes China’s decision in May 2010 to
officially remove the import ban on pork from the US. Since
the lifting of the ban, Chinese imports of US pork have
grown substantially. This has benefited both the US and
China, renewing American access to China’s food market
while reducing food inflation in China.

Trade Remedy Proceedings Against US
Agricultural Exports

AmCham China notes with concern that China continues
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to impose substantial anti-dumping and countervailing
duties against a wide range of US poultry exports to China.
Combined anti-dumping and countervailing duties as
high as 157.2 percent were imposed on US broiler chicken
products, effective from September and October 2010
respectively. The US has requested consultations before the
WTO on this case, and has identified several substantive
and procedural flaws in the manner with which MOFCOM
conducted this investigation.

In late December 2010, China also began an anti-dumping
investigation into US exports of a type of livestock feed
known as Distillers Dried Grains with Solubles (DDGS).
In making the announcement, MOFCOM said it was
responding to concerns from four domestic ethanol
producers. This investigation is continuing, and to date, no
determinations have been issued. AmCham China urges
MOFCOM to conduct this investigation in accordance with
its domestic laws and international obligations.

Specific Issues

Increasing Restrictions of Foreign Investment in
Agriculture

AmCham China remains very concerned that China’s
restrictions on foreign investment in the agricultural sector
limit competition and efficiency, and ultimately lead to
underinvestment, a lack of innovation, slower industry
development, and higher prices for food products.

As described above in the Significant Developments section,
the recent revision of the “Guiding Catalogue on Foreign
Investment in Industry” increased investment restrictions
for the agricultural sector. Grain logistics was newly added
to the restricted category. The restriction on corn processing
was expanded to encompass value-added downstream
products. The restriction on seed production was expanded
to all crop seeds, and the restriction on oilseed processing
was expanded beyond soybeans to all oilseed crops. The
revised catalogue also continues a prohibition on foreign
investment in “development and production of transgenic
plant seeds,” and for the first time now prohibits foreign
companies from engaging in biotech research and develop-
ment (R&D).

These new and continued restrictions/ prohibitions prevent
the full exploration of US-China cooperation in agriculture.
This in turn prevents American technology from serving
the Chinese farmer to create safe, secure, and sustainable
food products at reasonable prices, while also significantly
delaying the advancement of agricultural R&D in China.

AmCham China believes allowing greater foreign invest-
ment in the agricultural industry in China will further
foster China-US trade relations, and will help introduce
quality technology into the Chinese market. Opening up
foreign investment is also consistent with the 12" Five-Year
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Plan which emphasized the need to shift more resources to
agriculture and food production.

Unscientific, Non-Risk-Based Market
Restrictions

China maintains several quarantine, food safety, and regu-
latory measures that lack sound scientific basis and disrupt
imports and market participation by US companies. In
addition, these measures are often inconsistently enforced
across China. Specific concerns are described below.

Beef Access

AmCham China members remain concerned that China
continues to maintain a ban on US beef, as mentioned above
in the Significant Developments section. China announced
conditions for the importation of boneless beef from
cattle under 30 months of age in June 2006, but the import
requirements remain commercially unworkable.

The US cattle population received a controlled-risk status
by the World Organization for Animal Health (OIE) in May
2007. For countries at controlled risk for BSE, the OIE guid-
ance recommends trade of all beef and beef products with
effective removal of specified risk materials. Nevertheless,
China continues to maintain an overly restrictive approach
to beef imports from countries with BSE.

We encourage China to permit a staged re-introduction
of US beef that allows for immediate 30-month bone-in

imports, moving to a full OIE import regime in later stages.

Ractopamine in Pork

In recent years, China delisted US pork plants from
exporting to China due to the residual presence of ractopa-
mine. Ractopamine is a US Food and Drug Administration
(FDA) approved beta agonist feed ingredient that increases
lean meat yield and is widely used in the swine industry
in the US. It has been determined as safe by 27 regula-
tory authorities as well as the Joint Food and Agriculture
Organization/World Health Organization Expert
Committee on Food Additives (JECFA).

Ractopamine is different from other beta agonists, often
referred to as shou rou jing (¥2PAE ). In China, shou rou jing
is mostly associated with clenbuterol, another beta agonist
which has caused human safety issues in meat produc-
tion in China. Due to past food safety incidents involving
severe illnesses from the ingestion of clenbuterol-tainted
pork, China banned the use of all beta agonists in 2002, and
specifically banned the production and sale of ractopamine
in late 2011. It has justified the delisting of US pork plants
based on its existing domestic ban of beta agonists.

In 2009 and 2010, China released studies, conducted locally
and reviewed by JECFA, that support the safety of ractopa-
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mine. AmCham China requests that the Chinese govern-
ment (1) seek to differentiate amongst the beta-agonists,
or shou rou jing; and (2) conduct a full risk assessment and
establish safe residue standards for the use of ractopamine
and other safe beta agonists in livestock production.

Seed and Genetically Modified Organism
Regulatory System

AmCham China members have concerns about China’s
seed and genetically modified organism (GMO) registra-
tion, approval, and licensing processes, which we believe
require substantial reform.

The registration process for seeds lacks transparency and
is time consuming in comparison to the processes of other
agricultural markets around the globe. Significant delays
and uncertainty surrounding the process discourage invest-
ment in seed R&D, impeding the advancement and devel-
opment of the Chinese seed industry and agricultural sector
overall. AmCham China encourages China to reform the
current seed genetics registration system to increase speed,
fairness, and transparency for all industry participants.

Likewise, the problematic approval process for genetically
modified (GM) crops, both for import and cultivation,
creates inefficiencies in China’s agriculture industry. China
lacks a modern, scientific-based system to evaluate GM
seed and commodities. China’s GMO regulations also do
not allow simultaneous approvals with other markets, thus
resulting in repetitious studies and delays of approvals for
imports of commodities containing biotech material.

One aspect of approval process reform should include
establishment of a reasonable threshold for low-level pres-
ence of GM traits in products that is consistent with other
Asian countries, such as Japan and South Korea. Consistent
with China’s goal of modernizing the country’s agricultural
sector, AmCham China encourages China to proactively
develop and modernize the GMO sector by establishing a
scientific-based registration and approval system for GMO
products, increasing efficiency and confidence in the process.

Even when approvals for GMO products are received,
companies still face regulatory barriers with regard
to wholesale retailing and logistics of GMO products.
Companies are required to obtain a license for importa-
tion of GMO products, and once imported, the products
can only be used by the importer. Resale to other buyers
is prohibited. This restriction is contrary to China’s WTO
commitments which call for China to allow wholly foreign-
owned companies to engage in related wholesale and
agency sales.

Trade Remedy Proceedings Against US
Agricultural Exports

AmCham China believes China’s levy of prohibitively high
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anti-dumping and countervailing duties on US poultry
imports was an unnecessary step that will have a disrup-
tive effect on the market and Chinese consumers. China’s
anti-dumping investigation of US DDGS exports is also a
concern. With respect to the DDGS investigation, AmCham
China notes that China’s livestock producers are buying
ever-increasing volumes of grain and other animal feed to
satisfy the nation’s growing appetite for meat. It is in the
interest of both producers and consumers to maintain an
abundant supply of feed to keep pace with demand and
keep prices low.

We urge Chinese and US officials to seek to resolve disputes
of this nature through discussion and negotiation. If trade
remedy proceedings become necessary, AmCham China
urges MOFCOM to conduct these proceedings with trans-
parency, and strictly in accordance with Chinese domestic
law and WTO obligations. In these investigations, China
should also take into account the broader public interest,
as provided by Article 37 of MOFCOM’s Anti-Dumping
Regulations.

US agricultural companies acknowledge that our Chinese
counterparts have likewise voiced concerns about market
access for certain agricultural products in the US. In the
interest of promoting more robust and mutually beneficial
Sino-US agricultural trade, we urge US authorities to
employ a science-based approach to Chinese requests for
US market access for meat, fish, and produce (including
cooked poultry, apples, pears, and catfish).

Opagque and Problematic Allocation of Tariff
Rate Quotas

A tariff-rate quota (TRQ) is a trade policy tool used to
protect a domestically produced product from competitive
imports. Imports entering during a specific time period
under the quota portion of a TRQ are usually subject to a
lower tariff rate. Imports above the quota’s quantitative
threshold face a much higher (usually prohibitive) tariff.
Chinese TRQs are used as a method to cooperate with
importers to relieve the pressure of high domestic demand,
while still protecting the market for domestic products.

However, there are currently a number of issues holding
back Chinese TRQs from fulfilling their full potential to
support China-US trade relations and the Chinese domestic
agricultural market. First, TRQ quota levels are often set
too low to be commercially viable for corn and other agri-
cultural commodities, preventing importers from being able
to meet the needs of booming domestic demand. Second,
lack of transparency in the administration of TRQs inhibits
efficient distribution of quotas and increases the cost of
agricultural trade. Third, quota distribution is unpredict-
able, often not corresponding with the needs of the market.
Sometimes high quota levels are set when importers do not
need to import as much, and other times during periods of
high demand, quota levels are set too low.
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To help China meet strong domestic demand for agricul-
tural products, while keeping domestic products competi-
tive and safe, AmCham China suggests China establish a
more transparent, flexible system for allocating TRQs based
on market demand and price fluctuations. We also recom-
mend reducing the number of agricultural commodities
subject to TRQs so that demand can more efficiently be met
by the market.

Implementing these changes will enable Chinese TRQs to
function more efficiently, as envisioned under China’s WTO
accession agreement. It will also increase competiveness
and selection of products for domestic buyers at reasonable
prices, while fostering greater US-China bilateral trade and
protecting the Chinese domestic market.

Value-Added Tax

China’s rules on the collection of value-added tax (VAT) are
applied in a manner that discriminates against imports of
agricultural products as well as agricultural input products
like innovative fertilizers with new technology. While
imported agricultural products are subject to a 13 percent or
17 percent VAT, some domestic products receive favorable
treatment, including VAT exemptions or deductions. The
additional VAT charges put imported agricultural products
at a significant disadvantage in the Chinese market, and
likely violate WTO national treatment rules.

AmCham China supports a more transparent, predictable
VAT policy in China and equal VAT treatment for both
foreign and domestic enterprises. We believe this will
enable more Chinese farmers to access internationally
competitive products resulting in a healthier and more
sustainable agricultural industry.

Inconsistent Policy Implementation of Local
China Inspection and Quarantine Offices

Generally, importation of goods into China is smooth, with
US companies complying with the General Administration
of Quality Supervision, Inspection, and Quarantine
(AQSIQ) regulations. However, there have been some issues
regarding transparency and the consistency of implementa-
tion by local China Inspection and Quarantine (CIQ) offices.

Local CIQ offices generally follow standard AQSIQ proce-
dures for processing imports into China. However, periodi-
cally they will deviate from standard procedures, verbally
communicating the new requirements with no forewarning
to the importer. For instance, most Chinese ports accept
electronic signatures on phytosanitary certificates issued
to indicate that plants and plant products meet specialized
import requirements; however, at certain ports manu-
ally signed certificates are sometimes demanded indis-
criminately, causing massive increased costs. Sometimes
requirements for what needs to be included in contracts or
certificates are arbitrarily changed as well.
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AmCham China suggests that local CIQ offices in all ports
throughout China consistently follow standardized AQSIQ
regulations. The improved efficiency will help reduce costs
for US exporters, savings which will ultimately be passed
on to Chinese buyers.

Conclusion

The continued growth of Chinese agriculture throughout
2011 highlights the strength of the sector. Although
US-China agricultural ties remain robust, AmCham China
believes the Chinese government could implement a
number of changes around foreign investment and imports
for the benefit of both countries. Creating more scientific,
transparent, and consistent methodologies would help
improve efficiency, lower prices, and create a more competi-
tive modern, safe, sustainable, and secure agricultural
industry in China.

AmCham China also applauds the significant progress
China has made in reforming its agricultural sector to date.
In the interest of boosting productivity and modernizing
Chinese farming and livestock production, US agricul-
tural companies look forward to working with China to
cooperate in areas such as row crops, animal genetics,
and production technology. With the development of the
US-China relationship in agriculture, the sector looks set to
grow from strength to strength.

Recommendations
For the Chinese Government:

¢ Implement a more transparent and science-based
regulatory system across all agricultural sectors,
both for imported commodities and domestically
cultivated crops.

* Reduce barriers for foreign participation and
investment in agriculture and the food industry,
including moving more agricultural products from
prohibited to encouraged status in the “Guiding
Catalogue on Foreign Investment in Industry.”

e Improve the speed, fairness, and transparency of
the seed registration process.

e Eliminate anti-dumping and countervailing duties
on US poultry imports, or at a minimum, give US
exporters the opportunity to reduce these duties
through future interim reviews.

* Expand TRQ allocation and transparency in order
to meet the growing demand for corn and other
agricultural commodities.

* Remove unscientific restrictions on importation of
US beef, poultry, pork, and GMO products.

* Make VAT policy more transparent and predict-
able, and provide equal VAT treatment to both
foreign and domestic enterprises.
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¢ Implement standardized CIQ regulations consis-
tently in all ports throughout China.

For the US Government:

* Employ a science-based approach to Chinese
requests for market access for meat, fish, and
produce, including cooked poultry, apples, pears,
and catfish.

e Encourage through bilateral dialogue, workshops,
and in-depth scientific exchanges the implementa-
tion of a transparent, science-based regulatory
system, transparent and WTO-compliant agricul-
tural trade policies, and open market access and
investment opportunities in China.
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Bond Markets

Introduction

mCham China commends China’s continued

efforts to establish more open and transparent

financial services markets and encourages

Chinese regulators to initiate further bond
market reforms to continue this positive momentum. The
development of bond markets—both government and
corporate—is an important part of the financial infrastruc-
ture and will contribute significantly to capital allocation
efficiency and overall financial market expansion.

Fully functioning, open financial markets and efficient
capital allocation depend on the strong foundation of
a liquid and transparent government bond market in
particular. The benefits of such government bond markets
include: benchmark sovereign rates, necessary for pricing
other instruments in a healthy financial system, including
corporate bonds, bank loans, and derivatives; sound money
markets; lower overall systemic risk within the financial
system; cost-effective risk management; lower long-term
government funding costs; and the development of an insti-
tutional savings sector, including pension funds.

In order to establish a strong government bond market,
China will need to institute eight fundamental elements:
(1) deregulated interest rates; (2) disciplined issuance/
reissuance and retirement programs to support large, deep
benchmark issuances; (3) a liquid “classic” bond repur-
chase (repo) market; (4) a liquid and active government
bond futures market; (5) a broad range of liquid over-the-
counter (OTC) derivatives contracts and exchange-traded
derivatives contracts; (6) high quality, efficient, and cost
effective electronic price discovery, trading, and settlement
platforms; (7) market-friendly regulations and taxes; and (8)
a broad and active domestic and foreign investor base. Most
of these requirements are addressed below.

A lack of market-driven capital allocation, including a
loan and deposit rate regime, and the absence of true
national treatment for foreign-invested institutions in
China’s nascent bond markets—especially with respect to
underwriting, market making, derivatives trading with
corporate clients, and bond settlement agent licensing—
remain significant obstacles to China’s further progress.
Detailed discussion follows of the technical aspects crucial
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to functioning government bond markets, the underlying
prerequisites of sound financial markets in general, China’s
recent accomplishments with respect to bond market devel-
opment, and other issues for further consideration.

Significant Developments
Bond Volume Growth

Corporate and government bond volumes grew throughout
2011. Although China has become the largest corporate
bond market in Asia, excluding Japan, corporate bonds
still account for a relatively small portion of the total sector
funding. At the end of 2011, China’s interbank market
bonds outstanding totaled approximately RMB 7.8 trillion
(US $1.24 trillion), consisting of RMB 1.7 trillion (US $267.7
billion) in government bonds (21.8 percent), RMB 1.4 tril-
lion (US $220.5 billion) in central bank bills (17.9 percent),
RMB 2.5 trillion (US $393.7 billion) in financial institutional
bonds (32.1 percent), and 2.2 trillion (US $315 billion) in
non-financial corporate debt financing instruments (28.2
percent).

Underwriting

In 2011, the National Association of Financial Markets
Institutional Investors (NAFMII)—a People’s Bank of China
(PBOC)-sponsored entity with characteristics including
those of a quasi-regulatory, self-regulatory organization,
a financial services holding company, and a trade associa-
tion—was instrumental in designing a market-oriented
bond underwriting entry-and-exit mechanism through a
process that included consultation with member commit-
tees. In principle, these new criteria should allow both
local and foreign-invested banks to underwrite bonds in
China. This will help establish greater clarity and simplify
the process for foreign-invested bank participation as sub-
underwriters initially, and later as lead underwriters, for
commercial paper (CP) and medium-term note (MTN) bond
markets.

However, in practice, as of late 2011, and despite the pres-
ence for many years in China of world leaders in bond
underwriting, only one foreign-invested bank has been
granted underwriter status as part of this process. As
described below in the Specific Issues section, the new
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criteria serve only as a first step toward developing an
issuer-driven underwriter selection and appointment
process consistent with the approach taken in advanced
financial markets.

Retiring and Reissuance Process

In leading government bond markets, typically multiple
issues of similar maturities exist, of which the most actively
traded in a given maturity is called an “on-the-run” issue.
Government bond markets maintain on-the-run issues
to meet buyer and seller demands by maintaining deep,
liquid issues. The depth is created by consistently reissuing
targeted existing issues and retiring illiquid existing issues.
An effective bond market management strategy creates
deep on-the-run benchmark issues of maturities across the
yield curve and contributes to overall market liquidity.

We applaud the Ministry of Finance (MOF) for increasing
reissuances in 2011 which created deeper benchmark on-the-
run government bonds and improved liquidity at certain
points along the yield curves. In addition, we commend
PBOC and MOF for publishing rules in April 2011, effective
June 1, 2011, requiring market makers to show two-way
quotes on the four nearest issued government bonds for
each benchmark tenor, a move that also enhances market
liquidity.

A Broad Investor Base

Over the course of 2011, PBOC steadily increased to around
40 the number of foreign-invested banks with limited
individual quotas to invest directly in the over-the-counter
(OTC) interbank bond market using offshore RMB funds,
including one central bank as of November 2011. Though
undisclosed, the size of the individual quotas is understood
to remain modest; however, the aggregate sum is not
insignificant. In December, the China Securities Regulatory
Commission (CSRC), PBOC, and the State Administration
of Foreign Exchange (SAFE) jointly announced a pilot
program to allow RMB Qualified Foreign Institutional
Investors (RQFIIs) to invest offshore RMB into mainland
capital markets. By February 1, 2012, 21 RQFII licenses were
reportedly issued with a combined total quota of RMB 20
billion (US $3.17 billion). Of each RQFII’s individual quota,
at least 80 percent must be invested in fixed income prod-
ucts, including on the OTC interbank bond market. China
should build upon this progress in creating greater access
for foreign investors in China’s markets, as described below
in the Specific Issues section.

Specific Issues

AmCham China encourages China to use this positive
momentum to eliminate the remaining impediments to
bond market development and raise domestic bond markets
to new levels of liquidity and efficiency.
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National Treatment and Full Market Access for
Foreign-Owned Institutions

As a fundamental issue that relates directly to most if not
all of the issues covered in this chapter, China should treat
foreign-invested and domestic banks and securities houses
equally with regard to licensing, corporate form, regula-
tion, and permitted products and services, allowing them
to compete fully in domestic markets. Restricting national
treatment impedes innovation, market development, and
economic activity, among other things. Without providing
such consistent and equal access to the marketplace, China
remains vulnerable to increased criticism that its financial
industry policies are protectionist and aimed at excluding
foreign-invested institutions from its financial markets.
Fuller engagement by international financial services
companies will contribute to the further development of
Chinese domestic markets through the transfer of best prac-
tices.

In particular, significant restrictions exist with respect to
setting up wholly foreign-owned subsidiaries in China, and
many financial sector businesses are required by regula-
tion to enter into joint ventures with local partners and are
subject to a limited scope of activity. Foreign-invested firms
hoping to expand activities and branch networks or offer
new products also face a complex, slow, opaque, and often
futile approval process. In addition to the expanded exper-
tise and technology transfer that inevitably follow broader
participation by foreign-invested institutions, China’s finan-
cial services industry development and global financial
market integration will also be accelerated.

AmCham-China urges China to grant foreign-invested
firms full national treatment and market access and to
maintain a level playing field for all businesses through
efficient and transparent administrative processes.

Interest Rate Liberalization

China’s primary bond markets are among Asia’s largest,
but the secondary markets are largely illiquid. Since PBOC
currently sets interest rates through an administrative
process, bonds are issued with coupons at negative real
interest rates. China’s controlled interest rate regime also
distorts primary market underwriting, because risk cannot
be properly priced and issues are little more than private
placements. AmCham China suggests the gradual liberal-
ization of interest rates so that active trading can develop
in true secondary markets based on a robust yield curve.
The resulting enhancement of debt capital markets will
allow banks to establish a market culture better equipped to
address credit risk and better positioned to allocate capital
efficiently.
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Market-Driven Selection Process in
Underwriting

Although foreign-invested banks can trade CP and MTN
on the OTC interbank market in China, they still have very
limited access to the market for underwriting these issues.
AmCham China commends NAFMII's attempts to resolve
this issue by designing a more market-oriented bond under-
writing entry-and-exit mechanism, as described above in
the Significant Developments section. However, under
NAFMII's current proposal, it will still take years of service
as a sub-underwriter in China and the meeting of additional
criteria before a foreign-invested bank can be eligible for
full underwriter status.

In addition, while the draft qualitative and quantitative
criteria give the appearance of being neutral, in practice
these requirements will exclude many foreign-invested
banks. In fact, the new rules, in addition to amounting in
practical terms to protectionist measures, establish a system
whereby the regulator sets criteria for underwriter selec-
tion, an approach in stark contrast to standard best practices
applied to issuers in developed financial markets. In these
mature markets, issuers select lead underwriters, and lead
underwriters select sub-underwriters with issuer approval
based on commercial criteria, regardless of a bank’s national
origin. Foreign-owned banks, including Chinese banks, are
eligible to underwrite issues in developed economies across
the world, notably in the US, UK, and elsewhere in the EU.
In such jurisdictions, banks selected through a commercial
process need only meet minimum standard requirements,
such as holding a specific banking license, retaining quali-
fied staff, or having appropriate risk management systems,
in order to act as an underwriter.

Allowing experienced foreign-invested banks into China’s
underwriting market will offer domestic issuers more
choice and will lead to more cost-effective options, lower
funding costs, raised disclosure standards, and expanded
distribution channels, particularly when lead underwriter
status becomes available. The broader competition and
cooperation among underwriters typical of leading global
markets will improve the functioning of the Chinese market
and raise the quality of service to clients.

Debt-to-Net-Asset Ratio Limits

Although the corporate MTN and CP markets in China have
continued to grow throughout 2011, the 40 percent debt-to-
net-assets ratio limit for a corporate to issue debt hinders
the development of the corporate bond market. It limits the
activities of creditworthy corporate issuers, in turn dimin-
ishing the underwriting market and the transactions derived
from the corporate credit market. Such a debt-to-net-assets
ratio limit is unusual in the context of disclosure-based
international bond markets. AmCham China encourages
reconsideration of this limitation before it becomes a major
impediment to the corporate bond market in China.

| 2012 White Paper | AmCham China |

Retiring and Reissuance Process

Although China has made notable progress as described
in the Significant Developments section above, China's
government bond issuance program still lacks deep and
liquid on-the-run benchmark bonds across the maturities
spectrum, contributing to an uneven and inefficient yield
curve. We encourage China to continue recent progress in
increasing reissuances, and reinforce this activity through
the targeted retiring of off-the-run government bonds. Such
an approach would build market confidence in the consis-
tent availability of such reference benchmarks, which in
turn would enhance market liquidity in general.

Creditors’ Rights and Bankruptcy Procedures

Overall, the rules governing creditors’ rights in bankruptcy
must be strengthened and improved in order to ensure
market participant confidence in the enforceability of
transactions and contracts. This is particularly important for
those transactions and contracts related to repos, futures,
and other derivatives typically traded under master agree-
ments and often secured by collateral.

For example, under current Chinese bankruptcy law, an
insolvency administrator has the right to decide whether to
set aside or uphold any executory contract or disregard any
contractual termination rights. The exercise of this discre-
tion is commonly referred to as “cherry picking.”

Another problem has to do with the enforceability of close-
out netting for repo and derivatives transactions between
counterparties, which is addressed with legal certainty in
most other financial markets. Globally, such transactions
are generally traded under internationally recognized
master agreements, such as the Global Master Repurchase
Agreement or the International Swaps and Derivatives
Association master agreements. Under these agreements,
if one party to a repo or derivatives transaction goes
bankrupt, all transactions documented between the parties
under the relevant agreement will be terminated by netting
all transactions under which funds are owed to or due from
the counterparties. Through this approach, the amounts
owed by and due to each of the parties under each and
every relevant transaction are calculated, resulting in the
payment of one net amount.

Under the current system in China, Chinese banks seem
to rely on implicit government guarantees as the primary
form of risk management when dealing with each other.
This creates systemic risk and leaves the derivatives market
dangerously exposed in the event a Chinese bank defaults
and the government does not step in to cover the obligation.
Foreign-invested banks cannot rely on this implicit guar-
antee and as a result must reduce the capital they provide
to the market.

Clarification through unambiguous legislation, written
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judicial interpretation, or administrative regulation on the
enforceability of close-out netting, the use of collateral, and
the disapplication of cherry-picking powers in the context
of qualified financial contracts, would strengthen Chinese
domestic agreements. AmCham China encourages regula-
tors to reinvigorate consideration and development of this
or other stand-alone regulations to resolve netting and
cherry-picking issues.

“Classic” Government Bond Repo Market

A “classic” bond repurchase (repo) market refers to a
system within which margining of exposures is standard
practice and the bond title is actually transferred as part of
the agreement. This allows market participants to use the
bonds they hold for additional purposes, such as further
repos, covering short positions, securities lending, or
collateral. As a result, the underlying bonds in classic repo
agreements continue to generate market liquidity.

Although some progress has been made, a fully liquid and
active classic repo market remains elusive in China. Repo
transaction volumes grew throughout 2011 but remained
relatively short term, with as much as 85 percent being
pledged as security and involving no title transfer, meaning
not functioning as true repos. The inability to manage
collateral margins continues to inhibit the development of
term repos (i.e., those longer than overnight). China’s bond
market would be better served by a repo market that more
closely mirrors the global best practices applied under the
classic approach.

Chinese Master Repo Agreement

NAFMII took an important step toward development of a
classic repo market in 2010 by producing an updated draft
Chinese master repo agreement (CMRA). Once approved,
the CMRA will support the further development of a classic
repo market, including term repos, and also significantly
facilitate repo negotiations.

AmCham China urges Chinese regulators to finalize the
CMRA as soon as possible in 2012, as NAFMII's document
incorporates the classic repo approach and will dramatically
enhance repo market development. Such a move would
lay the foundation for a solid term repo market, extend
liquidity across the government bond yield curve, and
make more precise risk management hedging transactions
possible.

Business Tax Rules

Other impediments to the development of a classic term
repo market include accounting and tax rules. As China’s
financial markets mature and transactions across the spec-
trum of repos, futures, interest rate derivatives, and bond
trading become more interdependent, the failure of tax
rules to keep pace with the industry creates concerns for
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domestic as well as foreign-invested banks.

Business tax rules, which segregate transactions into four
separate categories (foreign exchange, stocks/equities,
bonds, and other), were developed long before financial
markets reached their current level of sophistication. As
the profit margins on the overall transactions are gener-
ally quite thin, the resulting gross tax on a transaction
as a whole may be close to or even exceed the net profit,
discouraging hedged transactions or relative-value trading.

Administration of these business tax rules should be
amended as soon as possible to eliminate the four transaction
categories and allow net gains and net losses to be carried
forward. This approach would reflect modern business
practices and promote market liquidity. Although a value-
added tax pilot program was launched in January 2012 in
Shanghai for specific industries, it may take years to imple-
ment comprehensively. In the meantime, we urge that China
address these business tax rule issues without further delay.

Government Bond Futures Market

An active, liquid, and closely supervised government bond
futures market would allow participants to hedge posi-
tions quickly and reduce risk more effectively, while at the
same time deepening the underlying bond and derivative
markets in China. Government bond futures markets are
essential for the efficient functioning of market makers and
primary dealers and are a key component of developed
markets in general.

In early 2012, unconfirmed press reports indicated that the
China Financial Futures Exchange had begun preparations
for a pilot program to reintroduce the trading of govern-
ment bond futures for a select group of financial firms, with
a formal launch of the product anticipated by mid-2012.
AmCham China welcomes this news and encourages
China to re-launch a government bond futures market with
regulatory, supervisory, and technological infrastructure.
The growth of a classic term repo market in China will also
require the development of a government bond futures
market.

A Broad Investor Base

The existence of a broad and active investor base with
foreign investor participation generates market activity and
liquidity. China’s effort to develop an offshore RMB market
supports the expansion of a foreign investor base in the
longer term and creates additional channels through which
such investors can participate more meaningfully in the
domestic bond market.

As described in the above Significant Developments
section, PBOC made further progress in 2011 and early
2012 by increasing the number of foreign-invested banks
with limited individual quotas to invest directly in the OTC



NERE, BH T EHDB (BHRKFHRANOB) 6
KRE. RE30BMHinEBRREMLWTHZFAONER
IRBNGIE, FEEAPERSHIZRHEEHSE.

¥ B RAT ] T K X B 2 R

REBEMEIE 2010 FM S (PEIRIEHIHRS0
BRSZEDRY (ITNER “OBRSEMN ) BIJEE,
MMEAREZHOBHIZLETEE—%. OBRSZEM
W—BRBHE, KENTZR0WH7 (BEEHOW)
BHE—FRE, BIEEAKIEHOBNE.

PEXERZARPEREIDE 2012 FRRTRO
WRSEDMY, RERRSBMENHFPESTLHED
WA, HRAKEDNOBHIZHAR. ZENEATR
—TRXNEHOWTIZI] N EM, ST RE BN
R NaERdB% LRI, FHEBBENXLEEN D
RZMATEE.

F b A A

HERERACHOBLDRAERNERABE RIS
RUCEN, PEEPEZMDZZAMA, OB, . 7
ETEFRULRSRZL[ENEEKM, RISMUK
BESOUARREESNERTPRIINR RSB,

BRBZUDANE MRS, RERS. KBRS
REMRS) B WHMNBEZRHIDERSRIMFAK
FRECAGIEN. BFRERXSNAEEEIR, AU
N—RRSEVNRE DRI RO NEEBEEFA
. M PRSIENMEENRZZ MRS,

[ = RIR X LB N SKRE#T1E1T, TAEUH
RANETRZED], HArPRal?SROSE. Z
BERB=RMIAEIREH RN, REBE
RERMBETF 2012 F£1 BE LB TWETT, %l
RINBENEBEROVIEFRFNE. SLEY, )
HePEFFEEBREWR NI AN T,

Vet i

—TRIZGEK. RMREBANZIBL) HENBFER
FHIRMIPRBES S BREBTEN PK UHEBLURFE
b, EBYEERCPENIRIRSZ ST BmE. B
Rz RN T BHA—Rhis R EEERREFR
BERRTOER, HEESK LRERAMBN—TEEH
0.

| fixms |

2012 FF4), BERKRZILXNMEREEE, P
BERRBERZMETBESE— R ENTREWPTT
REHSIABRRSHRERSNNRINE, BRTE/E
2012 FPAIET S, PEEDBIWILHEIREHKE
WEVERTIRE, AEDPEEEEBRE. BEHRA
iSO BERSHETS. BV, PELHRTEHDW
IR K EF2EE RS EDINAE.

I 2RI A EH R

BIERRESSHEAN 2. SHRHRIBHAS
EmpHRESRENRDME. PERERBFEARDHBEH
EERBEEKNBEASIIINERAEEHEANT R, FEE
RUBR-LHERSE, BEXLRIBERETERNMS
SPERZHIA.

FAELEX “BRER PoPHHRD, PEAR
SRITTE 2011 FE 1 2012 UKD B R B BHA, 1810
JEEBUZIBERNEHN, EABFARTES, BBR
RATIRZNBRITBRSHNIRRITHEE, QY
BN T EREIMBRRE T WINARINE. PENZ
BT RRZNNERARENE, URBEDENREAN
ENIEITMNERBERNE , KRFIX-RBERESXL,
2/, MNRDIENBDRARZIENE 300 £ 500 {4ETT
(1900 2 3200 LT ARM) , EHIZNEERRTFIHI}
RZVRTBERSHZONENE, KEHEEBOOIL
He—.

HUE S T

Bal. PEB-TEXNFERERSHENESK
5, ERADEEPBYEATRHESEREZEN
. ABRLE, KEHETSNERNESCTHIDEDN
ANBRHNRMENG, BII—TEB0H. KR8
NUREEERIDFRANEEZKROVERIESKHZ, WEE
SHMCERRT. KENBNRISNIME, FNTEA
EHDBROMERER, LERETEABIEE.

EERETEA

PENKRENIDERAEMLEN TR ERIBEE™
SBE, FEXFERST —TFRARRZER. hEBENH
BHERM. mEREURE. BRIV EA
URGEFATCHNE, XN FES0T/MHIHRSR
HEERBZ,

| AmCham China | 2012 White Paper |

169



]
[}
=
7]

&

2

=
(8}
[0}
Q

@
>
]
7]
=}

§e]

<

170

| BOND MARKETS |

interbank bond market using offshore RMB funds and by
initiating the RQFII scheme pilot program. China should
continue this momentum by expanding and increasing the
number of existing investment channels and increasing the
size of, or eliminating altogether, investment quotas. At a
minimum, increasing the size of quotas for direct invest-
ment in the OTC interbank bond market, starting initially
with quotas of US $30-50 billion (RMB 190-320 billion) for
approved foreign investors, would be a step in the right
direction.

Securitization Market

At present, China has a significant informal and unregu-
lated securitization market, through which trust compa-
nies act as intermediaries between fund providers and
borrowers. Well-regulated and effective securitization
markets are internationally recognized as efficient financing
mechanisms. The establishment of a formal securitization
market, with clear, consistent, and enforceable rules and
sound documentation and disclosure requirements, would
better address the concerns of banks, regulators, and inves-
tors. Further, it could be employed to aid government
policy to promote low-cost housing, among other things.

Regulatory Process and Notification

China’s regulatory and jurisdictional uncertainty is a
serious impediment for foreign-invested financial institu-
tions, effectively serving as a non-tariff trade barrier.
Regulatory transparency and consistency, market consulta-
tion processes, sufficient notification of new rules, and time
for public comment are vital to well-functioning financial
markets.

A large number of regulatory and quasi-regulatory
bodies govern the financial services sector in China (e.g.,
PBOC, SAFE, MOF, SAT, NDRC, CSRC, CBRC, CIRC,
and NAFMII), each with its own priorities and processes.
Notification of regulatory changes across these institutions
is inconsistent, and the complex approval processes for new
products or licenses continue to suffer from the absence of
a coordinated regulatory approach. Also, rules are often
unclear, reasons for denial or approval are not widely
disclosed, and in some cases the rules themselves are
not publicly available. At times it is not even clear which
regulator’s approval is required, and sometimes regulators
themselves disagree about approval processes or proce-
dures.

AmCham China urges regulators to establish a coordinated,
clearly defined, and efficient regulatory process.

International Standard Commercial Practices
Additional limitations are imposed on the market by

unusual incentive programs or other approaches to
licensing that are not international standard practice. Two
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examples include Chinese market-maker status and bond
settlement agent licensing in derivatives trading.

Chinese Market-Maker Status and Derivatives
Trading

Derivatives trading with corporate clients in China requires
multiple regulator licenses and approvals, a privilege avail-
able on a very limited basis. One of the eligibility require-
ments is service as a PBOC-approved market maker. In the
world’s leading financial centers, market makers are finan-
cial institutions that offer two-way pricing quotes to buyers
and sellers for various products, currencies, or commodities.
There is simply no rationale for linking derivatives trading
with corporate clients to market-maker status. In fact, this
linkage impedes the growth and liquidity of the derivatives
market. US, UK, and EU regulators do not require market
makers to hold specific market-maker licenses; however,
in China, PBOC grants such status and offers derivatives
trading privileges to offset the burdens of market making.
AmCham China urges regulators to abandon this linkage.

Bond Settlement Agent Licensing and Derivatives
Trading

The only other way to trade derivatives with corporate
clients in China is to acquire a Level “A” Bond Settlement
Agent License, also granted by PBOC. In 2011, two foreign-
invested banks succeeded in obtaining such licenses, and
we appreciate this development. Nonetheless, clearer
criteria and explanations for disqualifications would
promote a better understanding of this process. Ultimately,
AmCham China urges PBOC to allow participation by
foreign-invested banks in expanded derivatives trading.

Conclusion

China appears well positioned to use its positive
momentum to address these issues and bring domestic
bond markets in line with globally accepted and tested
practices. This will allow harmonization between Chinese
and international bond markets and move China firmly
toward full capital account convertibility in the future.
Significant progress has already been made, although
further advancement continues to be hindered by discrimi-
natory rules and policies that disadvantage foreign-invested
banks. AmCham China supports China’s efforts to expand
domestic bond markets in line with leading financial
markets.

Recommendations

* Support national treatment for all banks and
securities houses, including by allowing foreign-
invested banks to compete fairly and fully in
domestic markets (particularly in the areas
of underwriting and derivatives trading) and
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removing limits on foreign ownership in all
financial services sectors. [PBOC, NAFMII,
CBRC, CSRC, and State Council]

¢ Clarify creditors’ rights through unambiguous
regulations, legislation, or judicial pronouncements
regarding the enforceability of close-out netting,
use of collateral, and elimination of cherry picking
by insolvency administrators. [MOF, PBOC, CBRC,
and CSRC]

* Develop a classic term repo market, including by
amending existing regulations, business tax, and
accounting rules that inhibit market development.
[NAEMII, PBOC, MOF, CSRC, and SAT]

» Allow significant direct investment by foreigners
in the government bond market. [PBOC and SAFE]

¢ Re-launch a bond futures market with regulatory,
supervisory, and technological infrastructure.
[PBOC, MOF, and CSRC]

¢ Gradually deregulate interest rates.
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Business Process Outsourcing

Introduction

he outsourcing services industry has benefited

from increasing Chinese government support

in the past decade. First officially identified by

the government in its 11" Five-Year Plan as a
priority industry for development, the sector continues to
feature prominently in the 12" Five-Year Plan. The industry,
encompassing both information technology outsourcing
(ITO) and business process outsourcing (BPO), is recog-
nized as a key component in China’s long-term strategy to
advance economic growth. By strengthening China’s capa-
bilities in information technology and business services-
related industries and by offering large-scale employment
opportunities for graduates, outsourcing can act as a stra-
tegic pillar for a more knowledge-based economy.

Continued focus on building a robust and sustainable
industry foundation is critical, not only to support the
increasing needs of the domestic Chinese market, but also
to ensure that China gains a greater share of the booming
offshore outsourcing market. AmCham China recognizes
and appreciates that the Chinese government has provided
a broad range of policies to cultivate growth in the
outsourcing industry.

As the market has developed in recent years, however,
a number of common critical challenges for service
providers increasingly hinder growth. Mature international
outsourcing providers play a valuable role in bringing
best practices to market, fostering local talent, developing
training initiatives, and establishing quality benchmarks.
Yet, China’s current policies, which restrict flexibility and
growth of foreign-invested companies, risk discouraging
foreign investment in this sector. Applying less restrictive
policies will increase multinational service providers’
commitment to China, and thus accelerate the depth of
knowledge, management experience, and quality in the
market that buyers of BPO services demand.

Additionally, procurement policies that favor domestic
companies over multinational providers act as an explicit
barrier to market entry and growth. These factors,
combined with a lack of uniformity in policy and regulatory
implementation across cities, raise serious questions for
multinational providers seeking to build a business case for
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further investment. These issues are further compounded
by the highly fragmented nature of the market, limited
buyer demand, talent shortages, and cost issues.

Finally, the current lack of a unified industry voice to
engage with the government impedes the development of
a channel through which service providers can address the
above issues. Formation of an industry-wide trade body
would allow both parties to work together in advancing
a compelling marketing strategy for China’s offshore and
domestic outsourcing capabilities.

Significant Developments
1,000-100-10 Project

In 2006, the Ministry of Commerce (MOFCOM) launched
the 1,000-100-10 Project with the stated aim of fostering the
development of 1,000 domestic enterprises with outsourcing
capabilities, encouraging 100 multinational companies
(MNCs) to transfer their offshore outsourcing business to
China, and developing a base of 10 internationally qualified
“model cities” across China as outsourcing hubs.

Many objectives of this project have been achieved. Policies
have continued to be issued and updated to create an
attractive financial and business framework that encourages
further development. Such policies include a wide range
of tax incentives as well as financial, intellectual property
rights (IPR), human resource, training, business and public
services, and infrastructure support to attract providers
and in-house shared services support centers. As a result
of government efforts, China now boasts over 15,000 regis-
tered outsourcing service providers with over 2.8 million
employees, and 21 cities have been approved as “model
cities for service outsourcing.”

Specific Issues
Policy, Geographic, and Market Fragmentation

China’s efforts to encourage the development of the
outsourcing market, both in terms of the creation of “model
cities” and the establishment of thousands of service
providers, undoubtedly offers choice. However, the rapid
rise in options has also created challenges related to market
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fragmentation and lack of uniformity.

The model cities are essentially operating in competition
with one another and have established varying policy inter-
pretations and incentive options in order to attract busi-
nesses. There is a lack of coordination in differentiating the
cities to allow targeted sector specialization or value propo-
sitions. This imposes significant due diligence efforts and
cost on service providers in identifying suitable locations
for their individual business needs, as well as in comparing
the alternative incentive offerings each city provides. In
addition, there is inconsistency in the licensing processing
procedures and timeframes presented by each city, adding
to the bureaucratic and administrative burden for busi-
nesses seeking to expand their footprint across China.

China could look to India as a model for success, where
the early formation of an industry-wide trade body and
chamber of commerce served as a voice for the industry.
Known as the National Association of Software and
Services Companies (NASSCOM), the organization serves
both domestic and multinational enterprises. It supported
the formation of uniform, country-wide policies and
implementation procedures in India early in the sector’s
development. A significant additional benefit that such an
organization could provide is the marketing power that a
unified industry and government voice of this nature can
employ in promoting China’s outsourcing offerings.

Added to this overall geographical and promotional frag-
mentation is the additional burden on outsourcing buyers
of identifying suitable providers from the thousands of
newly established outsourcing companies. As an emerging
market, it is inevitable that there will be dynamic growth
of new businesses, but ultimately, industry consolidation
would support the emergence of industry leaders that offer
high-quality services and build a solid reputation for China
and the industry’s capabilities.

Incentive Timeframe Limitations

Tax and other financial incentives issued by the Chinese
government to cultivate the growth of the outsourcing
industry are notably shorter in timeframe than those issued
by other countries seeking to attract outsourcing business.
Again using India as an example, the various tax incentives
and other favorable policies issued by India have been typi-
cally 10 to 15 years in length, giving companies entering
the market a stable and clear landscape for financial and
strategic planning.

It is understood by AmCham China that the Chinese
government wishes to retain flexibility in adjusting regula-
tions to support market growth. However, the short time
frames (typically five years) of, and regular changes to,
these policies and incentives only serve to increase uncer-
tainty. They thereby act as disincentives to multinational
providers comparing the investment opportunity of China
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versus alternative locations. AmCham China recommends
that China lengthen tax and financial incentive timeframes
to at least seven to 10 years in accordance with the practices
of other countries.

Complex and Ambiguous Licensing and
Regulatory Environment

In addition to the lack of uniformity among the model cities,
companies also face a wide range of sometimes conflicting
ministerial policies and business categorizations. In 2007,
and again in 2011, the revised “Guiding Catalogue on
Foreign Investment in Industry," jointly issued by China’s
National Development and Reform Commission and
MOFCOM, defined outsourcing as an “encouraged” sector.
Its definition covered businesses engaged in “such informa-
tion technology and business flow outsourcing services as
system application management and maintenance, informa-
tion technology supportive management, bank background
service, financial settlement, human resource service, soft-
ware development, call center, and data processing.” Yet a
number of these business areas are also subject to restricted
or prohibited foreign investment categorizations, particu-
larly in call center and human resources outsourcing.

Indeed, even where an area is explicitly encouraged, the
multitude of licensing and accreditation agencies involved
is problematic and excessively time consuming for foreign
investors. For example, until recently, many foreign-invested
businesses experienced delays of over one year in gaining
recognition as “advanced technology services enterprises,”
delaying their ability to access the multitude of positive
incentives available to companies that meet this criteria.

The situation is exacerbated by the requirement to again
apply for relevant recognition and licenses when an enter-
prise seeks to expand into additional provinces or cities
across China. While the current climate allows for incre-
mental financial advantages to be gained by companies
between different local governments, greater uniformity
and minimized processing would be more advantageous in
the longer term.

AmCham China recommends the creation of either a
centralized recognition authority or a uniform approach
and improved coordination between local governments
in implementing rules and processing procedures related
to licensing, accreditation, and incentive application
requirements. In addition, AmCham China requests the
re-evaluation of restricted and prohibited foreign invest-
ment categorizations impacting businesses engaged in call
center and human resources outsourcing.

Increasing China’s Attractiveness as an Offshore
Destination

While China’s visibility as an offshore outsourcing destina-
tion has increased extensively in recent years, the reality is
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that it must still overcome a reputation for a weak service
culture and a limited choice of quality providers with
advanced capabilities. While many international companies
are beginning to test China as an outsourcing destination,
the size and scale of their commitment remains very small
and limited in scope compared with engagements in other
markets.

In order to attract offshore business from other countries
offering outsourcing capability, the Chinese market needs
to remain vigilant in continuing to address key concerns,
including:

¢ The need for the government’s ongoing commitment to
the development of language capabilities, particularly
English, in the workforce;

e Limitations in the availability of advanced human
resource and management skills, and the escalating cost
of sourcing these skills;

* Poor perceptions of IPR enforcement;

¢ The need for a more advanced data security framework
and increased flexibility in data hosting regulations for
foreign-invested providers;

¢ The negative perception of complex foreign exchange
regulations; and

¢ Labor regulations which are perceived as being insuf-
ficiently flexible to meet the needs of the outsourcing
industry.

AmCham China encourages the Chinese government to
sustain its focus on improving the educational, training,
legal, and regulatory framework in order to tackle these
challenges. Without a significant positive shift in global
perceptions of China’s limitations in these areas, invest-
ment in China as a viable outsourcing destination will be
impeded.

Talent Attraction, Development, and
Management Challenges

While a number of policies have been published that support
and subsidize the recruitment and talent training needs of
the industry, both outsourcing and shared services organiza-
tions continue to face challenges in these and related areas.
A talent bottleneck crisis is currently being faced by many
businesses, both foreign- and domestic-invested, which
threatens the rapid and healthy growth of the industry. A
shortage of appropriately skilled managers and graduates,
relevant training resources and institutes, combined with
labor attraction and retention issues and escalating labor
costs, are hindering the industry’s advancement.

AmCham China encourages the development of programs
across the model cities that increase talent attraction devel-
opment through business and vocational training institutes,
partnerships with internships, international training initia-
tives, management trainee training programs, and candi-
date relocation campaigns and incentives.
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Barriers to the Domestic Market for MNCs

In order to achieve a sustainable business model,
outsourcing companies rely on scale and volume across
multiple clients and projects to create an efficient cost struc-
ture and justify ongoing investment. China’s outsourcing
capability is still perceived to be relatively immature.
Moreover, the procurement of outsourcing services is
largely led by a limited number of MNCs with relatively
small-scale projects.

Creating a healthy and sustainable market will not only
depend on increased offshore demand, but also the
domestic market’s acceptance of the outsourcing model.
Currently the domestic market offers huge potential but this
market remains relatively untapped and it has been reluc-
tant to trust or engage with service providers. Recognition
of the business benefits of outsourcing is expected to take
many years. To ensure continuing progress, active govern-
ment encouragement of the sector will remain essential.

Multinational service providers are extremely discouraged
by government procurement (GP) policies which limit
their ability to enjoy a share of the anticipated growth in
the domestic market. GP policies currently favor domestic
enterprises and explicitly discourage the purchase of
services from foreign-invested companies. While AmCham
China recognizes and encourages China’s objective of
fostering domestic business development and capability,
it should also be recognized that mature foreign-invested
companies can help to significantly accelerate perceptions
of China as a high-quality destination for outsourcing
services. With the government and state-owned enterprises
(SOEs) representing a key market for potential large-
scale outsourcing services, the restrictions in this market
discourage investment by multinational providers and
further undermine the development of the broader BPO
market in China. AmCham China encourages China to lift
these restrictions, including by implementing policies that
are in line with China’s World Trade Organization (WTO)
commitments, and by fulfilling China’s promise to join the
WTO Agreement on Government Procurement on strong
commercial terms.

The flexible investment models offered in India as it
emerged as an offshore destination, particularly those
allowing foreign companies 100 percent ownership options,
long-term incentives, and stable regulatory environment,
encouraged very large scale foreign investment. The
training and best practice experience fostered by MNCs led
to a cross fertilization of knowledge between multinational
and local Indian companies as resources moved within
the industry. This quickly cultivated a large talent pool of
strong management and operational skills enabling India to
establish its reputation as a high-quality services delivery
location.

A more open model would similarly help China’s rapid
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advancement in building the resource, management, and
operational expertise to deliver proven outsourcing capabili-
ties. This would, in turn, build China’s reputation, encourage
increased confidence in the procurement of its services, and
create a greater market size which can be enjoyed by both
domestic and multinational providers alike.

Barriers to Entry for Outsourced Contact Center
Services

Entry to the outsource call center market in China is
highly problematic for MNCs. Currently all companies
seeking to operate call centers (both foreign-invested
and wholly Chinese domestic-owned) must obtain a
Telecommunications Business License issued by Ministry of
Industry and Information Technology (MIIT). Until recently,
all foreign enterprises obtaining such licenses were required
to enter into a joint venture (JV) and could not exceed 50
percent of the JV’s registered capital. This policy has been
highly unpopular in an industry where JVs have, in most
cases, proved unviable as a long-term solution and led to
failure in other markets across the globe.

In April 2010, the State Council announced an exception
to the JV requirement for foreign-owned call centers that
operate in the 21 model cities and that render all services
only to customers located outside China. While AmCham
China commends the increased flexibility this policy offers
call center service providers, the reality is that multinational
providers believe this change will have a limited impact on
their business growth. The services rendered will require
resources with language skills to service foreign markets,
and given the limited scalability and high cost of these
resources relative to proven locations such as India and the
Philippines, the sales opportunities are extremely restricted.
This further depresses foreign investment in the market,
as using China as a destination for the core market of high-
volume English language support services is not yet consid-
ered a viable strategy for most mature outsource providers.
Using China to service neighboring regional countries is a
viable option, as seen in the success enjoyed by Dalian as an
offshore hub for Korea and Japan, but ongoing scalability
remains a concern to service providers.

In order to attract mature outsource providers to the China
market, a strategy of offering wholly foreign-owned call
center operations that can also service the domestic market
is essential.

Barriers to Entry for Outsourced Human
Resource Services.

MNCs operating in China in the provision of human
resource outsourcing (HRO) services are subject to a range
of restrictions. This sector is subject to oversight by many
regulatory jurisdictions, including MOFCOM, MIIT, the
Ministry of Education, the Ministry of Finance, and the
Ministry of Human Resources and Social Security. Service
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providers are required to navigate the policies issued
across these ministerial jurisdictions, which, at times, can
be in direct conflict in scope and direction for foreign-
invested companies. The large number of bodies involved
in regulatory approval and oversight and often conflicting
policies and regulations has proved to be a challenge for
MNCs. A single coordination point within the government
or a sanctioned trade body is urgently needed to serve a
clearinghouse and coordination function among central
government, model cities, and domestic and multinational
service providers.

HRO companies are seeing an evolving market need for
value-added integrated human resources (HR) services for
recruiting and retaining talent, cutting costs, managing the
broad and complex range of HR services, adhering to labor
regulations, meeting procedural provincial administra-
tive requirements and navigating differences in tax and
employment related law. In this environment, multinational
providers are finding they are significantly disadvantaged
in competing with domestic providers across the full
portfolio of services. Dominant Chinese players such as
the Foreign Enterprise HR Service Company (FESCO) and
China International Intellectech Corporation (CIIC), due
to state ownership, have access to privileged resources
and information. Additionally, with certification services
and certain transactions associated with the Labor Bureau
provided only by domestic companies approved by the
Ministry of Labor, they are effectively able to enjoy a
monopoly.

Global HRO service providers that have made significant
investment in China believe the lifting of multiple restric-
tions to their offerings is essential to facilitating ongoing
investment in the market. With these companies bringing
both best practices for the increasingly complex HR-related
needs of businesses, and offshore business opportunities
through their global client base, they can contribute signifi-
cantly in establishing China’s ability to deliver high-value,
knowledge-based services in this space. The current absence
of a level playing field is hampering the growth of global
HRO players and the business case for ongoing investment
in China.

Conclusion

The Chinese government is making ongoing efforts to
develop the outsourcing industry in China. The significant
investment in creating customized policies, subsidies, incen-
tives, infrastructure, legal, and regulatory frameworks, and
geographical location options has been greatly welcomed
by service providers and buyers alike. This investment
is widely acknowledged across the global outsourcing
community and is reflected in the increasingly significant
position that China enjoys in analysts’ global location
recommendations.
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Most MNCs, if not already operating in China, are seeking
the opportunity to invest in the market. They believe that
the challenges outlined above can be overcome to create
a healthy, prosperous, and expanding market that will
benefit both global and domestic service providers alike.
As described herein, the examples of other countries that
have seen a boom in outsourcing and offshore services
have been based on open business environments which
allow flexible operating models. MNCs are confident that
they can support China’s strategic objectives of knowl-
edge and best practice sharing through cross fertilization
of resources and knowledge between multinational and
domestic enterprises.

Multinational providers’ investment will only increase in
a more uniform and less restricted business environment
that allows them to fully control their businesses and offer a
full suite of services. AmCham China strongly recommends
that the Chinese government develop an investment and
regulatory framework that will let foreign-invested compa-
nies contribute to the rapid growth of confidence in China’s
outsourcing service capabilities and quality.

Recommendations

* Create a government sanctioned trade body that
can serve as a clearinghouse, coordinator and
venue for dialogue among central government,
model cities, and domestic and multinational
service providers.

e Apply a minimum seven-year term life for key
financial incentives, such as tax discounts and
exemptions.

e Create either a centralized recognition authority
or a uniform, coordinated approach between
local governments for each Model City to create
consistency in and ease of compliance with local
implementing rules and application procedures for
related subsidies and tax incentives.

e Lift restrictions and policy impediments on
government and SOE procurement of services
from foreign-invested enterprises, including by
implementing policies that are in line with China’s
WTO commitments and by joining the GPA.

e Accelerate talent development through business
and vocational training institute partnerships
and internships, international training initiatives,
management trainee training programs, and candi-
date relocation campaigns and incentives.

e Cancel the requirement for foreign-owned call
center operators to enter into a JV with no more
than 50 percent of the JV’s registered capital if
providing services to domestic customers.
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Civil Aviation

Introduction

mCham China commends the Chinese govern-

ment for its continued and successful efforts to

develop a healthy and sustainable civil avia-

tion sector. Strong economic growth, increased
trade, rising personal incomes, and progress in market
liberalization have also been key drivers behind growth in
the sector.

China is well on its way to achieving its goal of trans-
forming from a “large aviation nation” to a “powerful
aviation nation.” China’s “Big Three” airlines (Air China,
China Eastern, and China Southern) are now among the
world’s top 15 carriers measured in terms of revenue
passenger-kilometers. None was on the list in 2000. Beijing
Capital Airport is now the world’s second busiest passenger
airport. Both China’s in-service jet fleet and the number of
passengers carried by Chinese airlines more than tripled
between 2000 and 2010. Moreover, China has become an
integral and growing part of the global aviation supply
chain for a wide variety of aviation products and services,
and is making great progress on its plans to enter the large
commercial airplane manufacturing market.

In 2012, China will continue to be one of the largest and
fastest growing markets for all sectors of civil aviation, with
long-term growth forecasted to remain strong. To accom-
modate increasing demand for air travel, by 2015 China is
expected to add 55 new airports, bringing the total available
for commercial aviation use to at least 230. China's airlines
by 2030 will need 5,000 new airplanes valued at US $600
billion (RMB 3.81 trillion). This expansion provides signifi-
cant opportunities in airplane sales and airport design and
construction, as well as in the rapidly emerging general
aviation (GA) sector where experienced US companies have
much to offer.

Meaningful cooperation between the US and Chinese
governments on aviation is necessary to realize these busi-
ness opportunities. The US Federal Aviation Administration
(FAA) and China’s General Administration of Civil Aviation
(CAAC) continue to enjoy a close, mutually beneficial part-
nership that has benefited both sides for many years. This
includes the ongoing FAA technical assessment (shadow
program) of CAAC’s ability to certify the ARJ-21 regional

| 2012 White Paper | AmCham China |

jet to international certification standards. The AmCham
China affiliated US-China Aviation Cooperation Program
(ACP) also works closely with the FAA and the US Trade
and Development Agency (TDA), contributing to a positive
relationship between American aerospace companies and
China’s government regulators, ministries, and aviation
industry.

Efforts to reduce constraints on the healthy and sustainable
development of civil aviation in China have been largely
successful; however, significant challenges remain. Further
efforts need to be made to open up and modernize China’s
airspace system, reduce inefficiencies, realize environmental
benefits, and accommodate growth. Addressing these chal-
lenges remains a top priority for AmCham China member
companies.

Significant Developments
Airspace Reform

AmCham China commends the significant progress made
in 2011 to accelerate airspace reform, including the steps
noted below.

¢ The increased level of cooperation and collabora-
tion among the military, State Air Traffic Control
Commission (SATCC), CAAC, Air Traffic Management
Bureau (ATMB), and users (airlines, GA entities, etc.)
is noted and appreciated. Continued frequent dialogue
among these stakeholders is the best way to address the
challenges that constrain future growth.

¢ SATCC has initiated a low-altitude airspace reform pilot
program in Guangzhou and Shenyang flight informa-
tion regions (FIRs), and has begun defining airspace
classification and airborne equipment requirements
for aircraft operating at different altitude classes in
these FIRs. By 2015, SATCC plans to expand the reform
nationwide. This will greatly increase civil-use airspace
capacity—a key first step to enabling GA growth
nationwide. Central government commitment to this
pilot program was laid out in the 12" Five-Year Plan
for China Aviation Development as well as in the State
Council and Central Military Commission’s (CMC)
“Guidelines for Management Reform on Low-Altitude
Airspace.”
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¢ In January 2011, authorities began allowing commercial
helicopters to operate in low-altitude airspace in Hainan
province on a trial basis for the first time without
requiring advance permission from the military. This
small step is the first concrete example of airspace
reform for GA being put into actual practice.

* SATCC is actively considering a unified military and
civilian air traffic control (ATC) system with controllers
working under the same roof and sharing information.

e FAA and ATMB continue to cooperate on various
topics including Air Traffic Flow Management (ATEM),
Required Navigation Performance (RNP), and System
Wide Information Management (SWIM).

General and Regional Aviation

General aviation includes all aviation except military or
scheduled commercial carriers. For example, GA aircraft
encompasses private aircraft, air taxis, civil helicopters,
disaster relief aircraft, and others. In the 12" Five-Year
Plan (2011-2015), the Chinese government formalized its
commitment to develop GA, including by providing direc-
tion to promote the GA industry's development, reform the
airspace management system, and increase the efficiency of
the allocation and utilization of airspace resources.

The growth of GA in China depends completely on
actions by the Chinese government to improve the infra-
structure necessary for GA operations. The 12" Five-
Year Plan for China Aviation Development (Chapter 8,
entitled “Accelerate the Development of GA: Improve the
Environment for Development of GA”) has laid out various
ways to make that happen, including by:

¢ Enhancing infrastructure construction for the GA
aircraft fleet, airports, and landing strips;

e Making commercial airports available for GA, and
encouraging private sector maintenance services and
fuel delivery, as well as private sector construction of
GA airports and service facilities;

e Improving air traffic control for both slower piston
engine GA and airline jet operations;

¢ Enhancing infrastructure for flight service stations (FSS),
including for weather information and flight planning;

¢ Enlarging the scale of GA by incentivizing commuter,
business, flight sightseeing, and private flights;

¢ Perfecting and standardizing regulations, procedures,
and systems for GA airport construction standards as
well as private GA aircraft registration and approval for
new GA operations; and

e Reforming management of low-altitude airspace
(including through the pilot program mentioned above)
and revising the “Regulations for General Aviation
Flight Control.”

Furthermore, according to the CAAC, nearly 20 provinces

and regions are making plans to develop the GA industry,
and 14 of those have outlined such intentions in their
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respective 12" Five-Year Plans. This is a recognition of the
important role GA can have in further developing China’s
economy and infrastructure. AmCham China applauds
these plans, and looks forward to cooperating with the
Chinese government to help develop and achieve them. We
encourage China to put them into operation beginning with
the proposed test areas of Guangzhou and Shenyang FIRs
in 2012.

US-China Aviation Cooperation Program

ACP is an AmCham China affilliated public-private partner-
ship between six government agencies and 45 US aviation-
related companies (as of December 2011) from all sectors of
the aviation industry. ACP works to enhance cooperation
between US and Chinese government regulators, depart-
ments/ ministries, and aviation industries. The cooperation
program’s activities continue to expand, with highlights
from 2011 listed below:

¢ Sixth round of Executive Management Development
Training (EMDT) for up-and-coming CAAC leaders and
initiation of the seventh round;

¢ Third round of Air Traffic Management Executive
Training (ATMET) and initiation of the fourth round;

¢ ATFM National Playbook/Ground Delay Program;

e Initiation of the third phase of ACP/TDA General
Aviation and Regional Aviation (GARA) study, with
programs ongoing;

e CAAC High-Level Training for Energy Conservation
and Emission Reduction visit to Boeing headquarters
in Seattle, to FAA offices in Washington, DC, and to
Houston airport;

¢ Support of the US-China Aviation Summit hosted by
TDA and CAAC in Washington, DC, including by orga-
nizing four side trips for Chinese leaders;

¢ Human resources training for CAAC in the US;

¢ First joint CAAC-ACP workshop on airworthiness; and

¢ The addition of the US Transportation Security
Administration as a new ACP government member.

Specific Issues
Reforming China’s Airspace System

Opening up and reforming China’s national airspace
management system is critical to meeting the needs of
China’s forecasted aviation growth, enabling improved
system efficiencies, and reducing the environmental impact
of the aviation industry. Furthermore for airlines, more effi-
cient airspace utilization is the best way to reduce fuel burn,
flying time, and delays.

Due to the surge in air traffic, the country’s large and
complex airspace system is experiencing significant demand
increases. Although the system has a remarkable safety
record and is performing at a moderately efficient level,
it exhibits signs of stress, including increasing delays at
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airports and airways nationwide. These delays are largely
the result of limited availability of national airspace for civil
aviation (over 80 percent of China’s airspace is controlled
by the military) and a ripple effect from overly congested
airports such as Beijing, Shanghai, and Chengdu. In order to
accommodate forecasted growth in the civil aviation sector,
China must accelerate plans to improve airspace utilization
and airport capacity, while also anticipating and addressing
future needs.

Increasing Civil-Use Airspace and Capacity

Increasing the amount of civil-use airspace and expanding
flexibility of operational procedures is the most often cited
and essential reform necessary for China to meet increasing
demand for aviation services. Having such a high
percentage of airspace controlled by the Chinese military
results in a rigid flight operation process with little leeway
for flight maneuver requests in adverse weather. This often
results in delays, inefficiencies, and potentially unsafe situa-
tions.

The State Council and CMC’s “Guidelines for Management
Reform of Low-Altitude Airspace” are a good first step
toward better utilization of airspace resources for the
nation’s social and economic benefit. AmCham China hopes
that this low-altitude reform will also lead to reform of mid-
and upper-altitude airspace, which will bring even greater
benefits to the commercial aviation sector and significantly
increase overall airspace handling capacity.

In addition, one best practice of other International Civil
Aviation Organization member states is to co-locate military
and civilian controllers and share flight information data
between them. We understand that this is already under
active consideration by the leadership of SATCC, and
encourage potential progress in this direction.

Enhancing Efficient Usage and Operational
Elexibility of Airspace

Several other improvements could also facilitate efficient
usage of airspace. Modernization of surveillance and navi-
gation equipment and the construction of digital communi-
cations networks would benefit all users in China.

Adapting the Chinese Reduced Vertical Separation
Minimum (RVSM) system, which regulates the vertical
distance between aircraft, to use feet instead of meters
would increase efficiency and safety. With Russia changing
from a meters to feet system, China may be the only country
with a metric-based RVSM system. Harmonizing with the
global RVSM system based in feet will result in more effi-
cient use of airspace and eliminate potential safety concerns
caused by the existence of two systems.

US air carriers also strongly encourage the opening of new
entry and exit air routes into and out of Chinese airspace
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(similar to the Olympic Bypass B208 opened in 2008) in
order to add flexibility and capacity to the system.

Air Carrier Operations

China represents a significant and growing market for
US passenger and air cargo airlines. AmCham China’s air
carrier members have the following recommendations to
strengthen the air transportation sector — many of which
will also benefit Chinese airlines operating internationally.

Flioht Slots Utilization

Take-off and landing slot capacity at the major Chinese
international airports should continue to expand to
accommodate growing demand. Procedures for allocating
slots should be fair, transparent, and conducted in accor-
dance with the International Air Transport Association’s
Worldwide Scheduling Guidelines.

Airport and Terminal Charges

US air carriers encourage China to adopt international
norms for collecting airport and terminal charges. Terminal
navigation charges at Chinese airports are currently
collected twice, for arrival and departure, when the stan-
dard practice elsewhere is to only collect these charges once.
Airlines also recommend that they be allowed to collect
passenger service charges directly from the passengers
instead of the current practice, which is nontransparent and
requires the charge to be absorbed in ticket fares.

Air Cargo

The international logistics industry will play an increas-
ingly important role as China moves up the value chain
in product exports, since higher value-added products more
heavily depend on just-in-time air transportation. However,
cumbersome customs regulations and low process effi-
ciency continue to hinder the growth of a modern logistics
industry in China. For example, the lack of, or low priority
given to cargo airlines for takeoff and landing slots
at Chinese airports impedes timely express cargo delivery.
This not only restricts growth of express cargo airlines and
their Chinese and international customers in export indus-
tries, but also reduces China’s competitiveness in the global
supply chain.

Monopoly Arrangements That Impact Consumers
and Airlines

Currently Chinese restrictions on who can provide jet fuel
and computer reservation system operations increase prices
for consumers and reduce efficiency.

Global distribution systems (GDS) are major computer
reservation system operations that book and sell tickets for
multiple airlines. Today, Travelsky is China's only provider
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of GDS. Allowing more GDS providers will increase choices
for consumers and lead to improved service for both
passengers and airlines.

Likewise, jet fuel at Chinese airports is only provided by a
limited number of state-owned oil companies. Opening the
jet fuel market to other international providers would help
bring jet fuel prices down to global market price levels and
benefit all airlines, Chinese and foreign alike.

Airports

As mentioned above, China plans to significantly increase
the number of airports in the coming years in order to
accommodate increasing demand. However, as China
builds new and expands existing airports, it is crucial that
China also build a policy framework to implement energy
efficiency and green airport practices. The US aviation
industry stands ready to provide a wide range of expertise,
technology, products, and services to help Chinese airports
meet their growth projections in an energy efficient, envi-
ronmentally sensitive, and financially sustainable manner.

Continued collaboration between CAAC and ACP could
also help improve the operation of China’s international
gateway airports to more effectively and efficiently serve as
international hubs. Development of Beijing, Shanghai, and
Guangzhou as true hub airports is a high priority for US air
carriers. China should consider developing China-US hub
alliance operation policies that facilitate quick transfers and
baggage clearance. In particular, domestic-to-international
transfers need to be streamlined for both passengers and
their baggage. This could help both countries’ industries
aggressively compete with other regional airlines and
airports to capture an even larger share of Pacific Rim
passengers and flights.

In addition, China should take the opportunity to incor-
porate its goals of GA development when implementing
commercial airport expansion and renovation by including
handling facilities in commercial airport projects. For
example, when a new terminal is built, part of the old
terminal could be renovated into a fixed base operator
(FBO) facility for GA passenger handling, flight planning,
flight training rooms, and maintenance and line service
personnel. When new airports are built, the construction
plan could also include a GA FBO.

Easing Joint Venture Requirements and Tax
Policies for Civil Aircraft Programs

Foreign companies are required to form joint ventures (JVs)
with Chinese-designated partners in order to participate in
civil aircraft programs such as the COMAC C919. Such part-
nering requirements are not always aligned with China’s
World Trade Organization commitments for open markets.
For instance, many US companies possess intellectual
property (IP) that serves as their source of competitiveness
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and profitability, yet they are sometimes required to transfer
such IP to their JV partners. Since successful JVs require
both partners to have common goals, Chinese entities’
principal desire to acquire IP and foreign entities” goal to
set up financially viable JVs do not readily create the right
environment for long-term successful JV partnerships. More
flexible requirements for foreign company participation in
China’s civil aircraft programs would ultimately benefit
China as well as current and potential foreign partners
going forward.

In addition, required JV arrangements are often further
complicated by Chinese tax policies. Chinese civil aircraft
programs involve complex business models balancing non-
recurring payments, recurring costs, aftermarket sales, and
tax implications, to achieve the most competitive pricing
solution. Such models become even more complex when
required JV arrangements involve importing components
to the JV partner, resulting in higher tax obligations. More
flexible tax policies, such as a withholding tax exemption
for non-recurring payments, duties exemption for imported
components, and value-added tax (VAT) exemption for JV
finished goods, would help simplify tax implications of JV
arrangements and improve the competitiveness of these
programs for the benefit of both Chinese and foreign part-
ners.

Increase Regulatory and Technical Inspection
Staff at CAAC

The relatively low and inflexible headcount limit of approx-
imately 300 regulatory staff at CAAC headquarters poses
a risk to China’s excellent safety record and a constraint on
sustainable growth of the civil aviation industry. The head-
count limit has remained in place since 1998 despite rapid
growth of civil aviation in China.

Key CAAC departments in charge of safety, capacity, and
efficiency are woefully understaffed compared to staffing
levels at other aviation regulators around the world. FAA
headquarters has approximately 4000 employees compared
to CAAC’s 300, despite the fact that CAAC also performs
airline economic regulatory functions that in the US are
performed by a separate entity. There is concern that China
could repeat the mistake made by the US many years
ago of under-investing in their aviation safety regulatory
authority. The US saw several fatal accidents before taking
strong action to reform, enlarge, and strengthen its safety
authority.

CAAC also faces a lack of staffing to perform safety audit
and validation/approval processes. With the growth of
the Chinese aviation market including GA, CAAC has
not maintained sufficient manpower to complete inspec-
tions of Maintenance, Repair, and Overhaul (MRO)
facilities, Validated Type Certificate (VTC) and Validated
Supplemental Type Certificate (VSTC) approvals, or
production authority holders in a timely manner.
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AmCham China recommends the establishment of a
commission to benchmark staffing levels of other countries’
aviation regulators, and then review and increase regula-
tory and inspection staffing levels at CAAC. AmCham
China and ACP stand ready to assist in this effort.

Conclusion

The rapid growth of China’s aviation industry is both an
indication of expanding economic prosperity as well as a
warning sign that various efficiency and modernization
gaps must be rectified to ensure a safe and competitive
industry. Increased US-China cooperation through ACP and
the development of aviation-related guidelines over the past
year have moved China in the right direction. However,
inefficient allocation and management of airspace,
combined with inefficient air carrier and airport operations,
burdensome JV and tax policies, and an under-staffed
CAAC, are several areas in which China could improve to
capitalize on projected growth in the industry. Adopting an
airspace classification system in line with international stan-
dards, implementing environmentally efficient airport and
airline standards, and modernizing airport facilities and
operations would facilitate China’s industry development
as well as ensure sustainable, competitive future growth.

Recommendations
Airspace Modernization

¢ Continue increasing the amount of civil-use
airspace and expanding the flexibility of air
traffic operational procedures.

* Open new entry and exit points into and out of
Chinese airspace.

Air Carrier Operations

e Adopt international norms for collecting airport
and terminal charges.

e Grant higher priority to cargo flights for slots at
Chinese airports.

Airports
¢ Develop Beijing, Shanghai, and Guangzhou into

true world-class hub airports with convenient
transit facilities and baggage clearance.

General Aviation

* Aggressively implement the general aviation
provisions of the 12" Five-Year Plan.
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Civil Aircraft Programs

e Make the requirements for foreign company
participation in China’s civil aircraft programs
more flexible by eliminating JV and IP transfer
requirements.

CAAC Staffing

e Establish a commission to review the appropriate
number of regulatory and inspection personnel
in each safety regulatory department of CAAC
according to the levels needed to effectively and
safely regulate the growing industry.
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Construction, Engineering, and Design

Introduction

ith the steady development of China’s

economy and the rapid increase of fixed

assets investment, the construction,

engineering, and design market in China
had another year of growth in 2011. During the course
of the past several years, the industry has completed a
series of important and large-scale projects with advanced
design concepts, complicated structures, and high-end
technologies, which have drawn the attention of the world.
Meanwhile, the industry built 10 billion square meters of
residential housing, substantially improving the living
conditions of many people in China.

Despite rapid growth of the industry overall, foreign-
invested enterprises in China have not been able to
participate fully in the expansion of the market due to
various regulatory barriers. Some progress has been made,
including an increase of foreign participation in certain
specialized areas like petrochemical, chemical, and pharma-
ceutical engineering design and construction segments, due
to the need for world-class technology and management
skills. In addition, increasing numbers of foreign-invested
design and construction companies have obtained design
and construction qualifications. However, the above growth
remains limited to a few specialized areas, with further
expansion restricted by high capital and staffing require-
ments to obtain qualifications, as well as other limitations
such as restrictions on the scope of projects for foreign-
invested companies.

Significant Developments

“Model Text for Construction Project General
Contracting Contracts”

The Ministry of Housing and Urban-Rural Development
(MOHURD) issued several new regulations and industry
guidelines during the course of 2011. In September,
MOHURD issued a “Model Text for Construction Project
General Contracting Contracts (For Trial Use).” This is the
first official model text for general contracting contracts
issued by the government since the general contracting
sector first developed in China more than 20 years ago.
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The model text will be applicable for various general
contracting models, including engineering, procurement,
and construction (EPC)/turnkey contracting, design build
construction contracting, and others. Even though usage of
the model text is not mandatory, its issuance sends a posi-
tive signal that the central government is recognizing and
promoting regulation of the general contracting sector.

AmCham China welcomes the promulgation of this new
model text, and looks forward to actual implementation by
local construction authorities, many of whom still require
the filing of separate contracts for survey, design, construc-
tion, and other types of contracting.

12" Five-Year Plan for the Construction Industry

In July 2011, MOHURD issued the “12"" Five-Year
Development Plan for the Construction Industry.” Goals set
out in the plan include the adjustment of industrial struc-
ture, improvement of new technology development, imple-
mentation of energy saving building practices, expedited
pace of overseas contracting, and more. AmCham China
welcomes the government’s determination to improve the
industry overall.

“Development Guidelines for the Engineering
Survey and Design Industry”

MOHURD also issued the “2011- 2015 Development
Guidelines for the Engineering Survey and Design
Industry” in September 2011. The guidelines highlight
major problematic issues in the industry, including China’s
lack of original architectural design talent, lack of research
and development capability for new technology, unhealthy
market competition, incomplete regulation of general
contracting and project management, and more. Some of
these issues have been addressed in previous AmCham
China White Papers, for example, the general contracting
and project management regulation issue. We look forward
to new regulatory progress in the engineering design
industry over the next year.
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Specific Issues
Engineering and Design Sector

Open Grade A Classification to More FIDEs

The legal regimes applicable to foreign-invested design
enterprises (FIDEs) remained unchanged in 2011. In order
for an FIDE to apply for Design Qualification (DQ), its
initial application must be for Grade B or below, regardless
of its size, experience, and track record abroad. The only
way an FIDE could apply directly for Grade A DQ would be
if the FIDE already holds a Grade 1 or above construction
qualification in the same industry.

These restrictions unfairly discriminate against qualified
and experienced foreign-invested companies that other-
wise already satisfy all relevant requirements for Grade A
DQ. Such companies are generally neither interested nor
competitive in Grade B engineering projects, and therefore
have little reason to apply for Grade B DQ. AmCham China
recommends China allow FIDEs to directly apply for Grade
A DQ without first applying for and obtaining Grade B.

Clarify the Transfer of Qualifications Following
M&A

More foreign-invested companies are seeking to obtain DQs
through mergers and acquisitions (M&A), which provide an
effective route for companies looking to enhance or expand
their capabilities in China.

However, a 2007 MOHURD regulation states that when
foreign investors acquire domestic enterprises, the qualifi-
cations and licenses possessed by the original enterprise(s)
must be reassessed and reapproved. Since the criteria for
reassessment are currently not known, risks increase for
all parties involved and the continuity of the acquired
company is endangered. When a license is reevaluated, and
potentially revised down a level, the legal ability to conduct
projects changes, and as such the approved business plan
changes.

AmCham China encourages the Chinese government to
allow DQs to be transferred through M&A without reas-
sessment or reapproval.

Permanently Relax Hiring and Residency
Requirements

When China relaxed certain residency requirements for
foreign staff and allowed a greater percentage of qualified
Chinese nationals to work for foreign-invested firms, FIDEs
were able to expand operations faster and employ more
Chinese professionals. However, the relaxed regulations
were introduced as temporary measures, and as a result,
many FIDEs have not been able to take advantage of the
new rules.
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Uncertainty around how long the measures will be in
place complicates business planning and hampers hiring.
AmCham China believes the “Implementation Rules
to the Administrative Regulations on Foreign-Invested
Construction Engineering Design Enterprises” (Circular
18) should be permanently revised to eliminate the require-
ments that FIDE staff must be at least 25 percent foreign
and that foreign staff must reside in China for at least three
to six months per year.

Construction Sector

Improve Laws Regarding Capital Requirements

and Staffing

Foreign-invested construction firms entering China face
unusually burdensome regulations regarding capital
requirements and staffing for certain professional positions.

In order for foreign investors to undertake construction
activities within China, Decree 113 and its implementing
regulations require foreign construction companies to estab-
lish a local presence in China by creating either a wholly
foreign-owned enterprise (WFOE) or a joint venture with
a Chinese firm. They then must apply for the appropriate
construction qualification in order to become a foreign-
invested construction enterprise (FICE).

Contrary to international standards, Chinese law does not
allow standard financial instruments such as bank guar-
antees, insurance bonds, or parent company guarantees to
be used to satisfy capital requirements for establishing an
FICE. In addition, the staffing prerequisites to qualify as an
FICE are particularly challenging, as they stipulate that in
certain key personnel categories (engineers, architects, etc.),
only locally qualified professionals can be counted toward
the required minimum number while highly qualified expa-
triate professionals on the payroll cannot be counted.

AmCham China believes that internationally accepted stan-
dard financial instruments should be allowed to be applied
to satisfy capital requirements for establishing an FICE,
and staffing requirements should be changed to recognize
appropriately qualified foreign professionals.

Reduce Registered Capital Requirements

FICEs without special grade qualifications can only under-
take projects valued at less than five times the company’s
registered capital, according to the “Qualification Grading
Standards for Construction Enterprises” (Decree 82). This
minimum registered capital requirement hinders partici-
pation in the market and unnecessarily burdens FICEs
by requiring them to invest significant registered capital
to qualify for large-scale projects. As a result, qualified
foreign-invested companies cannot contribute advanced
technology and management expertise that would benefit
important projects and the industry as a whole. AmCham
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China believes the standards should be changed to allow
internationally accepted standard financial instruments to
provide financial security on large-scale projects, as is the
case internationally.

Revise Consortium Qualifications

A consortium of two or more construction companies
combining forces on a single project is a common practice
in China and around the world. In China, the scope of the
project must not exceed the qualifications of the lowest-
ranked member of the consortium. The international
standard, however, is for the scope of the project to not
exceed the qualifications of the highest-ranked member.
Encouraging the pairing of firms of different ranks allows
each firm to specialize on its part of the project while
creating an opportunity to cross-pollinate skills and technol-
ogies that benefit the individual firms as well as contribute
to the overall development of the industry. AmCham China
recommends that the Chinese government amend the
consortium qualification requirement in the Construction
Law to conform with international practice.

Project Management Sector

Clarify Project Management Qualifications

The current regulatory environment restricts foreign-
invested companies from providing project management
services, as conflicting regulatory regimes exist.

On the one hand, the National Development and Reform
Commission (NDRC) currently requires companies wishing
to provide engineering consulting services, including
project management, to obtain an Engineering Consulting
Enterprise Qualification Certificate. On the other hand,
MOHURD requires foreign-invested companies that wish to
undertake project management services to establish a local
entity and obtain qualifications in at least one of six catego-
ries (survey, design, construction, supervision, tendering
agency, or cost control).

It is not clear whether foreign-invested companies are
required to qualify under both NDRC and MOHURD’s
differing regimes before they can offer project manage-
ment services. The above confusion revolves around the
NDRC’s “Measures for Recognizing the Qualifications
of Engineering Consulting Entities” (Circular 29) and
MOHURD’s “Trial Measures for the Administration of
Construction Engineering Projects” (Circular 200). As
this issue was recently raised by MOHURD in the above
mentioned “2011- 2015 Development Guidelines for the
Engineering Survey and Design Industry,” we look forward
to clarification on this regulatory environment in the near
future.

In addition, foreign-invested companies attempting to
satisfy MOHURD'’s regulations are further confused by
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selective application of a separate law (Decree 155) allowing
an enterprise that is not an FICE or an FIDE to provide
project management services. Foreign-invested companies
can satisfy Decree 155 by obtaining one of three qualifica-
tions (supervision, tendering agency, or cost control) and
qualifying as a foreign-invested engineering services enter-
prise (FIESE). However, implementation rules for Decree
155 have yet to be issued and local authorities in many
cities have cited this as a reason for refusing to accept FIESE
qualifications.

AmCham China looks to the government to issue clarifying

rules as soon as possible so companies will have a consis-
tent regulatory environment in which to operate.

Engineering Procurement Construction Sector

Clarify Regulations for EPC Contracting

Construction projects with an EPC contracting component
are expanding around China, but the qualification system
does not currently address these projects effectively. Unclear
regulations and inconsistent interpretation are prohibiting
qualified companies from accessing this market and contrib-
uting their expertise.

Regulations seem to allow EPC contracting provided the
contractor holds an appropriate DQ and hires qualified
subcontractors. However, in practice registration require-
ments with local construction authorities for engineering
design, construction, and other contracts vary, with the
common interpretation being that only firms with corre-
sponding qualifications can enter into and register such
contracts.

Contrary to regulatory provisions, this local practice
effectively prevents companies with only a DQ from under-
taking EPC contracting. AmCham China hopes that with the
newly issued “Model Text for Construction Project General
Contracting Contracts (For Trial Use)”, the qualifications
will be clarified and implementation will be standardized in
order to increase transparency and regulatory consistency
to the industry.

Conclusion

While the majority of legal regimes applicable to foreign-
invested enterprises in the construction, engineering, and
design industry remained unchanged in 2011, the issuance
of industrial guidelines and plans are positive signs that the
Chinese government is willing and prepared to improve the
overall regulatory environment in this sector. We believe
that with the help of new regulations and a healthier market
environment, foreign investment will be able to provide
greater benefits to the Chinese market.
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Recommendations
EPC Contracting Sector

* Formally issue regulations clarifying qualifica-
tions required to undertake EPC contracting.

Engineering and Design Sector

» Allow FIDEs to directly apply for Grade A Design
Qualification without first applying for and
obtaining Grade B.

¢ Permanently relax the 25 percent requirement and
the three- to six-month residency requirement for
foreign service providers.

Construction Sector

¢ Reduce registered capital requirements in line with
international norms by allowing the fiscal strength
of the parent company, bonding, or other guar-
antee arrangement as an alternative to, or partial
or complete replacement for, high registered
capital requirements.

* Relax the registered capital requirement stating
that the maximum value of work undertaken
cannot exceed five times registered capital.

e In line with international norms, relax the require-
ment that consortia must default to the qualifica-
tion level of the lowest qualified consortium
member.

Project Management Sector

e Issue specific project management qualification
standards that remove the ambiguity between
current NDRC and MOHURD regimes.

e For companies that are not FICEs or FIDEs, clarify
the requirements for qualifying as providers of
project management services.
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Cosmetics

Introduction

he rapid development of China’s economy

has led to sustained improvement in people’s

standard of living and their enhanced ability to

afford products beyond the daily necessities.
One such product is cosmetics, which have seen a rapid
increase in demand to where they now have become almost
indispensable daily necessities.

In 2011, the Chinese cosmetics market witnessed continued
vigorous development and demand increases, not only for
greater quantities of cosmetics but also for greater variety
and higher quality. The Chinese cosmetics market grew
by approximately 11 percent in 2011, with the number of
cosmetics enterprises now exceeding 3,400. Nearly 25,000
varieties of cosmetics are available in the Chinese market
and gross annual sales reached RMB 170 billion (US $27
billion) in 2011.

Despite these great increases in demand and growth in the
Chinese cosmetics industry, there are still some issues that
need to be addressed. Ensuring the safety of cosmetics,
decreasing areas of overlapping jurisdiction by multiple
government departments over the industry, and eliminating
redundant testing and approval processes would help the
Chinese cosmetics industry continue to sustainably grow
and advance. Furthermore, for more effective supervision
in the cosmetics industry, new regulations should aim to
shift the supervision focus from pre-market supervision to
post-market supervision, with the government gradually
allowing enterprises to bear more responsibility for their
own products, so as to ensure the long-term health of the
cosmetics industry.

Significant Developments

AmCham China appreciates the efforts the Chinese
government has made to further development of the
cosmetics industry. During the past year, government
authorities and the cosmetics industry have worked cease-
lessly to improve product quality and safety, upgrade
the regulatory environment, and crack down on illegal
activities. In particular, we are grateful for advances made
through the following policies.
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Release of New Regulations on the Import and
Export of Cosmetics

In August 2011, the General Administration of Quality
Supervision, Inspection, and Quarantine (AQSIQ) released
the new “Administration Measures for Inspection,
Quarantine, and Supervision of Imported and Exported
Cosmetics” (Decree No. 143), officially implementing them
on February 1, 2012. These measures help clarify the respon-
sibilities of both the government and enterprises in the
area of cosmetics product safety, outline requirements for
inspections of substances with potential safety risks, as well
as shift the focus of supervision from “quality” to “safety,”
in line with how regulation of the cosmetics industry is
trending globally.

Restructuring of the Food Licensing Department
of SFDA

In July 2011, the State Food and Drug Administration
(SFDA) integrated the functions of cosmetics licensing and
supervision under one department called the Healthcare,
Food, and Cosmetics Regulatory Department. These func-
tions were formerly divided among the Department of Food
Licensing and other government agencies. This restruc-
turing is a positive move towards clarifying which depart-
ment has authority over cosmetics, and should improve
efficiency in regulating the cosmetics industry.

Release of Registration Guide for New
Ingredients

In May 2011, SFDA released the “Guide to Registration and
Evaluation of New Ingredients for Cosmetics.” In conjunc-
tion with the release, SFDA arranged several training
events, which were very beneficial to industry and helped
enterprises better understand the technical requirements
regarding declaration of new ingredients.

Proposed Alternative to Animal Testing
Released for Public Comment

On February 10, 2012, SFDA released for public comment a
draft of 3T3 Neutral Red Uptake (3T3 NRU) phototoxicity
test, an alternative method to animal testing. Industry
sees this as a very positive step that could hopefully lead
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to China changing the requirement for animal testing of
cosmetics. At present, China is the only country in the
world that requires animal testing of cosmetics.

Release of Key Technical Evaluation Criteria

SFDA took steps toward increasing transparency in the
regulation of the cosmetics industry through the release of
key criteria for the technical evaluation of new products, the
extension of the validity of licenses, and increasing clarity
regarding what information is accepted in the licensing
process.

Specific Issues

“Regulations on the Supervision of Cosmetics
Hygiene”

The “Regulations on the Supervision of Cosmetics
Hygiene” and their corresponding “Detailed Rules for
Implementation” were released in 1989 and 1991, respec-
tively. Twenty years since these regulations were issued,
they have clearly lagged behind developments in the
cosmetics industry and latest advances in testing methods
and supervision requirements.

AmCham China hopes that the government can initiate
work on updating these regulations to make them more in
line with current global norms and to address some of the
administrative issues that are hindering the development
of the cosmetics industry in China. Such issues include:
(1) clarifying the duties of supervision departments and
removing overlapping jurisdiction to avoid repetitive
processing; (2) adjusting emphases in supervision and
administration based on sound scientific data and safety
risk assessment, so that pre-commercialization license
requirements only target new ingredients and products that
represent a higher safety risk; and (3) establishing an effec-
tive mechanism for post-commercialization supervision and
administration.

Reclassification of Non-Special Purpose
Cosmetics

The SFDA released for comments “Opinions on
Classification Management of Non-Special Purpose
Cosmetics,” which aims to strengthen the supervision of
cosmetics safety through reclassification. However, recent
cosmetics safety-related scandals exposed by the media
indicate that it is the ingredients, rather than functionality,
of the cosmetics that affects product safety. Moreover, the
implementation of the regulation will eventually expand
the scope of special-purpose products to include at least 70
percent of total cosmetics. More than 200,000 new products
will likely need to be added to the category, all of which
will be subject to administrative approval by SFDA prior
to launching—10 times the current amount of products
subject to the said approval. If administrative resources
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are not ready or sufficient, the registration process and
launch of new products could be greatly slowed down or
postponed, thus impairing the operation, innovation, and
rapid development of China’s cosmetics industry.Since the
regulation is of high importance and long-term impact to
the industry, we urge SFDA to consider industry comments
and proceed with the implementation for different prod-
ucts in a gradual manner.

Administration of New Ingredients for
Cosmetics

Licensing for New Ingredients

From April 2010 to December 2011, more than 100 applica-
tions for the registration of new cosmetics ingredients were
filed. However, the approval process has been very slow.
As of March 2012, only two new cosmetics ingredients
were approved. There are several potential reasons for this.
Although the newly released “Guide to Registration and
Evaluation of New Ingredients for Cosmetics” stipulates
specific requirements for information to be provided for
registration of new ingredients, particularly regarding
toxicity safety, the data required in the development reports,
on the production process, in the sketch drawings, and
on quality control and safety are still unclear. The related
evaluation standards are also vague. Furthermore, officials
continue to add new requirements during the registration
evaluation process that are not listed in the guide. In some
cases, these requirements do not take into account special
circumstances of the cosmetics industry, and thus cannot be
met by cosmetics producers.

To address these problems, AmCham China suggests that
SFDA publish further guidance detailing the key technical
points listed in the guide and the corresponding testing
standards, in order to clarify exactly what data is required
and the evaluation indices the Chinese officials are utilizing
for the evaluation of cosmetic products.

In addition, AmCham China requests that SFDA arrange
regularly scheduled training events covering the registra-
tion process under the guide for new cosmetics ingredients.
For the training, we suggest SFDA invite affected enter-
prises; technical experts; officials from the examination and
approval centers; and representatives from the Healthcare,
Food, and Cosmetics Regulatory Department. Such govern-
ment-industry cooperation would facilitate more effective
government oversight while enabling enterprises to more
efficiently comply with the requirements. This would in
turn benefit the Chinese cosmetics market overall.

Revision of the Catalogue of Ingredients for
Cosmetics

AmCham China understands that SFDA is in the process
of revising in batches the “Catalogue of Ingredients for Use
in Cosmetics in China.” As SFDA revises this catalogue,
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AmCham China respectfully requests that they keep in
mind the following points: (1) cosmetics are considered a
low health safety risk and therefore should not be catego-
rized with higher risk foods and drugs; (2) due to rapid
development and innovation in the cosmetics industry, a
large number of new ingredients are being widely used in
cosmetics and a significant amount of data on their safe use
has been collected. This data should be taken into account
when revising the certification requirements for cosmetics
in China; (3) adopting an overly broad definition of new
ingredients, an excessively onerous certification process,
and the potential adoption of a positive list system under
which only materials on the list can be used in cosmetics,
may negatively impact sustainable growth of the Chinese
cosmetics industry.

AmCham China hopes that SFDA will work closely with
industry when revising this catalogue to remove out-of-
date requirements, include all ingredients already commer-
cialized in China, and appropriately accommodate the
dynamic nature of this important industry. Going forward,
AmCham China also hopes that SFDA will follow the prac-
tice of many EU countries by narrowing the management
of new ingredients to only special purpose materials such
as preservatives, colorants, sun-screening agents, and hair
colorants.

Domestic Non-Special Purpose Product Filing

On April 26, 2011, SFDA officially released the “Measures
for the Administration of Domestic Non-Special Purpose
Cosmetics Filing.” The measures are meant to clarify: (1) the
requirements for the administration of licensing and regis-
tration filings for domestic non-special purpose cosmetics;
(2) the qualification requirements for designated testing
centers or institutions; (3) the requirements for conducting
inspections; and (4) the requirements for filing domestic
non-special purpose cosmetics applications. These measures
went into effect on October 1, 2011.

However, implementation of these measures has encoun-
tered a number of problems. First, the testing institutions, as
designated by the provincial-level food and drug adminis-
trations, are not distributed evenly geographically. In partic-
ular, there are too few testing institutions for toxicology
testing, thus preventing many domestic enterprises from
obtaining product inspections pursuant to the requirements
of the measures. In addition, the exact types of product
testing required and the fees for testing remain unclear.
Finally, the measures are not clear on how long inspections
should take. Since the testing report must be submitted
along with filing applications, and the new measures stipu-
late the filing applications must be submitted within two
months after commercialization of new products, delayed
inspections have caused many enterprises to be unable to
file applications in time.

To improve implementation of these measures, AmCham
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China respectfully requests that SFDA allow a 12-month
transitional period before making the requirements in the
measures mandatory. After this period, enterprises would
provide SFDA with the relevant toxicology testing as
detailed in the requirements, and the qualified inspection
institutions would be ready to review them, as they will
have matured in their implementation of the inspection
processes. We recommend that during the transitional
period, enterprises be able to submit a certification letter
guaranteeing product quality and safety, in lieu of a report
on toxicology inspection. AmCham China would also
ask that SFDA use this transitional period to standardize
the fees charged by the inspection institutions in order to
reduce the economic burden on enterprises and ensure the
smooth implementation of the measures.

Recommendations

* SFDA should release further guidance detailing
the key criteria and technical evaluation rules
in the “Guide to Registration and Evaluation of
New Ingredients for Cosmetics.”

¢ When amending the “Catalogue of Ingredients for
Use in Cosmetics in China,” SFDA should draw
on the best practices of other countries and regions
and include all cosmetics ingredients already
commercialized in China.

* SFDA should provide enterprises with a reason-
able transition period before mandating that they
meet the requirements of the “Measures for the
Administration of Domestic Non-Special Purpose
Cosmetics Filing,” and institute temporary
measures for enterprises to comply with in the
interim.

e Amend the “Regulations on the Supervision of
Cosmetics Hygiene” as soon as possible.
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Direct Sales

Introduction

irect selling was recognized as a legitimate

industry in China in 2005 with the promulga-

tion of the Direct Sales Regulation (DSR).

AmCham China applauds China's compliance
with its World Trade Organization (WTO) obligation to
open the direct sales market. More could be done, however,
to further support the development of the industry,
including by making the Direct Sales Regulation less
cumbersome for industry to comply with and easier for the
government to administer, as well as by making direct sales
more accessible to consumers.

We believe the operations of licensed direct sales companies
in recent years have demonstrated that direct sales benefits
China not only by introducing new products and an alterna-
tive shopping channel for consumers, but also by bringing
many new employment and income opportunities to hard-
working Chinese citizens. These benefits complement
each other and can help accelerate achievement of China’s
objective in the 12" Five-Year Plan to stimulate domestic
consumption and increase the living standard of Chinese
citizens.

Significant Developments

By the end of 2011, the Ministry of Commerce (MOFCOM)
had granted 30 direct sales licenses, including 21 to foreign-
invested enterprises (FIEs), 10 of which are US companies.
It is estimated that the total size of the licensed direct sales
business in China in 2010 exceeded US $8.7 billion (RMB
55.2 billion).

Significant for the advancement of the direct selling
industry, MOFCOM announced in the fall of 2011 that it
has approved the establishment of a Direct Selling Industry
Management Committee under the China Association of
Enterprises with Foreign Investment (CAEFI). This manage-
ment committee could serve the purpose of a direct selling
industry association. AmCham China welcomes this devel-
opment, as the direct selling industry needs a platform to
enhance communication with the government, strengthen
industry self-discipline for the benefit of consumers, and
share best practices within the industry.
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Specific Issues

Reputation of the Industry and the Need to
Unfetter Direct Selling

Unfortunately, fraudulent scams (chuanxiao & 4§ ) persist
in spite of continued government efforts to eradicate them.
Although the legitimate direct sales industry seeks to set
itself apart from chuanxiao, the government tends to see the
latter as inspired by the former. Consequently, the govern-
ment maintains stringent regulations to limit the expansion
of the industry and continues to hold a suspicious attitude
toward direct sales. This results in many companies
choosing to operate some form of direct selling, including
via Internet, without applying for a license or adhering to
the Direct Sales Regulation. This causes confusion in the
market and is unfair for licensed companies that are put at
a disadvantage. Likewise, for business to be viable under
such conditions, companies are often forced to adopt poli-
cies which, while not violating the letter of the law, are often
in a grey area of what is allowable. This exposes companies
to challenges by interest groups, the media, or at times,
even some local authorities.

Globally, developed market economies acknowledge that
legitimate businesses should be permitted to operate using
a wide variety of business structures. Rather than fettering
legitimate direct sales businesses through overly stringent
regulations, the government should specifically target
fraudulent scams that are often disguised as legitimate
businesses, identify them based on their use of specific
fraudulent sales practices, and appropriately sanction them.

In China, the supervising authorities have overseen direct
selling for nearly two decades. Given this experience,
it should be clear that certain fundamental and distinc-
tive differences exist between legitimate direct sales and
fraudulent scams. For example, the requirement that sales
personnel make upfront investments in inventory, the
absence of a return-and-refund policy for consumers, the
lack of a bona-fide fully implemented buy-back policy
for the individual direct sellers, and compensation based
purely on the number of people recruited, are the marks of
chuanxiao. Legitimate direct selling businesses do not permit
such practices and have adequate consumer safeguards
in their operations. These distinctions should be clearly



H i

51

2005 FPEBURMH CEHERRA (ITERCEED )
G EEEEPERRGE AW, PEERBLISKE
TENAERARNEEANEANEHE DD, PEEED
ZNWIFEER. BATH-DledzTlRRE, BiE
BWKMEZENE, B8 G DEFRWERR
TABNGRE, HEEHETUSNIGIFEES.

BIBE, EFERRBEETILUNEERRER
=8, BRITWANAES HHToAREHNBYRED
BENTPELFORE. MELABDFHNPEARSR
STIF2HWACIREN =, B, BFEEEEHTFINRSEN
PESTTOFTAPIUNENERE. RERANED
KFHER.

EX#RE

HE 2011 F£K, BAEORBWHFEHDERSLBEY
BHEAETY, HPIEBRATEI 21 R, ZFRATWS 10X,
BT, 8% 2010 FAPERTEETFIRINSIERB
87 {ZZET (WG AKRM552{47T) .

2011 R, PEBSEHERITIPEINERREWD
ZEHOUEBEERE, WENTFEETUNKEESSE
ZEN. UERZRTILUITEEHTUNZHINE. P
BXEBBRX—2E, BABBOIURREXFE—1F
8, MRS BEDE. RdTWER. 4rHiaENn,
PR S WARESREAT.

Bif o=
Tl & FIR B B A A A S B

BIEEE. REBN™RIE, £55VFR (B0 “=H7)
IDREM. ME. BREEEHTW-—ERESEHENE
FIR, BREENDMOITAADERAIBHIEY, BR

onf

| B 5% |

NEHTWHRRNREISE. SMSH—LEWRAMW
LEHSHON. WABBEHFY, MAEE CGRBIY . Mim
SIRmIBEL, SEATFLBH/EFINEWEZ AN
F8, MEWRBEIFORG NES, EEREBE
EEELZH ‘KeE” , ERETEEEE, BH=
BIoRENDED . BIX . SIVEE BRI BITEIHRE,

EZIREEA, MREFTRANEREBATFE AR
XASPARHNUSER. BIEAEIN T EHEMN
REIGFEHEUNARE, MEEYPAABRRBER
TFHEDR, LI ERESEEWNEFIEFRET
i,

EPE, REBIELhEEREMMZI 4,
EXDEHESEHELENZAEFSNE. MW, &H
BRBREREE: 2REEARMANKEBER. WHHE
BELREBRRHR. KETEXMAZREIIE . ZB=
AHETEI. SEREBEMARTFRIEME, MEARETER
BEISEEHRENG, BRERSE RMILARBEEN S,
XX BIBR T ROZE (EBY PEURDRRIN, BRZ
MARKIEL] CRBIY BVER, BN FHRBNBTHR
ENIHIR, XOEBRNARABEERRE.

IR HE

EWMRAR DI BHE KT ERSEHETT, X
WEREIBRIT 1000 HE7T (IS AKM 6350 O7T) 6
MIRR. IREWDRAE=FNEHTIWEL. £
BRNZEME AW AEHEEFTGHE T XL
TURSMR. JLEERURI KNEHRTEEEEDAE
Fn, BRSHBLEWRETIRTREHEEE.
WRIATA, THIRWBSERET G . XRUNE
EHEWARNYF, E=EBENnEHRRBZH®, BT
WE/RESNACNILTERAE.

| AmCham China | 2012 White Paper |

209



]
[}
=
7]

@

2

=
[}
[0}
Q

@
P

]
7]
=}

§e]

<

210

| DIRECT SALES |

reflected in the relevant laws and regulations and could
form the basis of future regulatory reviews. In the mean-
time, there should be more education of consumers and
government enforcement agencies on such distinctions.

License Application Process

Companies must meet several stringent requirements to
obtain a direct sales license, including requirements for a
minimum US $10 million (RMB 63.5 million) initial invest-
ment, a three-year prior direct sales history for FIEs, limited
geographic approval initially, and the requirement for
service centers in every urban district in which a company
sells products. These requirements, plus the unneces-
sarily lengthy approval period, have the negative effect of
deterring license applications and inducing companies to
operate direct sales without a license. As mentioned before,
unlicensed companies do not comply with the Direct Sales
Regulation. This is not only unfair to legitimate companies,
but also makes government supervision very challenging,
and creates confusion for consumers and the general public.

Service Center Establishment

Direct sales service center requirements continue to be a
significant challenge, not only for companies applying for a
license but also for already licensed companies.

The Direct Sales Regulation specifies that a direct sales
company must have a branch office in every province in
which it operates and a "service center" in every urban
district in which it sells products. A company selling
through sales personnel that by definition work outside of
fixed retail locations could face the potential requirement
of setting up a service center in every one of China’s 2,861
urban districts. It is economically daunting to set up so
many service centers, and impractical to have to do so prior
to realizing sales. To abide by the regulation, companies
must simultaneously adopt two different business models:
one to meet the requirements of direct sales and the other
for non-direct sales.

The current direct sales license approval process also
requires a company to first submit a service center establish-
ment plan for separate district-, city-, and provincial-level
approvals prior to requesting MOFCOM approval. Once the
license is granted by MOFCOM, the company must then
set up the service centers according to the approved plan,
and then again obtain district-, city-, and provincial-level
approvals to initiate direct sales operations in that urban
district. In addition, established service centers are required
by local administrations for industry and commerce
(AICs) to undergo an annual license audit and approval.
This is tremendously burdensome in terms of time, cost,
complexity and work, not only for companies, but also for
the government.

AmCham China recommends revising the service center

| 2012 White Paper | AmCham China |

requirement from one per urban district to one per city and
simplifying the license approval process by requiring only
provincial-level approval of service center establishment
plans. In this way, we encourage the elimination of multi-
level government approvals and sales initiation approvals.

Need to Update Direct Selling Regulations and
Administrative Directives

The Direct Selling Regulation and many of its associated
administrative directives have been in effect for six years.
During this time, the ongoing operation and government
supervision of direct selling businesses have provided a
wealth of experience upon which the government and
industry can draw to jointly develop an updated and
improved regulation. Some of the current regulations are
overly restrictive and some are completely disconnected
from market or business reality. Examples of regulations in
need of revision include:

¢ Training requirements—New sales agents must receive
training and pass a training exam before receiving a
license; all training materials must be kept on file for
three years; and trainers must have graduated from
college and been employed by the company for at least
one year. Such specific requirements do not reflect
industry needs, especially regarding trainers, as the best
trainers are often experienced distributors that do not
necessarily fit the above qualifications.

¢ Recruitment fee requirements—Currently China
prohibits direct sales agent recruitment fees. While large
fees should be prohibited, a nominal fee is necessary
to limit new agent applications to only those who are
genuinely interested in becoming direct sales agents.

¢ Service center approval process—The service center
approval process should be streamlined as described in
the separate section above.

¢ Compensation restrictions—Limits on the type and
amount of compensation direct sales agents can receive
should be relaxed and brought in line with international
practice.

e Permissible product categories—Limits on products
that direct sales companies can sell should be mini-
mized and brought in line with international practice.

¢ Geographic approval —Current unwritten practice
seems to indicate that companies entering the direct
sales market in China can only receive initial geographic
approval for one province. After an unspecified waiting
period, companies have then only been able to receive
approval for additional provinces, and normally no
more than five provinces at a time. The government
should grant geographic approvals based on market
needs in order to avoid unauthorized operation or
preventing more consumers from benefiting from direct
sales.

Direct selling companies seek to revise these and other regu-
lations, not to seek rapid business expansion, but to remove
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impractical provisions which cause disputes and facilitate
the proliferation of chuanxino and unlicensed companies.

Change in Supervision Authority Over
Direct Selling

In October 2011, the Chinese government announced a
change that impacts supervision authority over direct
selling. Under Directive 2011(48), the State Council directed
that the “vertical management” for AIC and Quality
Supervision bureaus below the provincial level is no longer
in effect. Almost concurrently, the State Administration
for Industry and Commerce (SAIC) made known plans
to delegate supervision authority for direct selling to AIC
bureaus at the district/ township level.

Implementation of these two changes could mean that
provincial-level AICs that are more experienced in over-
seeing direct selling would no longer have any supervision
authority over issues happening at the local level. Due to
ambiguity in relevant regulations and relatively less famil-
iarity of lower-level AICs with direct selling, this delegation
of authority would likely result in widely varying imple-
mentation of the regulations and potentially unwarranted
harassment, and even penalization, of direct selling compa-
nies’ local operations or sales personnel. With thousands of
districts and townships in China, it would be very difficult
for direct selling companies to manage these challenges.

Conclusion

While AmCham China appreciates China’s recognition of
the direct sales industry as legitimate, we encourage the
government to reduce unnecessary restrictions that burden
the industry. Reducing restrictions could give the industry
the opportunity to develop in a way that would enable the
public to better distinguish between legitimate direct sales
and fraudulent scams.

Recommendations

* Revise service center requirements from one per
urban district to one per city.

e Simplify the license approval process by
requiring only provincial-level approval of
service center establishment plans. Eliminate
multi-level government approvals and sales
initiation approvals.

¢ Review and revise the Direct Sales Regulation, the
Regulation to Prohibit Chuanxiao, as well as their
associated administrative directives, to bring them
in line with China's WTO commitments, standard
international practices, and business reality in the
China market.

e Enhance market access and transparency by
simplifying and increasing the speed of the license

| 2012 White Paper | AmCham China |

approval process and duly informing companies
of their application status during processing.

e Continue support for and expedite the establish-
ment of a China direct selling industry association.
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Electronic Payment Services

Introduction

n 2011, China’s electronic payment service (EPS)

industry experienced exponential growth, driven

by strong domestic consumption and innovation in

online and mobile payments. The level of interbank
transactions reached RMB 15.9 trillion (US $2.5 trillion) in
2011, up over 40 percent year-on-year. The volume of online
payments is estimated to have hit RMB 2 trillion (US $315
billion) by the end of 2011, up from only RMB 27 billion
(US $4.25 billion) in 2002. Mobile payments are expected to
jump from RMB 20 billion (US $3.15 billion) in 2010 to RMB
150 billion (US $23.6 billion) by 2013.

Despite this rapid growth, however, restrictions on foreign-
invested EPS providers continue to prevent them from fully
participating in, and contributing to, the industry’s develop-
ment. These limitations have already begun to leave Chinese
consumers behind those in other markets, which have seen
faster development as a result of greater competition.

Significant Developments

The People’s Bank of China (PBOC), China Banking
Regulatory Commission (CBRC), National Development
and Reform Commission (NDRC), and Ministry of
Commerce (MOFCOM) have closely monitored the poten-
tial risks that come along with a fast-growing EPS industry
and have issued regulations to guide the industry toward
healthy growth. Most new regulations were posted on
official government websites for public comment, a practice
that we welcome. AmCham China appreciates such oppor-
tunities to comment and contribute to the future develop-
ment of regulations.

Following its rule on third-party payment providers
(3PPPs) promulgated in 2010, the PBOC granted licenses
in three batches to 101 3PPPs in 2011, bringing previously
unregulated 3PPPs under supervision. Meanwhile, the
PBOC issued a host of implementation measures to guide
3PPPs on how to comply with anti-money laundering rules,
manage client depository fund accounts, and conduct busi-
ness in online payments and the issuance and acquisition of
pre-paid cards.

In 2011, the CBRC-issued “Administrative Measures on
Credit Cards” went into effect, enhancing cardholder
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protection and bank risk control. MOFCOM also stepped up
regulation of online shopping in order to improve consumer
protection and intellectual property rights enforcement.

Finally, in May 2011, the China Payment and Clearing
Association was established to promote industry self-
discipline and payment innovation.

Specific Issues

The positive developments discussed above have prepared
a solid foundation for healthy industry development.
However, several critical issues call for regulatory atten-
tion. These issues, if properly managed, would benefit
consumers, industry participants, and the overall economy.

Building a Competitive Market

In 2011, China celebrated the 10th anniversary of its acces-
sion to the World Trade Organization as a contributor to
and beneficiary of the global trade system. However, China
remains the only G-20 or BRIC (Brazil, Russia, India, China)
country that has only one EPS scheme available. China’s
domestic RMB electronic payment market remains closed to
both international and domestic EPS players. China Union
Pay (CUP) is the only EPS company permitted to operate.
Since its inception in 2001, CUP has made remarkable
progress by issuing 2.6 billion cards to card holders and
expanding its merchant acceptance network in 128 coun-
tries and regions.

By issuing co-branded cards with international EPS
providers such as MasterCard and Visa, CUP provides over
100 million Chinese cardholders with access to millions of
merchants and ATMs worldwide that would otherwise be
unavailable to them. This highlights the value of coopera-
tion among domestic and international payment providers,
especially in maximizing benefits to customers (both card-
holders and merchants). Such cooperation also nurtures
domestic innovation, benefits trade, and integrates China
with global practices. Allowing a greater number of EPS
companies direct access to China’s domestic EPS market
would provide even more benefits to China’s consumers
and economy, enabling diversification against potential
network failures (which merchants and card holders
suffered in 2006 and 2011) and ensuring the stability of the
increasingly important retail payment network.
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AmCham China urges the PBOC to open the EPS industry
to greater competition. Ultimately, liberalization of
this industry will build strong local providers, benefit
consumers, and serve the overall economy.

Bank Card Swiping Fees

In response to merchants’ long-standing complaints
about China’s overpriced bank card swiping fees, NDRC
proposed a regulation in October 2011 to lower fees by half
and cap them. AmCham China members have some reser-
vations about this development.

One of the fee components is the interchange fee, which is
the amount of money transferred from the acquiring bank
to the issuing bank each time a credit, debit, or pre-paid
product is used. With regard to cuts and caps on inter-
change fees, it is important to understand that caps can
lead to issuers reducing their participation in the market if
they do not think they can earn enough revenue to cover
their costs (e.g., cost of funds, fraud costs, network costs).
Such rules can also limit the interest of issuers in investing
in new acceptance and issuance if their revenue is limited
while their costs and potential losses are not. Growth in
new technologies for online transactions, contactless chips,
mobile, or other technologies could be limited if issuers lack
the funds or incentive to invest. Also, issuers would likely
need either to increase cardholder fees and/or bank account
fees or reduce benefits—as seen in the US after the Durbin
Amendment (part of the Dodd-Frank Wall Street Reform
and Commerce Protection Act of 2010). AmCham China
suggests that Chinese price regulators consider the possible
unintended consequences of regulatory price-fixing while
continuing to identify ways to reduce the interchange fee
burden placed on merchants and other businesses.

After banks expressed concern over the proposed regula-
tion, NDRC has begun to take into account the potential
impact of the reduced fees on all participants, including
cardholders, merchants, issuers, and acquirers, and is said
to be considering changes to the proposed regulation. For
example, NDRC is said to be considering a less drastic
reduction in the initially proposed fee to avoid hurting the
issuers. Meanwhile, NRDC is also considering streamlining
the business tax levied more than once on merchants,
acquirers, and issuers in the issuing and acquiring process.
NDRC has also proposed that CBRC and PBOC tighten
enforcement to stop acquirers from classifying ineligible
merchants into categories with a lower merchant service
fee, a rampant abuse adopted by acquirers to attract and
recruit merchants.

AmCham China believes these revised proposals are a step
toward balancing the interests of market participants. We
encourage NDRC to continue broad consultation as these
proposals are refined.
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Migration to PBOC 2.0

In March 2011, PBOC issued a guideline requiring that by
2015, all new RMB denominated bank cards in economi-
cally developed geographical areas must migrate to PBOC
2.0, a chip standard issued by PBOC. The move is aimed at
migrating from magnetic strip bank cards to fraud-proof
chip cards and integrating onto a single card financial trans-
actions across multiple industries (e.g., mass transportation,
electronic wallets, pre-paid cards, social benefits, etc.).

Though well intended, this migration project has triggered
concerns about the compatibility of PBOC 2.0 with the
internationally accepted EMV (Europay, MasterCard, and
Visa) chip card standard. Although efforts are being made
to ensure that the two standards operate compatibly on
terminals, it is unclear if they can interoperate smoothly on
a mass scale. By 2015, China will have 150 million inbound
travelers and 88 million outbound travelers. A compatible
acceptance environment is equally important both for
PBOC 2.0 cardholders traveling abroad and for EMV card
holders visiting China.

AmCham China encourages the PBOC to work with both
domestic and international EPS providers to prepare for the
interoperability of PBOC 2.0 and EMV, in order to ensure
that inbound and outbound travelers experience smooth
and secure card usage.

Conclusions

With 2.6 billion bank cards in circulation, 500 million
Internet users, and 800 million mobile phone users, China
is set to become the world’s largest EPS market. If China
intends to be at the forefront of global payment innovations,
the regulatory groundwork must be established to foster
increased competition and openness and help China keep
pace with the progress that is taking place in other markets.

Recommendations

* Open market access to other domestic and
international EPS providers in addition to China
Union Pay. [PBOC and MOFCOM]

e Work with both domestic and international EPS
providers to prepare for full interoperability
between PBOC 2.0 and EMV chip standards.
[PBOC]

* Avoid drastic reductions in bank card swiping
fees to ensure that incentives remain to invest in
growth of the payment and acceptance network.
[NDRC, PBOC, CBRC, and MOFCOM]

e Prevent the misclassification of merchant service
fees. [PBOC, CBRC, and MOFCOM]

¢ Reduce the double taxation of merchants, issuers,
and acquirers. [NDRC, Ministry of Finance, and
MOFCOM]
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Express Delivery Services

Introduction

ogistics costs accounted for 18 percent of China’s

GDP in 2010, double the average for developed

countries. High logistics costs in China result

from many factors, including repeated unauthor-
ized charges and penalties, rising oil prices, distribution
difficulties in urban areas, and repeated tax collection.
Rising costs in the logistics industry have become a major
concern that affects the entire economy.

The logistics industry is the lifeline of economic opera-
tions. A logistics system that operates smoothly, efficiently,
and conveniently can significantly promote commerce
and trade, drive the development of relevant industries,
and elevate the competitive edge of both the market and
products. AmCham China encourages examination of the
bottlenecks facing the logistics industry, and we welcome
opportunities to work with the government in order to find
effective solutions.

Significant Developments

The State Council issued a series of detailed measures in
2011 seeking to accelerate the development of full-fledged
logistics companies (“Opinions of the General Office of the
State Council for Policy Measures to Promote the Healthy
Development of the Logistics Industry,” August 2, 2011).
The measures include: improving the logistics management
system through streamlining and breaking down barriers
between different levels of government; simplifying
eligibility criteria and administrative processes for regis-
tration of logistics enterprises; simplifying processes for
establishing branch offices of these entities; and addressing
pressing issues such as difficulties in transit, distribution,
and parking of goods vehicles in urban areas. The measures
also include standards for green vehicles engaged in
urban distribution and the prohibition of the conversion of
passenger vehicles to commercial vehicles. The impact of
these measures will depend on their effective implementa-
tion by the relevant government agencies.
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Specific Issues
Postal Issues

Restrictions on Foreign Investment

Under Article 5 of the “Guiding Catalogue on Foreign
Investment in Industry” (Foreign Investment Catalogue),
revised in December 2011, the transportation, warehousing,
and postal industries, as well as domestic letters of express
delivery services (EDS) all fall under the “prohibited”
investment category. Such restrictions on foreign investment
in these industries inhibit the ability of domestic clients
and consumers to select and benefit from services based on
quality and speed of service. Foreign-invested companies
have been instrumental in raising standards of service in
China; Their exclusion from the domestic letters market
in these industries slows these industries’ development.
AmCham China encourages China to move transportation,
warehousing, postal, and domestic letters express service
to the “encouraged” category in the Foreign Investment
Catalogue.

Delayed EDS Business License Approvals

Some AmCham China member companies have reported
that their domestic license applications have been pending
for over one year. Although the postal authority formally
acknowledged receipt of the applications last year, these
members have not received any updates on application
status. Such delays have a negative impact on business
operations for these companies.

Domestic business licenses are required in order to establish
branches, apply for business registration, and carry out other
procedures and business functions. Extended application
processing times create huge uncertainties in normal opera-
tions. Furthermore, some enterprises that began domestic
business before the Postal Law was promulgated have yet
to receive license approval. As a result, many enterprises
still awaiting licenses have been questioned by authorities,
including local postal bureaus and Administrations for
Industry and Commerce (AICs). In serious cases, enterprises
have been required to submit self-criticisms and fines have
been levied. These issues have been called to the attention of
the relevant authorities repeatedly.
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AmCham China urges that China ensure timely processing
of EDS license approvals and apprise applicants of their
application status in a timely manner.

Registration of Branches and Sub-Branches

Local authorities are often not supportive of network
express delivery and logistics companies seeking to set
up new branches in their areas of jurisdiction. As such,
networked companies often run into obstacles when setting
up new branches, impeding their efforts to further expand
their networks and provide better services.

Even after logistics and express delivery companies are
legally established in provinces and municipalities, local
AICs further require that these companies submit addi-
tional applications when they seek to establish affiliated
sub-branches or outlets in these jurisdictions. This has
added additional burden in terms of registered capital
and operating costs. AmCham China encourages China to
allow applications for the establishment of affiliated sub-
branches, warehousing, or other operations that are within
the scope of the business license (or within the area of the
municipality where the companies are located), to simply
be submitted for record with departments concerned.

Vehicle Access to City Centers

Thanks to the concerted efforts of local legislative bodies,
postal administrations, and transport administrations over
the past year, many provinces and municipalities have
adopted measures to assist EDS vehicles to enter urban
areas more easily. AmCham China member companies
appreciate these measures. However, authorities in some
first-tier cities in China, including Beijing and Shanghai,
have yet to establish clear regulations in this area. In addi-
tion, many local requirements for the legal identification of
EDS vehicles driving and parking in urban areas conflict
with relevant national regulations, causing confusion and
added costs. Addressing these concerns remains an impor-
tant issue for the entire industry.

AmCham China recommends the Ministry of Communications,
the Ministry of Public Security, and other relevant ministries
formulate national vehicle identification standards and guide-
lines pertaining specifically to the EDS industry, ensuring
vehicles that conform to these standards are allowed to
operate at a maximum level of efficiency and convenience.

Conclusion

AmCham China recommends the Chinese government
move toward greater consistency with global best practices
with regard to regulation of the EDS industry. In particular,
we encourage loosening control to allow market demand
to play a more prominent role. This would help promote
growth within China’s EDS industry as well as in China’s
economy as a whole.
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The global postal industry continues to move to improve
basic public services through gradual market opening,
mechanisms to ensure fair competition, and higher quality
services. Protection of local industry through a monopo-
listic industry structure hinders the reform and develop-
ment of postal enterprises, and is counter to the industry
trend globally.

Recommendations

e Ensure timely processing of EDS domestic
license approvals, and apprise applicants of their
application status in a timely manner.

e Allow applications for the establishment of
affiliated sub-branches, warehousing, or other
operations that are within the scope of the busi-
ness license (or within the area of the municipality
where the companies are located), to be submitted
for record with departments concerned.

¢ The Ministry of Communications, the Ministry
of Public Security, and other relevant ministries
should formulate national vehicle identification
standards pertaining specifically to the EDS
industry, ensuring vehicles that conform to these
standards are allowed to operate at a maximum
level of efficiency and convenience.

* Move transportation, warehousing, postal, and
domestic letters express service to the “encour-
aged” category in the Foreign Investment
Catalogue.
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Healthcare

Introduction

he past year has seen continued challenges, as

well as opportunities, for the pharmaceutical,

healthcare services, and medical device indus-

tries in China. Encouraged by the emphasis
on healthcare, standard of living, and innovation in the
12" Five-Year Plan, these industries are at the same time
disheartened by a range of policy and regulatory measures
which challenge their ability to deliver world-class, innova-
tive medical and pharmaceutical products and services to
patients throughout China.

Improving the affordability and accessibility of quality
healthcare services to the public is one of the fundamental
goals of the current healthcare reform plan in China, a goal
which the industry fully supports. However, AmCham
China is concerned that some of the specific developments
occurring under the banner of healthcare reform may
be contrary to the development of safe, innovative, and
competitive markets in healthcare services, pharmaceuti-
cals, and medical devices. Key challenges facing the phar-
maceutical and medical device industries include current
tendering processes and proposed fixed-price mark-ups
on drugs and medical devices, which challenge the ability
of foreign-invested enterprises to conduct viable business
in China.

We also see considerable scope for additional reform to
increase private sector—both domestic and foreign—
participation in China’s healthcare services and medical
equipment and device industries. To facilitate such private
investment, we encourage clarification of the policy incen-
tives for private healthcare, simplification of registration
requirements for medical devices, reform to hospital sector
reimbursement, and harmonization of China’s classification
standards with international norms.

Significant Developments

Healthcare Cooperation Program

The Healthcare Cooperation Program (HCP), launched
in March 2011, is a collaborative initiative to build closer

working relations and long-term cooperation between
the US and Chinese governments and industry in the
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healthcare sector. It is based on the US-China Public Private
Partnership on Healthcare (PPPH) framework announced
in January 2011 during the summit between US President
Barack Obama and Chinese President Hu Jintao.

HCP receives support from the US Trade and Development
Agency and exists under the umbrella of AmCham China
(see the AmCham China Cooperative Programs Chapter for
more information).

HCP leverages US healthcare industry strengths in the
areas of public health, policy research, training, research
and development (R&D), and technology to support the
Chinese government’s goal of enhancing patients’ access to
healthcare services in China. Current projects that HCP is
developing focus on technical collaboration and exchanges,
personnel training and capacity building, and identifying
and addressing market opportunities under the healthcare
reform framework.

Healthcare Reform

In 2010, the State Council issued a blueprint for healthcare
reform and made considerable new investments in health-
care. The blueprint promised greater, more equitable access
to healthcare services; greater social benefits coverage for
basic care; increased coverage of costs by the government;
more investment in public health initiatives and commu-
nity-based healthcare facilities; public hospital and payment
reforms; and lower cost of delivery through regulation of
the use and prices of drugs and consumables.

In 2011, the new 12" Five-Year Plan emphasized scientific
decision making, with the goal of transitioning China from
a focus on pure economic growth to sustainable develop-
ment. With concerns for social livelihood moving to the
forefront, healthcare became a central focus of the plan.

Medical Device Developments

Mark-Ups on Medical Devices

In August 2011, the National Development and Reform
Commission (NDRC) released a revised draft of the
“Provisional Measures for Administration of Implantable
(Intervention) Medical Device Price,” which sets out price
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mark-up provisions for six categories of medical devices:
implantable pacemakers, endovascular stents, endovas-
cular catheters, artificial joints, internal orthopedic fixing
devices, and a sixth category including artificial cochlea,
blood vessels, intraocular lenses, and heart valves. The
revised draft provides the maximum mark-up allowed, and
provides provincial pricing departments with guidance to
set local mark-ups below the ceiling amount.

It is anticipated that the NDRC will release the final
measures in early 2012, with provincial departments to
release local implementation rules over the following
months with the aim of national implementation by July 1,
2012. Business concerns about the proposed fixed mark-ups
for medical devices are discussed further in the Specific
Issues section below.

Electro-Safety Standards

The US and China recognize that timely transition from
the second edition to the third edition of the International
Electrotechnical Commission’s (IEC) IEC 60601-1 series of
safety standards for medical devices is an important area
that could benefit from closer cooperation and exchange. As
a part of its 2012 work plan, China’s State Food and Drug
Administration (SFDA) is currently conducting in-depth
research and drafting transition procedures to make the
switch to the third edition. The US and China will partici-
pate in an information exchange roundtable on this transi-
tion in September 2012.

Combination Products

The SFDA has also expressed its willingness to discuss
with industry and the US Food and Drug Administration
the current supervision of combination products, and in
particular lessons learned and cases studies.

The SFDA and the US Department of Commerce have
confirmed that the US-China Joint Commission on
Commerce and Trade (JCCT) Medical Device Taskforce
will hold a two-day workshop (scheduled for April 2012)
on combination products. AmCham China welcomes
the development of such bilateral communication as a
means of deepening industry and government authori-
ties” understanding of the classification and registration
of combination products. We applaud the SFDA’s willing-
ness to discuss best practices in supervising cutting-edge
combination products, and thus contribute to Chinese
patients’ more timely access to the most advanced medical
technology and products.

Pharmaceuticals Developments

Pharmaceuticals Pricing Reform

In 2011, as part of an effort to reduce the overall cost of
healthcare, China introduced two pharmaceutical price
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reductions. This continues a general trend evident since
1998, during which period the NDRC has enacted 27 drug
price reductions estimated to have impacted 1,265 types of
drugs by an average of 21 percent. During the March 2011
National People’s Congress, the NDRC announced plans to
not only continue cutting prices, but also to further expand
their initiative to eliminate price differentials between inno-
vative drugs and generics. Many brands were also removed
from the “innovative drug” pricing category, preventing
them from reaching the allowed premium price level. In
addition, the NDRC has sought to oversee the prices of non-
reimbursable drugs, establishing reference prices for these
drugs, largely based upon the price set for generic drugs.
AmCham China members are concerned about the poten-
tial impact of price reduction measures on the industry, as
described in the Specific Issues section below.

Institutional Reform in Drug¢ Evaluation and
Review

In 2011, China’s drug review body, the Center for Drug
Evaluation (CDE), underwent significant institutional
reform. The reforms included: establishing separate depart-
ments of pharmacology and toxicology; introducing new
review processes for drug applications (including parallel
review, sequential review, single-disciplinary review, and
simplified review processes); and implementing measures
to improve communication among review professionals.

In conjunction with these reforms, the CDE publically
issued the “Principles and Procedures for Drug Technical
Review” in April 2011. These measures reflect the CDE’s

efforts to improve and enhance transparency, efficiency, and
uniformity in China’s drug review process.

Specific Issues
Healthcare Services Issues

Private Investment in Healthcare Services

Since 2006, the central government has recognized that
private hospitals can play an important role in increasing
the capacity, as well as diversity, of healthcare services,
beyond that which can be provided by the public hospital
system. In the "Opinions on Deepening Healthcare System
Reform,” published in 2009, the State Council set out a
policy encouraging private investment in healthcare in
order to better meet varied medical needs.

AmCham China applauds the recognition, at a policy
level, of the importance of private investment in healthcare
and the private hospital system. Our member companies
particularly support the range of more specific initia-
tives set out in State Council Document 58, “Opinions on
Further Encouraging and Guiding Social Capital to Invest
in Healthcare Institutions,” issued in December 2010. Such
initiatives seek to:
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¢ Liberalize the approval process for foreign investment;

¢ Codify equal treatment for public and private not-for-
profit hospitals on pricing, taxation, and other policies;

¢ Ensure the right of for-profit hospitals to set their prices
independently, purchase medical equipment, and have
greater access to human resources.

However, we are concerned that many of the initia-
tives outlined by the central government have yet to be
implemented by local governing authorities. We urge the
government to continue encouraging private investment in
healthcare in light of the recognized benefits of such invest-
ment, by fully implementing the initiatives in Document 58
at all government levels.

Further, although private investment in healthcare services
was removed from the “restricted” list in the joint NDRC/
Ministry of Commerce “Guiding Catalogue on Foreign
Investment in Industry” (often referred to as the Foreign
Investment Catalogue), it has not yet been placed on the
“encouraged” list. We urge the government to rectify this,
and to remove multiple obstacles for provision of private
healthcare.

Insurance Reimbursement at Private Hospitals

The government has continued to extend social health
insurance to reach a greater portion of the population, both
Chinese and foreign. However, reimbursement for services
is only available at hospitals that charge prices at or below
those mandated for the public system. This precludes reim-
bursement at any international-standard private facilities,
which, due to the high level of care they provide, charge
prices above those in the public sector. Services at the VIP
wards or clinics of public hospitals are also precluded from
the reimbursement regime.

In light of the new “Interim Measures for the Participation
in Social Insurance of Foreigners Employed in China”
(interim measures) promulgated by the Ministry of Human
Resources and Social Security in September 2011, the need
to broaden the reimbursement regime to embrace private
hospitals has become even more pressing. The interim
measures require foreign employees of any company
in China and their employers to pay social insurance
premiums, including for health insurance. However, as
many foreign national employees do not have sufficiently
advanced Chinese language skills to navigate the Chinese
public medical system effectively, most will need to retain
their existing private health insurance coverage for use in
private healthcare facilities, despite mandatory enrollment
in China’s public social insurance system.

To address these problems, we recommend allowing
employees to use their social health insurance at the
hospital or clinic of their choice and be reimbursed up to the
amount of the public pricing scheme. The employee could
then pay the excess cost of care out-of-pocket or through
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supplemental private insurance. This would improve
patient access to, and choice of, healthcare providers.
(For more information on the new Social Insurance Law
measures, please refer to the Human Resources chapter.)

Diagnosis-Related Groups

Diagnosis-related group (DRG) charge schemes have been
introduced as a means of scientifically and systemati-
cally managing healthcare costs by reimbursing hospitals
according to case diagnosis rather than treatment. These,
and other alternative payment systems, would be preferable
to artificial price controls that distort the market for health-
care services. DRGs allow a systematic basis for public
funding of and pricing reform in medical institutions.
However, challenges remain to ensure that China’s use of
DRG schemes delivers promised improvement in efficiency
while not compromising the quality of hospital safety or
service. Without proper oversight, DRGs may create incen-
tives for healthcare providers to deliver reduced medical
services to patients in order to lower hospital operating
costs and maximize reimbursement rates.

Although DRGs are widely used internationally, they are
relatively new to China. Significant developments in their
use took place in 2011, including the launch of pilot DRG
schemes in selected Beijing city hospitals and the identifica-
tion of 104 diseases for inclusion in DRG pilot programs.

To ensure that Chinese patients continue to have access to
world-class treatment and medical services, we encourage
the government to implement strong monitoring and
enforcement of DRG schemes. It is essential that authorities
implementing and regulating the DRG charge scheme do so
transparently, particularly in the pilot stage of the scheme.
We also urge the government to fully consider industry
recommendations, including, for example, regarding DRG
payment add-ons that support innovative medical products
and high-quality care.

Tax Rates for Private Hospitals

The corporate income tax rate for private healthcare remains
at 25 percent, the highest level of any industry. In contrast,
other “encouraged” industries have been granted tax rates
of 12.5 percent and 15 percent. We urge the Ministry of
Finance to consider lowering the corporate tax rate for
private hospitals as one clear step towards encouraging
private investment in healthcare.

Medical Device Issues

“Draft Supervision and Administration Measures
for Medical Devices”

The State Council’s “Draft Supervision and Administration
Measures for Medical Devices” was published online for
industry comment in September 2010. The SFDA worked



Hi BB 6 E R R

BR#ST AT HEESTRUNEBETE, BELT®
EERBRPESHNEAERNERLANAD. R, ET
RS HIREBIENERE T WEINESATRT ALTER
SN BSINENER. XERREHSXFNE
SRBMXASTAIINDONETE, FHREmRTE
FZUNMETIARERERIEI. QAUEERSD VP RE
T2 ERHORSORARERIEHIE ).

EFTANRBALRREILT 2011 £ 9 BHFHEVEEY
(PERARUNINEASDULSRUSTNEY (B
TINEY ) BEXRASE, ¥ AREGIEZECHEE. #me
SHIERDLEMEL/URGLEE. (ETNA &
KREPEEANTTL2THUNIERRRE BT VNEN
BRETRETEANMIZRIER. BT FIINERRZ
IJUERERPELIRETEAPN GNP ESHET],
RN FELALREENEE . EALIESTIRIZN
ERNLARTRN, REWUL, IEERROKBEE
RENPENARALRRIAER.

ABRILOR, BBV TFRRIUEECIEE
EfRgiZERE SRS R, FNBIL~E0nEA
BRAFREMTUNENRNEETIRE: WBIRIHERN
BNEA, ERYLESTAEHENAHOMAET R
=Y. XBRSBAELERT RS RENELEERN
B

N

Z

. X
ESBBE. (RTHN GIRIEY HXNENED
BR, BER (ANRR —SHRSB. )

dff

E AT H X5

REDIEXD ANTRAE (UTHRORC) 2
BEESRESEN-ONSESRALNTE, TRIBS
B IR Y ERREUR RIS, MHEMREIDE
REDTRHE. BRTEAANTRLTNBERE, &
NEERRBETRSHE. ORG AEFIDARE RN
BIERENENBRIAT AR, 7, E0EH
ROPE DRG (YRS AT ERZ 2 1 SRS R LA
2T, SEARE NIRRT B T B,
REBSNEE, DRC TSRS ETRSIITRERI
SRENESHSORE, IO ERNESNAHRE
RERANS.

REORC REBR LW RRA, BEPBAREN
RHT8)— 1755, 2011 & DRG ERAHERE T XM

| BT RAE |

B, SiEmEEs—LitRHER#HIT DRG IS,
KHBIE TN DRG i RINEHY 104 MPEESR.

AT HRPENBERBURERGUER—ANBTS
ESEsH . BIISBERY DRG YRHEXRENNKE
SHI7. B EBHBE DRG YHREIEHNIISHED,
RN BAIRNIVINRRBREESNEANEBHER
RILEEY . FNMBIEBEBE D ZRREWREEN., B
XF DRC BWh T H#ES . XL G SHHET 00005
keRENESRS.

#i E B HAAF

MBI WATSHB RIDRRISE 26%, BATE(T
WhRsH. Bt T, Bft “®hE" TWIFEE 12.5%
S 15%HMBHRE. BINRBEYEBZEBRHEMIIESRS
BWAEERE, LiE—TEDESNINREREA.

Efra5t g
(EHFBHEEEENLEE)

BFEHRR (ESSHEEERINEER) F 201059
REM EAMIMMERTUEL. BRRAKEFSSESR
ERDABEBEE, URRZINEIABSFERNA
E 2012 FHE—HIDAITH.

PEEEBRRNWENSTWAENZINA RBRNEL
EMRBT] TIEP BV DRV fOZINVAER,
BEpPEEENETSsM “SRMBIER" (GHTF)
BRIHPRENBTSRUBHMAN. XEBTSERN
8215 ESSHNRE. REFEEKR. IDARXNERRE
BRENE. BEESHOELR. BESsMLE RMENE
AZR. RBARDBHER. EHEEENRRULE
—HIRA (UD) STEWESENEK.

E J7 B M # m AK,

ENHEEY ‘SR —TPRA, RNEN (A
(M) AXETSHNBSERNSITINE AETHHN
NISTIMHE T REEM. RAZH SRR HIMEE
SREFSEHERA Bl N7 L "AOSHRE “BENE
(WA, RERIZE (CH)AEMITE) . HFHEES
B MS IO AL AR RS 50% BV BEPABNIE A .
ZINERNBBRRAZEZBCHIR EBNSINESIIRIBE,
Dl —SRIRET S MBYARINS . MSIDMERHIENE

| AmCham China | 2012 White Paper |

227



]
[}
=
7]

&

2

=
(8}
[0}
Q

@
P

]
7]
=}

§e]

<

228

| HEALTHCARE |

closely with the State Council Legislative Affairs Office
(SCLAO) to ensure the measures are part of the SCLAO’s
first-tier legislative plan for 2012.

AmCham China applauds government and industry
efforts in drafting and revising the measure and related
rules. We encourage China, when finalizing them, to
reflect the concepts and principles outlined in the Global
Harmonization Task Force (GHTF) document concerning
medical device lifecycle management, including the defini-
tion of a medical device, the country-of-origin requirement,
the clinical trial requirement and its exemption criteria,
medical device classification convergence, essential prin-
ciples of safety and performance of medical devices, quality
system requirements, post-market surveillance require-
ments, as well as unique device identification (UDI) and
tractability requirements.

Medical Device Price Mark-Ups

As mentioned in the Significant Developments
section above, the NDRC’s “Provisional Measures for
Administration of Implantable (Intervention) Medical
Device Price” impose a maximum mark-up for medical
devices. The NDRC restrictions operate by capping the
mark-up on medical devices to a maximum of 50 percent on
a reducing scale over the “ex-factory price” for domestically
made devices or over the “port price” (a cost, insurance,
and freight [CIF] based calculation) for imported devices.
The proposed measures suggest that provincial-level NDRC
offices will then set their own local respective percentages,
which will further lower the legal price of medical devices.
Based on previously released drafts and proposals by
NDRC and local price control departments, the restrictions
are expected to result in permitted mark-ups which are
too low for multinational companies (MNCs) to cover the
expenses of their operations in China, particularly for high-
value consumables.

AmCham China member companies are particularly
concerned that NDRC's proposed release of mark-up price
controls disregards the reality of the costs and expense
accounting procedures of foreign-invested companies oper-
ating as incorporated legal entities in China. It also under-
estimates the expenses required for carrying out medical
device sales and marketing activities for MNCs in China.

Particular issues arise for foreign-invested companies, as the
price mechanism sets a cap based on a percentage mark-up
against the cost of medical devices assessed as a calcula-
tion based on the CIF import price without allowance for
profit margin. In contrast, domestically invested companies
are explicitly allowed to incorporate profit margin in their
ex-factory price calculation. We are concerned that this
gives unfair advantage to domestically invested companies
and makes it difficult for foreign-invested companies to run
viable operations in China.
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AmCham China urges the government to consider the diffi-
culties MNCs face in delivering medical devices to China
under the proposed price mark-up system. Our members
are concerned that, if implemented in its current form, the
proposed price mark-up will discourage companies from
bringing innovative products to the market, and will distort
the sustainable development of the medical device industry
in China in the long run.

Duplicative Product Registration and Testing

Industry continues to find current procedures for re-regis-
tration of medical devices to be duplicative and problem-
atic. During the re-registration process, manufacturers must
still secure product approval and type testing every four
years. Such re-registration and type testing is required even
for medical devices that have undergone little or minor
changes which would not affect the product safety, func-
tionality, indication, or materials.

In 2008, the SFDA signaled its willingness to reform
aspects of the re-registration process, including allowing
product re-registration for a medical device to be simpli-
fied when any changes to the device do not affect safety,
efficacy, or the intended application of the product, and
when the product is in compliance with the original
registration standards. We would welcome such reforms,
as they would ensure that only devices that undergo a
significant change (i.e., a change in functionality), or have
caused a serious adverse event, are required to submit full
re-registration applications. However, the SFDA has yet to
implement such reforms. As a result, the current system
continues to overburden the SFDA, divert resources from
new product registrations, and potentially disrupt patient
access to existing approved technologies subject to the
re-registration process.

We urge the SFDA to advance these highly necessary
reforms, in order to increase efficiency of the SFDA registra-
tion process generally, and potentially increase medical
device registration. This would allow patients and hospitals
faster access to more innovative products and technologies.

Replacing Product Type Testing with Quality
Management System

The SFDA requires product type testing for both initial
medical device registrations and re-registrations. This
product testing often adds considerable time to the
registration process, ultimately delaying the availability
of new medical devices to patients in China. AmCham
China recommends that the SFDA transition away from
type testing and fully adopt a quality management system
(QMS) approach.

The QMS system is a regulatory approach based on
ensuring quality throughout the design and manufacturing
process, and is much more effective than testing individual
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samples at the conclusion of that process. Under the design
and development portion of QMS, manufacturers select
or develop and carry out the testing necessary to show
that the device meets appropriate specifications for safety
and performance. Though some provisions in the State
Council’s “Draft Supervision and Administration Measures
for Medical Devices” promote QMS, the draft does not
allow the possibility for approval based on technical infor-
mation submitted by the manufacturer, and type testing by
an SFDA-designated institution is required.

By requiring manufacturers to implement a QMS, and then
carefully overseeing their implementation of that system,
the SFDA would shift the burden of responsibility to the
manufacturers to deploy their resources in the best interest
of ongoing safety throughout the device lifecycle. We
strongly recommend that the SFDA remove type testing
from its registration process and rely on the QMS approach,
as type testing a few samples from a production process
does little to ensure safety or efficacy.

Country-of-Origin Approval Requirements

The SFDA’s Announcement No. 82, published in 2009,
reiterated the requirement that international manufacturers
must obtain prior approval of medical devices from the
country of manufacturing. This country-of-origin require-
ment is problematic for many foreign-invested companies
that try to introduce advanced technology products into
China as quickly as they are available, and prevents Chinese
physicians and citizens from benefiting from technology
that is available elsewhere in the world.

Many foreign-invested medical device companies build
manufacturing facilities and produce products depending
on the needs of global markets and their global operations.
There are many situations in which a medical device may
not be registered in the place of its manufacture, for example
when products are produced only for export or specifically
for the destination country (in this case, China). Reputable
foreign-invested medical device companies applying to
register their products in China, however, invariably have
an existing registration for the product in one of the GHTF
member countries, such as Australia, Canada, Japan, the
US, or European Union member countries. When the GHTF
Notified Body audits the manufacturing facility, it follows
the same GHTF guidelines wherever the manufacturing site
is located.

AmCham China member companies appreciate the need
for quality control of medical devices entering China.
We urge the SFDA to amend Announcement No. 82 to
accept registration applications of medical devices that are
approved by one of the GHTF member countries under the
GHTF guidelines, irrespective of the location of the factory
of production.
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International Harmonization of Product

Classification

China applies more stringent product classification than
many other nations, with the SFDA placing more prod-
ucts in high-risk categories than other major regulatory
authorities. As a result, certain products are subject to more
burdensome regulatory requirements in China than in other
countries.

These requirements burden manufacturers and extend the
amount of time needed in the technical review process.
AmCham China urges the SFDA to follow the four-level,
rules-based classification scheme recommended by GHTF
to ensure greater flexibility and predictability in the regis-
tration process for both manufacturers and reviewers.

We applaud the SFDA’s decision to consider lowering the
risk classification of certain x-ray and in-vitro diagnostic
(IVD) devices, and particularly welcome the SFDA’s
consultation with industry as part of this consideration. In
2012, the SFDA plans to issue a complete list of IVDs to be
placed in a lower-risk category. Such moves will ensure that
medical device classification will more appropriately reflect
risk and will match international norms.

AmCham China also applauds efforts by the SFDA’s
Standards Center to look into the possibility of establishing
a procedure and an online application platform so that
industry can formally apply for product re-classification by
providing technical and scientific supporting documents.

Procurement and Tendering

Competitive and transparent procurement of medical
devices is essential to ensuring the accessibility of good
quality medical products to consumers. The tendering
system in China has evolved considerably over the last 10
years, becoming increasingly complex and resource-inten-
sive for companies submitting tenders. While AmCham
China supports the government’s efforts to develop
more sophisticated and rational regulations to continue
improving the tendering process, we have concerns about
the current focus of the tendering rules and the lack of
industry involvement in creating such rules.

e Utilizing Integrated Evaluation Not Primarily Based
on Cost—Ensuring the efficacy and safety of medical
devices is essential for patients, and should be the
primary consideration in tendering procedures.
However, recently, cost-biased tendering has become
the norm, especially within local governments. More
integrated evaluation of product quality, as well as
price, service, and innovation, will reward companies
whose products are manufactured with the highest
standards, and thus uphold the interest of patients.
This evaluation method incentivizes innovation by
freeing companies from cost reduction pressures and



PEEEBR=MREWNH APEET SsHESZR
SEBENZRENER. BICEEREDLERFNSE 82
SESHTIE], ESE GHTF ENTERE CGHTF MR
BERENETSMENENSIS, MAICEET AT,

a2 X 45 B IR i 1A

PEXA T LEMTZERE N ™S8 00 £ E,
SEMEZHRESBEHEL, BERRIKERSNTmoEA
APSXUETRIERD, A, RERETmEPE
BN EEZRNBBHLEMERED.

RXERREEFTEWHRITRB, FEEKTEAN
FIEBEMRONE. PEXEEBRTRBEERRDLESE
18 GHTF Z2NBLIMNAZMNSREID EineE, BIR
EFRWSTEAREEINEREPEEEANREEST
M.

ZNINERRHKEBMEOZBEEREL X X RIX
SRS (VD) BINMSREVRAERTET. B,
BRRYGERSALRENZBIEPEIWFRH TN,
BTN RTFAIEINE. 2012 F, BRERARER[IT
BB TIARNIFREREEINZ U ES S5 TE
BE . XEHEERRHRET S MO LE SIS AIIXE,
HRSBERNE,

FEAKBBNMED N EAHARRI —EER R
ELBEFE, TUWILLETZATIRAAEM EVEA KA
SN, EXNPBETBNENIN. PEXERE
NI ERRNEET .

£ W5 B

NRRHEBEERGSRBNES TR, — 1=
BEZEHNETSHRUREEVRE. PENBIMARE
WUE 10 FPEETRANEL. NFEIREWRE, PE
BBIMAARLBURGENERRDER. PEXEAENY
BIRA%RN S BRAMESMHICEABBOEEHMNE
HAFHEN, WIENBIRNENERUREBIIN
EHEPTWSSENRERTIBIL.

o HITEREIHE, MESTEERNE—RRETSH
BDUSLEMNBERTBLEN, FEINIZE
BERINEBEPRINSEOA. RMTHUE, ol
RESHOBRS®, MOFHUNBRREBIRNER
BREWA—PIRE. XEAWFTaRE. NB. K
BOUFM RN SRETHE SR B ™ SKENT 5,

5]

| By R4 |

HMAEPBEON G, XETNTTRGEWMBHR
ABENPRRER, HAOFESIFARNES.
BH0UEIEBY™63, MImEE 5 8% .

s BIBANNBIRRE —EBRINIEPARNZNS
SBIMNTEHHE. B2, EWRNEEERUAA
BRI, BRAMESBAIZTIFEAER— R TR
26, BEBRINIEPANAE-NTEAEE
CPAREKEY, BUMEGHE FATE GPIRATS.

s BETWS5E—IRWREEZSSPEBIRY
REEHNZRTNY, PEEEHEMREWHE
EBEUOZHMNERRMORRENRERE N
SR BRHIERIREPR, UEAPEBIMARD
DUH RS2

By XWINEWIN, BIBENRSRDESHIE
BBEWMMESINE, EBNIEPRXABHESIMELHE
BOSPNLE, WETSMBMETSINE. BIiRt
HRONSEERZERLBBERBAZEHRBRDNF
EANBERRSDNRE -, B, IBRBRINIE
PEYRTIAREW MIRWINR EUBIBOE.

WO, BANAAESS SSHBIRAIZE R — RBI TIT/E

(W: BRFTBR) . URRESERMHRDSSEI
BWEETIE.

EXB A 28871, ERUURBHDEBMARNIT
s XY B XETRSA, NFREHBDEBMAR
. BRINAUERNEBMEREBSCENDE.
PEXEBTRAEDESE/I—HR, @HFEYAXS5B
AETRSHRMWITFINED. EBETRBSHRMWANZ
BERATCENEIES ), MIFDETBHUIRETIF
. o WIERREEREHINE, NZKTHET
REXWEENETRS. I TETRSMS. SIA
FXEF. FEEME, MKHE, XERSPEDNET

BERSSEFUE.
2y o] &

H#e AR E

FUELEY “8XRHE —DPBRn, PEITHN
NENNEBRETEANNBEETZEANER,
XREBTTYH. REPEZEFBHMREINBEAHIE

| AmCham China | 2012 White Paper |

231



]
[}
=
7]

&

2

=
(8}
[0}
Q

@
P

]
7]
=}

§e]

<

232

| HEALTHCARE |

allowing them to focus on developing high-value,
innovative products.

e Eliminating Artificial Tendering Constraints—
Tendering processes should not artificially limit the
number of products, brands, companies, or distribu-
tors participating in the tender. The tendering process
should allow a company to submit multiple products
under the same brand name, and not disqualify all
products within the brand if one product is disqualified
during the tendering process.

¢ Increasing Industry Engagement—Industry welcomes
opportunities to become more involved in the develop-
ment of China’s tendering policies. AmCham China
members hope to engage in this process by sharing our
constructive feedback and international experiences in
order to support the enhancement of China’s tendering
system.

In addition to these central recommendations, we believe
medical device tendering could be improved if conducted
in accordance with transparent and standardized
procedures, guided by clear rules and criteria from the
Ministry of Health (MOH), and carried out in a centralized
approach. Tendering should also be conducted in line with
national trade policies and international trade agreements,
including those of the World Trade Organization. Biases
in the tendering process favoring domestically invested
companies over foreign-invested companies should, there-
fore, be eliminated.

Further, we believe medical device tendering should be
conducted at a single level (such as the national or provin-
cial level), to lessen complexity and reduce redundant work
for participating companies.

Purchasing Approvals

Hospitals are required to obtain licenses approved by the
MOH for Class A medical equipment, or by provincial
health bureaus for Class B medical equipment, prior to
procuring such equipment. Current public hospital reform
encourages the separation of hospital administration and
operations. AmCham China urges MOH to follow this
policy and deregulate procurement licenses for Class A
and Class B medical equipment. Significant medical equip-
ment procurement should be evaluated by the authorities
for hospital operations, rather than health administration
agencies. Additionally, private hospitals, as self-funded
institutions, should be authorized to procure appropriate
equipment as they deem necessary. Public hospitals
should enjoy more flexibility as they understand medical
service demands. This will open up the medical equip-
ment industry to more competition, and more importantly,
improve healthcare service quality and cost-effectiveness in
China over the long-run.
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Pharmaceuticals Issues

Pharmaceuticals Pricing Reform

China’s recent pharmaceuticals pricing reform measures,
described in the Significant Developments section above,
are commendable for helping make medicine more afford-
able for the general population. Although AmCham China
members applaud the government’s objective of increasing
citizens” access to medical care, government-mandated
drug price cuts represent a significant threat to the quality
and supply of medicines available to Chinese patients.
Price cuts challenge companies’ ability to ensure adequate
quality control or to maintain production of vital and
necessary medicines, which could lead to bottlenecks in
production and result in shortages. In addition, price cuts
discourage pharmaceutical companies from investing in
research and development (R&D), especially in costly inno-
vative drug R&D, and ultimately reduce patients” access to
high-quality medicines.

AmCham China urges the Chinese government to imple-
ment a pricing policy that rewards innovation and high-
quality manufacturing rather than focusing primarily on
price cuts. This could be achieved through a differentiated
pricing system for innovative, patented drugs, and safe
generic drugs. A drug pricing system that rewards innova-
tion and high-quality drugs is beneficial for both China’s
healthcare system and its innovation goals, and will help
reduce overall healthcare costs. While we support the
government in adopting flexible and differentiated pricing
policies to meet regional needs, the public release of
tendered bids should be smartly managed in order to safe-
guard companies’ ability to provide quality manufacturing
while fulfilling differentiated tenders.

Regulatory Data Protection

China’s Drug Registration Regulation (DRR) currently
grants a six-year clinical data protection period for prod-
ucts containing a new chemical agent, and protects data
against unfair commercial use. The SFDA is responsible
for upholding this aspect of China’s regulatory data
protection (RDP). Unfortunately, the DRR is ambiguous on
data protection implementation. For example, certain key
concepts such as “new chemical ingredient” and “unfair
commercial use” are not clearly defined, creating a regula-
tory and safety loophole in the DRR.

In addition, the DRR permits the SFDA to approve prod-
ucts that reference summary data of previously published
material, or are compounds based on a foreign regulatory
agency’s approval. Approving copy versions of drugs
without manufacturers’ clinical data packages creates
significant safety concerns, and prevents regulatory
authorities from confirming if a compound meets the same
quality and safety standards. This practice could lead to the
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widespread availability of unsafe drugs, putting patients at
risk. In addition, the RDP regulations favor non-originator
companies by allowing companies to unfairly capitalize on
the R&D expenditures of innovator companies. At present,
R&D for a new medicine takes on average 10 to 15 years,
and costs approximately US $1.3 billion (RMB 8.3 billion).
China’s DRR thus discourages innovator companies from
continuing to invest in costly innovative drug R&D, at the
expense of Chinese patients’ health.

China’s pharmaceutical industry has struggled for years to
address this issue, and it remains a significant barrier that
prevents and discourages domestic and foreign innovation
in the industry. AmCham China urges the SFDA to develop
new practices in line with internationally accepted RDP
standards and procedures in order to prevent the unfair use
of originator data.

Pharmaceuticals Tendering

Several of the tendering recommendations outlined
above in the medical devices Procurement and Tendering
issues section also apply to pharmaceutical tendering. For
example, developing an integrated evaluation with less
emphasis on cost; increasing patients’ access to clinically
necessary, high-quality products; and improving industry
engagement in policy making related to tendering are
all important for ensuring the pharmaceutical tendering
process encourages quality and innovation.

Recent developments in tendering policies and practices
with an emphasis on price competition, and expansion of
essential drug tendering to second- and third-tier hospitals
will also affect the competitiveness of innovative drugs,
discouraging companies to innovate and consequently
reducing patient’s access to quality medications.

Conclusion

With China’s demographic change and domestic demand
for higher quality medical services gaining pace, foreign-
invested companies are eager to contribute their expertise
and resources. AmCham China is pleased to see move-
ment on healthcare reform, and hopes that the reform
makes progress towards a more open, transparent, and
scientific regulatory regime. In particular, we urge more
private participation in the healthcare services sector,
with appropriate insurance reimbursement provisions
and appropriate tax rates applicable to private healthcare
providers. For medical devices and pharmaceuticals,
reasonable pricing reform, an effective tendering system,
and an appropriate regulatory regime, including but not
limited to approval and registration processes, will expand
Chinese patients’ access to world-class medical products
and services, and improve efficiency in China’s own
medical system.
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Recommendations
Healthcare Services

¢ Further encourage private investment in health-
care by fully implementing the initiatives in
Document 58 at all government levels and add
healthcare services to the encouraged category of
the Foreign Investment Catalogue.

¢ Allow participants in the social insurance scheme
to use their social health insurance at the hospital
or clinic of their choice and be reimbursed up to
the amount of the public pricing level, with the
patient paying the excess cost of care by them-
selves or through supplemental private insur-
ance.

¢ Lower the corporate tax rate for private hospitals.

¢ Implement strong and transparent monitoring and
enforcement of DRG schemes, and fully consider
industry recommendations in implementation.

Medical Devices

e Develop integrated medical device tendering
evaluation with less emphasis on cost, eliminate
artificial tendering constraints, increase industry
engagement in policy making related to medical
device tendering, and conduct tenders in a
transparent, standardized way, guided by MOH
centralized policies.

¢ Deregulate procurement licenses for Class A and
Class B medical equipment and delegate signifi-
cant medical equipment procurement evaluation
to the authorities for hospital operations rather
than health administration agencies.

* Assure fair treatment of foreign- and domestically-
invested companies in implementing the proposed
price mark-up limitation scheme by allowing
foreign-invested companies to factor profit margin
into the “port price” used to calculate mark-up
caps.

e When finalizing the State Council’s “Draft
Supervision and Administration Measures for
Medical Devices,” reflect the concepts and prin-
ciples outlined in the GHTF document concerning
medical device lifecycle management and the four-
level, rules-based product classification.

* Accept registration applications of medical
devices that are approved by a country/region
with a mature regulatory system in place (e.g.,
GHTF member countries) under the GHTF guide-
lines, irrespective of the location of the factory of
production.

¢ Allow product re-registration for medical devices
to be simplified when any changes to the device
do not affect safety, efficacy, or the intended
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| HEALTHCARE |

application of the product, and when the product
is in compliance with the original registration
standards.

* Transition away from type testing and fully adopt
a QMS approach.

Pharmaceuticals

e Apply a pharmaceuticals pricing policy that
rewards innovation and high-quality rather
than focusing primarily on price cuts, by imple-
menting a differentiated pricing system for inno-
vative, patented drugs, and safe generic drugs.

¢ Develop integrated pharmaceuticals tendering
evaluation with less emphasis on cost; increase
patients” access to clinically necessary, high-quality
products; and improve industry engagement
in policy making related to pharmaceuticals
tendering.

¢ Develop new RDP practices in line with inter-
nationally accepted standards and procedures,
clearly define key concepts such as “new chemical
ingredient” and “unfair commercial use,” and
prohibit approval of products that reference
summary data of previously published material,
or are compounds based on a foreign regulatory
agency’s approval.
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Information and Communications Technology

and Cyber Security

Introduction

hina is one of the world’s largest markets for

American information and communications

technology (ICT) goods and services, with

total sales of ICT products in China for 2011
surpassing US $245 billion (RMB 1.56 trillion), and over US
$54 billion (RMB 343 billion) in software alone. China is
not only a destination for products, but it is increasingly a
nexus for innovation as more homegrown Chinese compa-
nies compete at home and abroad.

The 12" Five-Year Plan’s strategic emerging industries (SEIs)
define China’s overall industrial and economic goals. The
12" Five-Year Plan designates the ICT industry, or “next-
generation information technology (IT),” as one of China’s
SEls. Specific areas of focus include burgeoning sectors
such as Internet of Things, cloud computing, integrated
circuits (ICs), basic software, and broadband technology.
Chinese planning authorities hope to create a homegrown
industry in these sectors in an effort to transition from a
manufacturing to a knowledge-based economy and realize
technological breakthroughs to compete on a global stage.

Large challenges remain in the development of the ICT sector.
Cyber security has become a challenge of global magnitude,
as the information systems and networks required for
the operation of governments, militaries, businesses, and
critical infrastructure are increasingly interconnected and
do not conform to traditional borders. Additionally, with
the increased interconnectedness of the ICT industry, the
importance of global interoperable standards has grown
significantly, and they should play a greater role in directing
China’s own standards activities. Lastly, China should
increase the protection of intellectual property, regardless of
its source, in order to increase foreign direct investment and
promote domestic innovation.

Significant Developments
Recent JCCT Commitments

During the 2011 US-China Joint Commission on Commerce
and Trade (JCCT), US and Chinese trade officials discussed
important ICT industry topics, including smart grid
standards, telecommunication equipment type approval,
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telecommunications services, cloud computing, indigenous
innovation, intellectual property (IP) protection, software
legalization, and investment in SEIs. Chinese trade officials
agreed to release a revised version of the “Telecom Services
Categories Catalogue” for public comment once a draft has
been completed, and to hold a cloud computing seminar
in 2012.

EUHT Wireless Broadband Standard

Ultra High-Throughput (UHT) and Extra Ultra High-
Throughput (EUHT) are indigenous Chinese “next-
generation” wireless local area network (WLAN) standards
developed by a Chinese firm called Nufront with financial
assistance from the Ministry of Science and Technology
(MOST) and strong administrative support from the
Ministry of Industry and Information Technology (MIIT).
On February 13, 2012, MIIT formally approved the two
standards. As described below in the Specific Issues section,
AmCham China is concerned both about the standards’
irregular drafting process in the China Communications
Standards Association, and that China will ultimately
mandate this technology as a de facto compulsory standard.

Multi-Level Protection Scheme

In 2007, the Ministry of Public Security (MPS), the leading
body tasked with combating cyber crime and protecting
critical infrastructure, promulgated the Multi-Level
Protection Scheme (MLPS). Designed to secure critical
Chinese infrastructure information systems, MLPS classifies
information networks in China according to their relative
impact on national security, social order, and economic
interests if the system is damaged or attacked. The clas-
sification levels range from one to five, one being the least
critical and five being the most critical.

MLPS continued to be rolled out in the China market in
2011. Last year, MPS issued specific notices regarding the
scope of MLPS, including for centrally managed state-
owned enterprises (SOEs) and the healthcare industry.
Additionally, foreign industry identified over 100 requests
for proposals stipulating MLPS compliance for certain IT
products, many of which are at level three or above. In June
2011, the US Trade Representative’s office met with MPS
to discuss the rollout of MLPS, but MPS has not met with
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other US government agencies or trade associations about
this issue since that time.

Cloud Computing

China has taken major steps recently to promote its cloud
computing industry. In September 2010, the joint MIIT
and National Development and Reform Commission
(NDRC) National Cloud Computing Pilot Cities project
identified five cities to carry out nationally supported
cloud computing development plans. In 2011, many cities
included in the pilot program, including Beijing, Shanghai,
and other Chinese cities, released their cloud computing
pilot project implementation plans.

In October 2011, NDRC, MIIT, and the Ministry of Finance
allocated RMB 1.5 billion (US $236 million) to support
cloud computing as a part of the next-generation IT SEI
Additionally, the NDRC, MIIT, and MOST have begun
drafting “Guidelines to Accelerate the Development of the
High-Tech Services Industry” to promote implementation
of cloud services and technologies, as well as domestic
standards.

Provisions Regulating Internet Information
Services

On December 29, 2011, MIIT’s Telecommunication
Administration Bureau promulgated the “Several
Provisions on Regulating the Market Order of Internet
Information Services.” The law contains various provi-
sions regarding competition and Internet service delivery
to customers, including software installation and updates,
user and subscriber data privacy, the establishment of an
Internet Code of Conduct, and setting of new Internet
security standards. AmCham China is also aware of MIIT’s
plans to publish similar provisions to regulate services
delivered over smart phones.

Personal Information Protection

On January 30, 2011, MIIT published draft guidelines
for public comment entitled “Information Security
Technology—Guide of Personal Information Protection.”
China’s National Information Security Technical Committee
(TC260) also submitted a new internal draft for final
approval to the Standardization Administration of China
(SAC) for impending release for public comment under
the title “Information Security Technology—Guideline for
Personal Information Protection Within Information System
for Public and Commercial Services.” AmCham China has
some concerns about these guidelines, as further discussed
in the below Specific Issues section. In addition, in the past
year, an increase in criminal prosecutions for misuse of
personal information, as well as the further development
of personal information protection laws in certain prov-
inces, have illustrated the growing seriousness with which
personal information protection is viewed in China.
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Specific Issues
Information and Communications Technology

Broadband and Three-Network Convergence

A rapid and reliable broadband network is critical for the
deployment of advanced applications such as telemedicine
and cloud computing, as well as advanced emergency
response systems, efficient and reliable government
systems, and cultural industries. AmCham China applauds
China’s intention to develop a national broadband network
and realize fixed broadband network convergence between
cable, Internet, and telecommunications networks, known
as Three-Network Convergence (TNC).

Despite these positive steps, lack of consensus between
the broadcast and cable television regulator, State
Administration of Radio, Film, and Television (SARFT),
and the telecom regulator, MIIT, has not been resolved,
notwithstanding guidance from the State Council under
the TNC plan. AmCham China recommends that China
explore models that merge resources between broadcasting,
telecommunications, and Internet networks to create new
markets and allow consumers to realize the network’s full
potential. We also recommend creating an integrated spec-
trum management framework to maximize and harmonize
valuable wireless spectrum resources. Finally, we encourage
China to formulate and publish a national blueprint for ICT
and broadband development.

Market Access to Cable, Telecom, and Telecom
Value-Added Services

While foreign companies can currently provide hardware
and services to telecom service providers and in some
cases operate a value-added service joint venture, this is
not the case for the cable television industry. The “Guiding
Catalogue on Foreign Investment in Industry” specifically
bars any form of foreign investment in the operation or
provision of cable television services. AmCham China
recommends that China revise the catalogue and grant
foreign firms equal access to both the telecom and cable
television markets in China.

Despite World Trade Organization (WTO) commitments
made in 2001, China also continues to restrict access to the
telecom market for foreign-invested firms outside of joint
ventures. Foreign direct investment in the telecom market
is limited to 49 percent for basic services and 50 percent
for value-added services, and has high minimum capital
requirements. For example, MIIT should permit foreign
vendors to obtain value-added services licenses for multi-
party audio/visual conferencing systems. AmCham China
strongly urges China to allow market access for foreign
firms, especially as Chinese telecom operators, including
China Telecom, seek access to the US and other foreign
markets.
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EUHT Wireless Broadband Standard

Although EUHT was released by MIIT as a voluntary
industry standard, AmCham China members are concerned
that China will mandate this technology at the expense of
the 802.11 Wi-Fi standard. US industry has consistently
emphasized the importance of China adopting global
standards in the wireless, telecommunications, and
wider ICT space, and has encouraged the participation
of Chinese entities in international standards organiza-
tions. We remind China of 1) its WTO Technical Barriers
to Trade (TBT) commitments to base national voluntary
standards and technical regulations on existing, relevant
international standards; and 2) the commitment of Chinese
standardization bodies that are supported by the central
government to make every effort to avoid duplication or
overlap with the work of international standardization
bodies. AmCham China also strongly encourages China to
avoid implementing the EUHT standard in any way that
would prohibit Chinese end users from acquiring products
supporting Wi-Fi or other WLAN technologies.

Cloud Computing

Cloud computing presents significant opportunities for
businesses to access data more quickly and reliably and
provide unprecedented services to customers. In China,
where small- and medium-sized enterprises dominate the
marketplace, access to low-cost and efficient ICT infrastruc-
tures such as cloud computing should be widely pursued.

As part of the next-generation IT SEI, China’s growing
domestic cloud computing sector has benefited from
top-level funding and nationally sponsored pilot projects.
The Chinese government has already invested RMB 600
million (US $94.5 million) of the allocated RMB 1.5 billion
(US $236 million) in cloud computing projects, but all
recipients have reportedly been domestic firms. AmCham
China emphasizes that collaboration with experienced
industry stakeholders will maximize success of any tech-
nology pilot program.

Although the market is ripe for growth, certain regulations
could affect foreign firms’ ability to provide the full extent
of their services to Chinese customers, despite their exten-
sive cloud computing service experience, technological
capability, and willingness to enter the China market. These
specific policy concerns are outlined below:

¢ Information security policies could render selling to
certain end users overly burdensome or impractical.

¢ The development and implementation of domestic cloud
computing technology standards that do not conform
with international norms could create interoperability
issues and thus raise unnecessary obstacles to trade (see
TBT Agreement, Annex 3, Par. E). This problem could
be exacerbated by the use of standards development
processes that explicitly exclude foreign participation.
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e Privacy and cross-border data flow regulations could
prevent Chinese customers from realizing the full
potential of cloud computing.

¢ China’s Telecom Law and “Telecom Services Categories
Catalogue” classify certain services as “value-added”
and mandate onerous capital requirements and equity
investment caps that prevent companies from offering
public cloud services.

AmCham China hopes the Chinese government will collab-
orate with cloud computing industry stakeholders in a
constructive, open fashion, and adopt global standards that
reflect the international nature of this emerging industry.

Cyber and Information Security

AmCham China is increasingly concerned that the Chinese
government is formulating policies that will create barriers
for foreign technology providers in China. In particular,
MLPS, commercial encryption products rules, and informa-
tion security testing and certification regulations prevent
foreign businesses from gaining full and fair access to the
Chinese market. A competitive and globally aligned cyber
security industry will help drive innovation and technology
advancements in China, as well as help Chinese authorities
achieve their goals of implementing secure systems. A good
example of the essential collaboration needed in this area
is China’s commitment to abide by the encryption regula-
tion best practices developed by the World Semiconductor
Council (WSC) Joint Statement in 2010 and 2011. This will
help avoid unnecessary regulation of encryption technolo-
gies contained in widely available ICT products manufac-
tured in and exported from the six WSC members.

Multi-Level Protection Scheme Market Access
Restrictions

According to MLPS regulations, systems classified at level
three or above must procure IT security products containing
only domestic IP. Most of China’s SOEs and government
agencies in the areas of finance, transportation, telecom-
munications, education, and many other areas not directly
security-related are classified at least level three, as empha-
sized by a December 2010 MPS and State-Owned Assets
Supervision Administration Commission joint circular. By
2012, MPS aims to achieve “full compliance” for systems
classified at level three or above.

AmCham China members’ ability to sell IT security goods
and services to key Chinese customers has significantly
diminished, demonstrating that MLPS directly blocks
foreign-invested businesses from certain Chinese markets.
Industry has documented that MLPS has appeared as a
requirement on hundreds of requests for proposal, poten-
tially impacting foreign firms’ ability to bid for business.

AmCham China urges China to de-link MLPS level-
three compliance from the Chinese IP origin requirement
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for IT security products. We also urge China to remove
requirements within MLPS that SOEs and government
agencies must procure domestic proprietary technology for
systems not directly related to national security, including
non-military, financial, educational, and other networks.
Furthermore, we recommend elimination of the MLPS
requirement that source code of IT security products be
reviewed. By implementing these recommendations, China
would ensure its access to the most advanced security tech-
nologies and thus the maximum security and reliability for
its information systems.

Commercial Encryption Rules and Use of
Indigenous Closed Algorithms

Despite transformational technological development
over the last decade, China has failed to update its 1999
Commercial Encryption Regulations. The rules require:

* Entities importing, developing, and selling encryption
technology in China to obtain a license from the State
Encryption Management Bureau (SEMB);

¢ Encryption products to undergo testing by SEMB,
which in many cases requires disclosure of source code;

¢ Foreign technology providers to use Chinese indig-
enously developed encryption technology, particularly
algorithms.

The rules also classify encryption as a “state secret” in
China and thus regulate it as such. This runs counter to the
general industry belief that strong security technology is
only trusted after a full public vetting. SEMB clarified in
2000 that the 1999 rules only apply to products in which
encryption was the “core commercial functionality,” and
MOFCOM has signed up to the WSC’s encryption regula-
tion best practices that establish a presumption of no regu-
lation for widely available ICT products containing encryp-
tion technologies. Nevertheless, foreign businesses remain
concerned about the path China’s encryption authorities are
pursuing with regard to licensing and restrictions of global
technology.

China has made significant progress with regard to
domestic encryption technology. The ZUC algorithm was
reviewed and approved by 3GPP. In 2011, SEMB and State
Grid also announced cooperation to implement China’s
domestic encryption algorithms, SM2 and SM3, for elec-
tricity cards and smart meters in China’s new national
smart grid. Although AmCham China supports the growth
of China’s domestic information security industry, it does
not support the mandate of any specific technology in the
commercial market, especially if such mandates prevent
import or use of global technologies, or impede the harmo-
nization of encryption product testing with global norms.
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CNCA Information Security Testing and
Certification Regulations

In August of 2007, the Chinese National Certification
and Accreditation Administration (CNCA) initiated a
regulatory push to test and certify 13 types of information
security products such as firewalls and anti-spam products.
This testing and certification process placed burdensome
requirements on foreign businesses to divulge source codes,
product designs, and other forms of sensitive IP to the
Chinese government for detailed review.

Though once finalized the reach of these regulations was
ultimately reduced to only government procurement,
AmCham China is still concerned the regulations create
market restrictions for foreign information security prod-
ucts that are inconsistent with globally accepted norms
and practices. For example to date, no products with a
foreign brand name are on China’s published list of prod-
ucts approved by the China Compulsory Certification for
Information Security Products, highlighting the fact that
even in its reduced scope the scheme is discriminatory
against foreign products.

Indeed, these CNCA regulations are not aligned with
several of the Innovation Principles that China and the
other 20 member economies of the Asia-Pacific Economic
Cooperation forum recently adopted. We are not aware of
any other government that requires disclosure of source
codes, product designs, and other forms of sensitive IP for
detailed review as part of a telecom accreditation program.

For the foregoing reasons, AmCham China strongly encour-

ages China to adopt the Common Criteria approach to
information security product certification.

Personal Information Protection

As mentioned in the above Significant Developments
section, in early 2011 MIIT released draft guidelines and
TC260 submitted a draft for final approval to SAC on the
protection of personal information online. These guidelines
contain mandates on software and IT vendors that may
stunt or limit innovation. For example, the guidelines allow
transfers of personal information to overseas entities only in
instances where explicitly allowed by law or regulation, or
with the consent of the appropriate administrative agency.
The consent of the data subject is also required. In addition,
the draft guidelines establish a basic presumption that data
users should not transmit to other entities personal infor-
mation which they have collected.

Data sharing is necessary for many legitimate business
processes, including preventing risks, assessing risks,
improving products, and managing relationships with
customers. Privacy can be protected without creating heavy
procedural burdens for the transfer and use of personal
information that would stunt the growth of technology- and
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information-driven industries in China.

To create a highly protective but flexible privacy regime,
AmCham China suggests an “accountability”-based
approach similar to one already adopted by Canada and
soon to be adopted by the EU. The accountability-based
approach uses traditional privacy principles as a reference
point for users to build comprehensive privacy programs
to meet the objectives inherent in those principles. The
collecting organization is charged with responsibility for
actual achievement bears responsibilities for preventing the
misuse of personal information in practice, rather than for
mere compliance with formal rules.

The approach taken in MIIT’s draft guidelines reflects an
awareness of existing personal information concepts and
frameworks implemented in other countries, but does not
yet allow for new ideas that may soon be implemented in
response to actual experience. As such, the draft guidelines,
or any subsequent binding rules that adopt their approach,
would commit China to long-term compliance with the old
framework even as the new one emerges. Those involved
in further rule-making on personal information protection
should avoid imposing excessive or unnecessary burdens
on companies regarding the collection, transfer, or use of
personal data in China.

Conclusion

As one of China’s seven strategic and emerging industries,
next-generation IT will be a destination for large investment
from central and local governments through a variety of
channels in the coming years, particularly as China moves
from a manufacturing to a value-added economy. Against
this backdrop, the substantial restrictions imposed on
foreign market participation will only limit China’s access
to global-class technology and discourage foreign compa-
nies from developing their most sophisticated R&D in or
with China.

Despite its focus on growth, many of China’s policies in the
ICT arena prevent the sector from realizing its full potential.
In certain specific IT sectors, glaring market access barriers
continue to shut companies out of the market. Information
security policies and standards based on the origin of a
product’s IP or encryption technology are a worrying trend.
AmCham China recommends relevant US government
authorities, including the Department of State, Department
of Commerce, the Federal Communications Commission
(FCC), and others, initiate an ICT dialogue with central
and provincial government stakeholders in China in order
to engage proactively on broadband, information security,
cloud computing, and other emerging fields, as well as
data privacy law. We also encourage the US to promote the
value of not only ICT technology trade, but also the free
flow of information, for overall economic development in
both countries. AmCham China urges the US and China
to engage on ICT issues to ensure that the industry’s full

| 2012 White Paper | AmCham China |

potential can be realized in a collaborative manner.

Recommendations
For the Chinese Government:

* De-link product security credentials from the
origin of its IP, including for foreign encryption
technology and products at MLPS level three and
above.

e Revise the 1999 Commercial Encryption
Regulations to eliminate restrictions on foreign
encryption technology imported, developed,
used, or sold in China, and eliminate mandatory
licensing for entities importing, developing, and
selling encryption technology.

 Eliminate equity caps on foreign investment in
value-added services and increase market access
for foreign-invested enterprises.

* Avoid imposing burdensome regulations on
companies relating to the collection, transfer,
or use of personal information, and adopt an
accountability-based approach to privacy law.

* Eliminate requirements for disclosure of source
code or other proprietary information in testing
and certification regimes, and discuss with
industry stakeholders alternative methods to
determine a product’s level of security.

¢ In emerging sectors such as cloud computing and
wireless technology, allow all relevant industry
stakeholders full voting rights in standards-setting
bodies, and adopt international standards.

For the US Government:

* Relevant agencies of the US government,
including the Department of State, Department
of Commerce, and the FCC, should coordinate
to engage with China on information security
policy as it relates to trade and innovation.

* Undertake dialogue with Chinese counterparts to
help ensure China’s new data privacy laws take
into consideration international best practices.

 Continue to reform export control regulations to
increase transparency and facilitate exports of non-
sensitive technologies.
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Insurance

Introduction

hina’s insurance industry encountered some

significant headwinds in 2011. Total insurance

premiums fell to RMB 1.43 trillion (US $225.8

billion), a decrease of 1.3 percent from RMB
1.45 trillion (US $228.8 billion) in 2010. Primary property
and casualty (P&C) premiums rose 18.5 percent to RMB
461.8 billion (US $72.7 billion) on the back of an increase
in motor vehicle sales, while life insurance premiums fell
8.57 percent to RMB 972.1 billion (US $153.1 billion) due
to policy changes affecting bancassurance distribution
of insurance through banks, among other factors. This
led several domestic insurers to increase their capital
through both equity and debt issuances with the support
of the Chinese Insurance Regulatory Commission (CIRC).
Other problems were industry-specific, most notably the
continuing problems in making the mandatory third party
liability (MTPL) automobile liability insurance sector profit-
able. Restrictions on market entry, expansion, and product
offerings by foreign-invested insurance companies and
ancillary businesses, continued to impede innovation and
deprive consumers of choice.

Significant Developments

There were several significant regulatory accomplishments
in 2011. Among the most notable were the following: publi-
cation of the 12" Five-Year Plan for the Insurance Industry,
including growth targets and the promotion of competition
in the market; lifting of the four-year old de facto mora-
torium on the licensing of insurance asset management
companies (IAMCs), which has already led to the licensing
of three new IAMCs; the promulgation of additional
measures to raise the quality of insurance industry practices
and better protect the interests of the insured; and the issue
for public comment of draft guidelines on insurance remu-
neration policies.

However, foreign-invested insurers continue to face
barriers to market entry and expansion. Domestic insurers
and insurance brokerages, particularly larger companies,
continue to enjoy regulatory favor with respect to branch
approvals, access to capital, and ownership structure,
enabling them to benefit at the expense of foreign-invested
insurers and to the disadvantage of consumers.
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Consequently, foreign-invested insurers have continued to
lose market share in China. As of year-end 2011, the market
share of foreign-invested insurers stood at a mere 3.06
percent, down from six percent in 2004 and 4.37 percent
in 2010. The decline in life insurance has been particularly
sharp, falling from 8.9 percent in 2005 and 5.6 percent in
2010 to 4.04 percent in 2011. The market share of foreign-
invested P&C companies, who are excluded from the MTPL
insurance market, continues to barely register, falling from
1.3 percent in 2005 to 1.06 percent in 2010 before stabilizing
at 1.09 percent in 2011. Foreign-invested specialist health
and pension insurers continue to be excluded from the
market altogether. Meanwhile, foreign-invested insurance
brokerages are restricted to large-scale commercial risks
and group life and accident insurance, and are essentially
excluded from the automobile insurance market.

Specific Issues

US insurance companies, many of which have decades
of experience serving consumers around the world, want
to deliver their products to Chinese consumers. But in
order to do so, they need to be allowed market entry and
be granted a license to operate in China, after which their
foreign-invested insurance company needs to be accorded
national treatment and allowed to compete on a level
playing field with their domestically invested counter-
parts. Unfortunately, as explained below, foreign-invested
insurers continue to face barriers with respect to delays in
the issuance of licenses, branch approvals, and new product
approvals, as well as artificial ownership caps, and other
barriers.

Licenses

AmCham China urges CIRC, the Ministry of Human
Resources and Social Security (MOHRSS), and other
concerned government departments to terminate all
moratoria on the issuance of new licenses and treat foreign-
invested applicants equally with their domestically invested
counterparts.

Pension Insurance and Health Insurance

Although a number of US and other foreign-invested
life and P&C insurers have received licenses to operate
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in China, specialist pension and health insurers continue
to be denied market entry. MOHRSS has not issued any
enterprise annuities licenses since 2007, excluding many
internationally known financial institutions from the market
and denying Chinese consumers access to their products
and expertise. Several US-invested specialist health insurers
with many years of experience who wish to help expand
China’s health insurance market remain on the sidelines
while waiting for a license to be issued.

Insurance Asset Management Companies

The issuance of licenses by CIRC to a small number of
IAMCs beginning in December 2010 is a welcome sign that
the moratorium on the issuance of licenses in that particular
segment of the industry has been lifted and that CIRC is
willing to issue licenses to foreign-invested applicants in
this segment. This is a welcome development.

Sales and Service Channels

Branch Expansion

No distinction exists in law or regulation between foreign-
invested and domestically invested insurers with respect
to branch approvals. Nevertheless, US-invested insurers
continue to report that branch applications by foreign-
invested insurers are subject to lengthier review periods and
a de facto refusal by CIRC to review multiple branch appli-
cations at the same time. CIRC’s published data confirms
this as well. By contrast, domestically-invested insurers
have enjoyed the competitive advantage of having multiple
branch applications reviewed and approved concurrently.

AmCham China welcomes the February 2012 notice by
CIRC’s General Office to level the playing field between
foreign-invested and domestically invested insurers with
respect to sub-provincial branch and sub-branch approvals.
Evidence shows that more equal treatment with respect
to branch approvals benefits consumers by developing
the market more rapidly and providing wider choice to
consumers. Moreover, domestically invested insurers have
no reason to fear more equal treatment with respect to
branching, as the market share of foreign-invested insurers,
even in the geographies where they have the largest market
share, is still small.

Bancassurance

Bancassurance is an important channel for insurance
product sales, particularly for medium- and small-sized
insurance companies, including foreign-invested insurance
companies. The China Banking Regulatory Commission
(CBRC) issued a directive on November 1, 2010, restricting
“in principle” a bank branch from selling the insurance
products of more than three insurance companies. This
has discouraged bank branches from selling the products
of medium- and small-sized insurance companies. The
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“Guidelines on the Supervision and Administration of
Insurance Business Conducted by Commercial Banks
as Agents,” issued March 5, 2011, appeared to replace
the quantitative limit with prudential criteria; however,
member companies report that the limit continues to be
applied in practice, restricting consumer choice.

Ownership

Life Insurance

AmCham China was disappointed to see that the 50 percent
ownership cap on foreign-invested life insurers was left
intact in the 2011 edition of the “Guiding Catalogue on
Foreign Investment in Industry.” AmCham China continues
to urge a lifting of the cap. It has been in place since China
was admitted to the WTO and is no longer justified, as
domestically-invested life insurers have since grown large
and established with ready access to capital markets.
Foreign-invested life insurers meanwhile also suffer from
governance shortcomings as a result of the cap, as all too
often the domestic investors in such companies are unable
or unwilling to make the additional investments needed to
expand the business.

Moreover, the 2010 rule prohibiting investments by a single
investor in two or more insurance companies in the same
line has compelled several foreign insurers to exit one of
their holdings. By forcing sales, this rule has negatively
impacted the industry’s development, hampering the devel-
opment of specialist insurers and reducing equity value.

Insurance Asset Management Companies

While we applaud the lifting of the moratorium on new
licenses for IAMCs, we note that CIRC continues to regulate
this industry on the basis of a 2004 provisional regulation
which antedates the 2005 amendment of the Company Law.
Consequently, IAMCs must have at least two founding
shareholders even though the amended Company Law
allows them to be formed with only one founding share-
holder. In other words, all insurance companies are required
to partner with a second company to manage their own
funds. This has a particularly serious impact on foreign
investors in life insurance companies who are effectively
forced to become a minority shareholder in their own
IAMCs, an even more restrictive requirement than the 50
percent cap on foreign ownership in life insurers.

Products

Property Insurance

Foreign-invested insurers have been barred from issuing
MTPL automobile insurance, which accounts for 70 percent
of China’s P&C insurance market. Exclusion from MTPL in
turn substantially weakens the capability of foreign-invested
insurers to offer supplemental automobile liability insurance.
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Such exclusion has deprived consumers of choice and
product innovation without benefitting domestically
invested insurers, who reported underwriting losses of
RMB 9.7 billion (US $1.53 billion) in 2010, nearly double the
figure of RMB 5.3 billion (US $834.6 million) in 2009.

CIRC in August 2011 expressly stated for the first time its
intention to research opening of the MTPL market and to
introduce advanced technology and management exper-
tise. AmCham China welcomes the commitment made by
Chinese Vice President Xi Jinping on his visit to the US in
February 2012 to open the MTPL market to foreign-invested
insurers. AmCham China is willing to assist in the process
of drafting the regulations to implement this commitment.

Brokerages

AmCham China was disappointed to see that insurance
brokerages continue to be classified as a restricted industry
in the 2011 edition of the “Guiding Catalogue on Foreign
Investment in Industry,” a restriction that has no apparent
justification. Foreign-invested insurance brokerages: 1) in
the commercial P&C market are only allowed to broker
large-scale commercial risks (annual premiums exceeding
RMB 400,000 or US $62,992), which amount to only about 20
percent of the market; 2) are excluded from the automobile
insurance market, with the exception of some enterprise
motor insurance; and 3) in personal insurance are only
allowed to broker group life and accident insurance. The
result is a drastic limitation on the scope of business of
foreign-invested insurance brokerages to the detriment of
consumers.

Tax Incentives

Pension Insurance

China faces serious problems as its population ages. In the
US, institution of tax-favored treatment for contributions by
individuals and their employers to pension or retirement
funds (generically known as 401(k) accounts) has provided
a financial foundation for millions of retirees. This helps
alleviate some of the responsibilities of the government and
the retirees’ families, while increasing savings for invest-
ment. Enterprise annuities fulfill this function in China, but
tax deductibility of contributions is required to make them
more popular. US specialist pension insurers have extensive
experience in this field and are eager to be licensed so that
they can assist its development.

Health Insurance

AmCham China welcomes the government’s expansion of
healthcare through health insurance following promulga-
tion of the National Healthcare Reform Guidelines. These
guidelines recognize the importance of commercial health
insurance as a supplement to the government-supported
basic health insurance system. As with pension insurance,

| 2012 White Paper | AmCham China |

we would note that tax incentives are an important stimulus
to the purchase of commercial health insurance, especially
indemnity products. If US specialist health insurers could
obtain licenses, they could help advise further on how to
promote industry development.

Structural

Health Insurance

Products, operations, and risk controls differ significantly
between life insurers and specialist health insurers. The
major products offered by specialist health insurers are
indemnity products which have no parallel in life insur-
ance. Health insurers have expertise in managing medical
treatment to optimize health outcomes and control costs,
while life insurers have expertise in investment manage-
ment. Given the expansion in dependence on health insur-
ance in China, AmCham China believes that regulating
health insurance in a separate department, rather than as a
division in CIRC'’s Life Insurance Department, can further
the efficient development of health insurance.

Remuneration

AmCham China’s member companies understand that
CIRC is drafting remuneration standards for insurance
company personnel. AmCham China acknowledges that
the adoption of such standards is a prudential supervisory
measure. We believe, however, that it would be inappro-
priate to set rigid remuneration standards based on “market
levels,” as this would inhibit competition for talent to the
detriment of service quality and competition. In general,
we urge CIRC to allow insurance companies flexibility in
formulating remuneration standards to reward performance
while controlling risk.

Investment in Unsecured Bonds

Many high-quality corporate bond issuers have shifted
from issuing secured bonds to unsecured bonds, causing
the secured corporate bond market to shrink. To be able to
trade unsecured bonds, an insurance company has to either
meet the credit capability standards, which are hard for
joint ventures to meet, or outsource their funds to IAMCs.
However, when a company itself is not yet eligible to invest
directly in unsecured corporate bonds, it can be difficult to
outsource because IAMCs have not been expressly allowed
to manage unsecured corporate bond investments for third
parties.

Conclusion

China has made significant progress in developing an insur-
ance industry that was virtually non-existent 30 years ago.
There continues to be a need, however, for much greater
reform and internationalization, as shown in this chapter.
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Recommendations
Sales and Service Channels

* Review and approve branch applications by
foreign-invested insurers (as has now been done
with respect to sub-branch applications) in the
same manner and at the same pace as applica-
tions by domestically-invested insurers.

e Remove all limits on the number of insurance
companies whose products may be sold by
commercial bank branches.

Licenses

e Increase competition in pension and health insur-
ance by licensing foreign-invested applicants.

Ownership

o Lift the 50 percent cap on foreign ownership of life
insurers.

» Allow insurance asset management companies to
be established by a single founding shareholder in
accordance with the Company Law.

Products

® Quickly implement regulations after a public
comment period to allow foreign-invested insurers
to offer MTPL automobile insurance.

* Allow foreign-invested insurance brokerages to
broker commercial risks regardless of scale, auto-
mobile insurance, and individual life and accident
insurance to the same extent as domestically-
invested insurance brokerages.
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Tax Incentives

¢ Create tax incentives to promote investment in
enterprise annuities and for the purchase of private
health insurance.

Structural

e Establish a separate department in CIRC to regu-
late health insurance at the same level as the life
insurance and property insurance departments.

¢ Adopt remuneration standards that allow flex-
ibility to insurance companies to reward perfor-
mance while controlling risk.

* Relax restrictions on investment by insurance
companies in unsecured bonds.
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Legal Services

Introduction

ince the early 80s, foreign law firms and lawyers

operating in China, working with their Chinese

counterparts in the government, academia, and

law firms, have made substantial contributions to
the development of legal institutions and practice in China.
Yet international law firms in China still face a wide range
of market access constraints, including: (1) an unnecessarily
difficult, delayed, and unpredictable registration process for
the establishment of offices (or the opening of new ones);
(2) the inability to provide comprehensive legal services to
their clients; (3) prohibitions against participating in meet-
ings in important government departments involving their
clients; (4) discriminatory taxation; and (5) other operational
restrictions.

China’s continued restrictions in this sector hurt both Chinese
and foreign companies seeking legal advice and counsel, and
deprive Chinese citizens of the opportunity to work for, or
become principals in, international law firms. Moreover, the
current restrictions are inconsistent with international stan-
dards and result in the unwillingness of many foreign inves-
tors to use Chinese law as the governing law of contracts, or
to submit themselves to the jurisdiction of Chinese courts or
arbitration tribunals for dispute resolution.

These restrictions are also in conflict with the general
principle of reciprocity. This is particularly apparent when
Chinese restrictions are compared to the practices of
most of China’s significant trading partners, which allow
Chinese law firms to establish full service law firms in their
jurisdictions.

AmCham China urges the Chinese government to ease
market access restrictions on foreign law firms to increase
employment and business opportunities for Chinese
lawyers as well as facilitate the development of the Chinese
legal market.

Significant Developments

People’s Republic of China (PRC) law firms continue to
open law offices outside of China and practice law in
foreign jurisdictions. This trend is consistent with the
demands of the increasingly global nature of their clients’
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business needs. PRC law firms’ growth abroad is also
largely not subject to protective trade barriers that restrict
their ability to practice law. In the US, Japan, and the EU,
Chinese law firms are able to establish offices, hire local
lawyers, and engage in comprehensive corporate law
and litigation services. The clear trend around the Asia-
Pacific region and the world is to open domestic legal
services markets to participation from international law
firms, including in Hong Kong, Japan, Singapore, and most
recently South Korea.

Yet foreign law firms continue to be subject to new barriers
in China (as will be discussed below in the Specific Issues
section) and continue to find it difficult to even open an
office which offers restricted legal services. Foreign law
firms are also increasingly losing access to talented lawyers,
both Chinese and foreign, due to the practice restrictions.

Specific Issues

Limited Scope of Practice for Chinese Lawyers
in Foreign Firms

International law firms remain unable to hire or be owned
by qualified PRC lawyers with active PRC law licenses in
China. Under current regulations, any PRC national who
possesses a national license to practice law in China and
wishes to join the office of a foreign law firm in China,
must first surrender his or her license to the PRC Ministry
of Justice and may not practice PRC law. This rule applies
to all foreign law firms which open a representative office
in China, including those from the US, EU, Japan, Canada,
and Australia. Removing this prohibition would expand
employment opportunities for Chinese law students and
lawyers, while enhancing foreign law firms’ capacity to
represent clients doing business in China as well as Chinese
companies looking to expand their global commercial and
investment activities.

International law firms provide the integrated, seamless
service across different areas of law and jurisdiction that
multinational companies often require. Giving Chinese
companies access to such legal services would allow them
to expand more efficiently and successfully by enabling
integration of their counsel in China with a worldwide team
of legal specialists. In addition, removing the prohibition on
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foreign firms’ hiring of PRC lawyers would expand the pool
of PRC lawyers with relevant experience and training avail-
able for domestic firms or companies to hire as in-house
corporate counsel or in other positions requiring specialized
legal backgrounds.

AmCham China recommends that China revise current
regulations to allow foreign law firms to provide compre-
hensive legal services to their clients through qualified PRC
lawyers.

Restricted Appearance Before Government
Agencies

Foreign lawyers are currently barred from participating in
certain types of meetings in certain government depart-
ments involving their clients. Unable to determine the
composition of their own legal teams in meetings with
Chinese government officials, foreign clients are thus
limited in their ability to understand government proceed-
ings and their context. There is no similar restriction, to
the best of our knowledge, in any other leading economy.
Furthermore, the restriction is inconsistent with the right
of foreign law firms to provide advice on the impact of the
Chinese legal environment, a right that is laid out in China's
Protocol of Accession to the World Trade Organization
(WTO) as well as in State Council regulations.

This creates an uneven playing field and fosters the impres-
sion that the Chinese government engages in arbitrary and
discriminatory treatment with respect to foreign companies
while their legal counsel is barred from proceedings.
AmCham China urges the Chinese government to clarify in
regulations that foreign lawyers are permitted to participate
in meetings between their clients and Chinese government
departments.

Burdensome Representative Office Registration

Foreign law offices face tighter scrutiny and more burden-
some regulatory approval procedures than their domestic
counterparts. When applying to establish a representative
office, a foreign law firm must demonstrate "a need to estab-
lish a representative office to start legal service operations."
Authorities evaluate such needs based, in part, on the "social
and economic development conditions" of the proposed
location, the "development needs" for legal services in such
location, and other similarly vague considerations.

These opaque, undefined conditions unnecessarily lengthen
the approval process to as long as nine months according
to relevant regulations, as do many other overly compli-
cated processing requirements. Moreover, the timing of an
approval is unpredictable and often subject to protracted
delays. The application process for establishing an office
can and should be substantially streamlined.

Furthermore, a foreign law firm must wait three years
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after establishing a representative office before opening an
additional office, thus limiting the growth of foreign law
firms. Foreign firms have reported substantial difficulties
and delays in the processing of these applications as well.
This impairs the ability of foreign firms to serve clients and
provide much-needed global services to Chinese compa-
nies, particularly in interior provinces which are key targets
of the 12" Five-Year Plan for economic development.

AmCham China urges the Chinese government to simplify
the requirements, eliminate the unpredictability, and reduce
the review period for the establishment of representative
offices as well as the opening of additional offices.

Discriminatory Taxation

Representative offices of foreign law firms are subject to
higher and more burdensome PRC taxes than domestic
law firms carrying out the same activities. A foreign firm in
China potentially suffers double taxation on its profits while
a domestic firm only experiences one level of taxation on
profits at a lower tax rate. This is because foreign law firms
are prohibited from organizing in the form of partnership
enterprises or being treated for PRC tax purposes as part-
nership enterprises. As a result, a foreign law firm is taxed
twice: once on profits and a second time on repatriation of
after-tax profits.

In addition, the rate of taxation imposed is strikingly higher
than the rate applicable to domestic firms. Foreign law
firms are subject to enterprise income tax on actual profits
at the national rate of 25 percent. Repatriation of after-tax
profits is also then taxed at a 10 percent rate in practice.
Alternatively, foreign law firms may pay out profits directly
to partners, but the individual partners then suffer an even
higher 45 percent individual income tax rate. By contrast,
domestic law firms, for example in Beijing, enjoy a low
8.75 percent effective rate of individual income tax on their
profits based on a deemed profit method of taxation, with
no other income tax imposed.

To address this inequity and comport with the principles
of non-discrimination in the US-China bilateral tax treaty,
AmCham China recommends that China treat American
law firms as pass-through entities for income tax purposes
at rates equal to those of domestic law firms.

Other Market Access Problems

In addition to the problems described above, foreign law
firms face a number of other restrictions and regulatory
burdens that impair their ability to operate in China. These
include: (1) an unnecessarily difficult process to change
the chief representative of a firm and for foreign lawyers to
transfer firms; (2) inability to, or difficulty in, hiring foreign
non-legal professionals; and (3) the limitation of one-year
work visas for foreign lawyers (especially chief representa-
tives).
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AmCham China encourages China to allow foreign law
firms to hire foreign non-legal professionals, improve the
procedures for registering chief representatives and trans-
ferring representatives, and increase the length of time visas
are valid for representatives. Doing so will improve foreign
firms’ ability to effectively serve their clients, both foreign
and domestic, in China.

Conclusion

Despite the remarkable opening of the Chinese economy
following China’s WTO accession and the resulting rapid
economic growth, the legal services market in China
remains largely closed to foreign law firm participants. In
some respects, the ability of foreign law firms to work for
their clients in China has actually become more restricted
since China’s entry into the WTO.

Reciprocity is a key principle motivating a substantial
portion of international trade and investment rules for the
modern global economy. Actions on the part of the Chinese
government to open the legal services market to foreign
law firms would be consistent with regional and global
economic trends and would facilitate the outward-bound
growth of Chinese law firms themselves. The failure to
make progress on this front is harmful to both Chinese and
foreign companies and inconsistent with global economic
developments.

Recommendations

* Revise current regulations to allow foreign law
firms to provide comprehensive legal services to
their clients through qualified PRC lawyers.

e Clarify in regulations that foreign lawyers are
permitted to participate in all meetings between
their clients and Chinese government departments.

¢ Simplify the requirements, eliminate the unpre-
dictability, and reduce the review period for the
establishment of representative offices as well as
the opening of additional offices.

e Allow foreign law firms to hire foreign non-
legal professionals, improve the procedures for
registering and transferring representatives, and
increase the length of time visas are valid for
representatives.

¢ Address the discriminatory taxation of foreign law
offices by treating them as pass-through entities for
income tax purposes and equalizing their effective
income tax rates.
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Machinery Manufacturing

Introduction

he Chinese construction equipment industry—

the world’s largest in terms of revenue and

sales volume—showed strong and active

growth through the first quarter of 2011,
owing to high fixed asset investment, rapid development
of urban areas, and the country’s western development
expansion. However, by the second quarter of 2011, as
the global economy struggled, demand slowed, China’s
monetary policy tightened, and evidence of overcapacity
increased, construction equipment sales rapidly declined.
Nevertheless, major players remain optimistic about longer-
term prospects due to the country’s continuing urbanization
and new regional development priorities under China’s 12"
Five-Year Plan.

AmCham China encourages the Chinese government to
consider these challenges when developing policy and
regulating the industry. Foreign-invested companies look
forward to contributing resources and expertise in order to
help advance industry consolidation, improve work safety
at heights, promote the development of remanufacturing,
and contribute high-quality products for government
procurement. This will not only benefit China’s end-users,
but also ultimately increase the competitiveness of Chinese
domestic players.

Significant Developments
12" Five-Year Plan

China’s 12th Five-Year Plan (2011-2015) sets out an ambi-
tious roadmap for restructuring, optimizing, and upgrading
the manufacturing sector. In regard to the equipment manu-
facturing industry, the plan calls for improvements in basic
technology and materials, core component development,
and integration and automation systems. The plan also
emphasizes reorganization of the sector through merger,
acquisition, and other market-based consolidation.

US-China Remanufacturing Dialogue
As an advanced form of recycling, remanufacturing takes

used parts and equipment and restores them to original
engineering specifications. This reduces waste and the
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consumption of raw materials, while lowering end-user
costs. The US and Chinese governments and their respective
industries recognize the significance of remanufacturing for
enhancing manufacturing sustainability and environmental
conservation. The US-China Remanufacturing Dialogue,
held in Beijing in October 2011, was a milestone in coopera-
tive efforts to develop the remanufacturing sector in China.

Specific Issues
Restrictions on Foreign Investment

The newly revised “Guiding Catalogue on Foreign
Investment in Industry” (Foreign Investment Catalogue),
jointly issued by the Ministry of Commerce (MOFCOM)
and the National Development and Reform Commission
(NDRC), increased restrictions on foreign investments in
certain machinery sectors.

Several types of equipment, including small- and medium-
sized construction equipment and certain transportation
equipment, were moved from the “encouraged” category
to the “restricted” category. For certain sectors, such as
hydraulic components, and construction machines, thresh-
olds were increased, thus further narrowing the scope for
investment. Foreign parties are also now prevented from
setting up wholly foreign-owned enterprises or holding
majority ownership in several key manufacturing sectors,
including rail transportation equipment and marine diesel
engine manufacturing. Foreign-invested firms have ample
expertise to contribute to the development of China’s
construction and transportation equipment manufacturing
sectors; however, these new restrictions raise concerns
that the scope for foreign participation in the industry is
narrowing.

As hydraulic components are key parts of construction
machinery, a lack of high-quality components hinders the
industry’s development overall. Accounting for about
30 percent of the total cost of construction machinery,
hydraulic components are important factors for the compet-
itive position of Chinese companies. Lowering investment
restrictions on hydraulic components would encourage
foreign-invested companies to share technology and
know-how, and thus reduce costs for domestically-invested
companies, customers, and end-users.
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Also, AmCham China recommend further clarification
on foreign investment in the rail industry. Passenger and
freight are two pillars of the modern rail system. While rail
equipment in general, as well as passenger rail equipment
in particular, are encouraged in the Foreign Investment
Catalogue, freight rail equipment is not specified. We
recommend that freight rail equipment be clarified in the
Foreign Investment Catalogue as an encouraged sector.

Regulation of Work Safety at Heights

There are more than 1,000 worksite accidental deaths
every year in China. The Chinese authorities, including the
Ministry of Housing and Urban-Rural Development, have
sought to minimize this number by setting objectives to
reduce scaffolding use by 50 percent and introducing safer
non-scaffolding practices. Such non-scaffolding practices
include using aerial work platform products for steel
structure installation, cleaning and maintenance of building
exteriors, and bridge and tunnel installation, testing, and
maintenance.

There are many government recommendations pertaining
to safety when working at heights using scaffolding, mast,
and other lifting equipment. However, while these recom-
mendations address issues relating to safe equipment oper-
ation by workers, the authorities have yet to promulgate
regulations or mandatory rules on workers’ safety when
working at heights or on safety features of the equipment
itself.

AmCham China recommends that the Chinese government
engage with industry experts to discuss and develop more
stringent or mandatory regulations regarding workers’
safety when working at heights as well as the safety of the
equipment itself to enhance worker protection and reduce
work-related accidents. These regulations would comple-
ment existing regulations on equipment operation.

We also recommend introducing international standards
for use of safety equipment during work at heights, for
example, by implementing regulations as in Europe, the US,
Brazil, Singapore, Hong Kong, Taiwan, and other countries
that an aerial work platform must be used when working
at heights over two meters. We also recommend requiring
personnel working at heights over two meters to use safety
equipment with fall protection such as guard rails, belts,
and other safety protection. Requiring aerial work plat-
forms to have overload brakes, inclination brakes, descend
assistance systems, and operation signal lights would also
enhance the safety of work at heights.

Industry Consolidation

The Chinese government places great emphasis on
industrial consolidation in the 12" Five-Year Plan. As the
construction equipment manufacturing industry develops,
small companies will consolidate through mergers and
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acquisitions to become bigger and more efficient. Such
consolidations will lead to an upgraded and revitalized
industry. With their leading technologies, experience,
and know-how, foreign-invested construction equipment
companies are poised and ready to play a key role as part-
ners in consolidating and upgrading China’s equipment
manufacturing capacity. AmCham China encourages the
Chinese government to welcome such participation by
foreign-invested firms.

Risk of Overcapacity Through Government
Incentives

The Chinese government actively promotes manufacturing
of large machines, hydraulic components, and engines
through subsidies supporting domestic investment.
Unfortunately, this has led to overcapacity in the industry,
particularly for low- and mid-tier machines and compo-
nents. AmCham China recommends the Chinese govern-
ment mitigate risk of overcapacity through better manage-
ment of industry investment and incentives.

Remanufacturing

The January 2009 Circular Economy Law was a milestone
for the development of the remanufacturing industry in
China. However, the lack of a systematic management
system hinders the development of the industry. AmCham
China recommends that the Chinese government establish
a practical operation system, including clear technical
standards and an operational tax and incentive system to
encourage free flow of cores and remanufactured products
across borders.

Mining

AmCham China welcomes Chinese government efforts to
improve safety and raise the technological and operational
standards of the domestic mining industry. In particular,
embracing mechanization and international best practices
would help create a safer, more efficient industry. Foreign-
invested machinery manufacturers have experience in
providing safe, high-quality advanced technology. Closer
cooperation among international and domestic players
could further improve mine safety and efficiency.

Non-Road Diesel Engine Emissions Regulation

AmCham China supports China’s efforts to develop
sensible measures for further emissions reductions in the
non-road engine industry. However, a better regulatory
framework is needed to ensure readiness and compliance
by the entire industry, particularly prior to implementing
any future reductions, such as in the China Non-Road III
(NR III) regulations. Regulators should also ensure that the
fuel needed for NR III technologies is generally available,
including in remote and rural areas, before new regulations
are implemented. An assessment by regulatory officials of
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the progress achieved under the current China Non-Road II
regulations would likewise be helpful.

Government Procurement

AmCham China commends the central and local Chinese
governments for taking steps to delink government
procurement and indigenous innovation, as announced
by President Hu Jintao during his state visit to the US in
January 2011. AmCham China would welcome greater
participation of its member companies in China’s govern-
ment procurement. This would help improve efficiency
in the domestic economy and facilitate competitiveness
for all market players and end-users in China, particu-
larly within the construction equipment and machinery
sectors. (For more information, refer to the Government
Procurement chapter.)

Conclusion

As a result of strong investments in infrastructure, fixed
assets, and urban development, the Chinese construction
equipment manufacturing industry grew significantly
in both sales and product development in recent years.
However, foreign-invested manufacturers are facing
increasing investment restrictions in the industry. AmCham
China urges MOFCOM and NDRC, together with provin-
cial and local governments, to give national treatment to
both foreign- and domestically invested companies.

Greater participation of AmCham China member compa-
nies in China’s government procurement and machinery
manufacturing sectors will not only bring high-quality
products to end-users at lower cost, but will also help
facilitate the competitiveness of Chinese domestic players
internationally.

Recommendations

e NDRC and MOFCOM should eliminate restric-
tions on foreign investment in the machinery
manufacturing industry and provide national
treatment to both foreign- and domestically-
invested companies.

* Allow foreign-invested enterprises to make a
greater contribution to industry consolidation
efforts.

e Avoid overcapacity in the construction equipment
manufacturing industry through more effective
management of investment incentives.

e Improve worker safety by requiring personnel
who work at heights over two meters to use safety
equipment with fall protection, such aerial work
platforms with guard rails, belts, and other safety
protection; and mandate that aerial work platforms
have overload brakes, inclination brakes, descend
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assistance systems, and operation signal lights.

A leading ministry should further coordinate with
functional ministries to form workable systems
and mechanisms for the development of remanu-
facturing in China.

Allow more foreign participation with national
treatment in China’s government procurement,
especially with regard to the machinery manufac-
turing industry.
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Media and Entertainment

Introduction

hina’s media and entertainment industry plays

a critical role in delivering information to

participants in China’s growing market, and in

filling Chinese consumers’ increasing demand
for world-class entertainment and cultural activities. As
China’s international footprint expands, this industry will
play a prominent role in developing China’s image, reputa-
tion, cultural influence, and economic interests in the rest of
the world.

While in 2011 the demand for international news media and
entertainment content increased significantly, many regula-
tions continued to restrict international participation in the
sector. Although some copyright enforcement efforts have
been effective, many regulations actually foster intellectual
property rights (IPR) violations, and the spectacular growth
of the Chinese Internet has led to a whole new set of piracy
problems. Working conditions for journalists have deterio-
rated since the 2008 Olympics, making it more difficult for
journalists to tell China’s story to the world. And finally in
the financial field, censorship and other regulations create
transparency issues and foster nondisclosure, malpractice,
and corruption.

These problems have ramifications not only in China, but
also for China’s influence on the rest of the world. Cultural
and artistic development is a key element of the 12" Five-
Year Plan, but censorship and other restrictions make it
increasingly difficult for Chinese artists and entertainers to
achieve international standards, and for Chinese culture to
make a mark abroad. Transparency issues have led many
foreign investors to pull back from Chinese companies in
many other industries as well.

China's long heritage of excellence in entertainment and the
arts can best be perpetuated and brought to international
attention by fostering initiatives that educate, regulate,
and reinforce the commercial value of creative works and
emphasize the need to protect IPR.

AmCham China applauds the increasingly globalized
orientation of China’s media and entertainment industry,
exemplified by the recent announcement of an agreement
to increase the number of international films appearing
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on Chinese movie screens. We believe improvements in
the operating environment will not only benefit American
companies, but will also improve the Chinese industry’s
reputation and ability to compete abroad. A healthy
exchange of entertainment, culture, financial information,
and general news will contribute to strong diplomatic and
trade relations as well.

Significant Developments
Intellectual Property Rights

Much progress has been made in the fight against IPR
violations in terms of legislation and enforcement, as well
as better allocation of regulatory responsibilities among
multiple government agencies. However, for the media and
entertainment industry the overall picture remains dire,
with a huge market in pirated products and content that
is fostered in many cases by government regulations and
censorship.

Under these circumstances, the rapid growth of online
distribution has multiplied the possible ways to commit IPR
violations. In some cases, where Chinese companies have
bought rights for the use of IP online, IPR is beginning to be
respected. Nevertheless, regulation and enforcement have
not kept up with growing piracy via user-generated content
and person-to-person platforms.

Working Conditions for Journalists

Reporting conditions for news media deteriorated signifi-
cantly in 2011. Authorities reinterpreted existing rules,
resorted to physical violence, and used visas as a tool to try
to intimidate foreign reporters.

Regulations promulgated before the Olympics permitted
foreign reporters to interview Chinese citizens without
official permission. However, early in 2011 police and other
authorities in Beijing said foreign reporters would need
permission from the interviewee’s work unit, neighborhood
committee, or other agency.

Police used the new policy interpretations chiefly to keep
reporters out of parts of Beijing where protests had been
called, but some TV crews were also prevented from
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filming in markets and other areas unrelated to acts of
dissent. Alarmingly, plainclothes operatives used violence
against reporters, with one sustaining injuries that required
hospital treatment.

Meanwhile, the Ministry of Foreign Affairs (MOFA) slowed
visa approvals for temporary assignments and new resi-
dent correspondents. A survey conducted by the Foreign
Correspondents Club of China in autumn found that 13
journalists had been waiting more than six months for
resident visas, twice the time normally needed over the past
decade. MOFA officials and police have also threatened not
to renew visas of resident correspondents over reporting
deemed too critical. These restrictive practices come at a
time when China’s state media is expanding vigorously
overseas.

Specific Issues

Multiple regulations continue to broadly restrict the
establishment and development of international media
businesses in China. They impact human resources, distri-
bution of all kinds, and the ability of film, television, music,
and other companies to cooperate with Chinese artists
and entertainers in creating cultural works. These market
barriers not only affect international businesses, but also
diminish the Chinese public’s access to information and
media content, inhibit the development of China’s cultural
industry, and reduce the impact of China’s own culture and
media abroad.

Cross-Sector Issues

Piracy

AmCham China welcomes and applauds recent progress
in fighting media and entertainment IPR abuses achieved
through legislation, enforcement, regulatory role clarifica-
tion, and awareness campaigns.

Censorship is often used to restrict market access for
foreign television programming and films. Furthermore,
China regularly imposes lengthy delays on film, television,
and music entry, thus creating an environment in which a
market for pirated products can thrive. As a result, Chinese
consumers are watching or listening to the “forbidden”
products regardless of the restrictions. In such cases, these
restrictions only serve to undermine the sector’s profit-
ability and ability to create new entertainment and cultural
works.

Occasional enforcement campaigns demonstrate that
authorities have the ability to disrupt illegal channels, but
organized piracy continues to be tolerated. Meanwhile,
the rapid growth of online businesses has accelerated the
speed and volume of illegal dissemination of films, music,
and images, along with various printed and online works.
Despite all of China’s Internet controls, it is still possible to
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illegally download music, images, and even whole televi-
sion programs via Chinese search engines.

Monetization—or recovery of damages through fines—on
infringed copyrighted works continues to face significant
hurdles. Damages awarded to rights holders through the
Chinese judicial system are quite small, and despite the
large growth in digital content, awards for digital copyright
infringement have been lowered. Meanwhile, legal costs
remain high, lawsuits often take years to conclude, and
even a successful court judgment can be difficult to enforce.

AmCham China recommends that China reduce censorship
and other regulations that create an environment in which
piracy can thrive. Furthermore, we suggest that China
streamline the process for enforcing IPR, increase damage
awards, and fight Internet piracy by requiring online plat-
forms to protect IPR and assist in enforcement.

Lack of Regulatory Clarity and Enforcement

Many Chinese government authorities claim a role in regu-
lating media, entertainment, and culture, but lack of clarity
about these various roles, and in the regulations themselves,
adds to the difficulty of developing international media
businesses in China. Laws are often vague and enforcement
inconsistent and unbalanced across industry players. While
China’s Ministry of Culture (MOC), General Administration
of Press and Publications (GAPP), and other regulators have
issued conflicting proclamations in a battle for oversight,
the lucrative trade in online piracy continues.

Vague regulations make it difficult for international compa-
nies to plan and implement initiatives. Outdated regula-
tions fail to account for the rapid development of Web
2.0 technologies, leaving vast areas of online content and
service offerings operating with unclear guidelines. Unclear
regulations and investment approvals also cause China to
lag far behind international standards in retail distribution
of books and periodicals.

AmCham China recommends regulatory agencies,
including the Ministry of Industry and Information
Technology (MIIT), State Administration of Radio, Film, and
Television (SARFT), MOC, GAPP, State Council Information
Office (SCIO), and others, establish clearer lines of authority.
In addition, we recommend instituting a transparent regu-
latory drafting process that allows for public comment at
an early stage, as well as expediting approval processes for
foreign investment and participation in the Chinese media
and entertainment market.

Internet Censorship

Censorship of the Internet through site blockages and tech-
nical bottlenecks is becoming a clear competitive disadvan-
tage for both international and Chinese media and enter-
tainment companies. Foreign companies are forced to base
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Does slow or unstable Internet access impede your ability to
efficiently conduct business in China?
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servers and information systems offshore. Many foreign
and large Chinese companies also establish virtual private
networks (VPNs) in order to access the information they
need to conduct business. This raises costs and becomes
a factor when companies consider investment in China.
Meanwhile, small Chinese operators and end-users suffer a
competitive disadvantage because they cannot access vital
information and content in a timely fashion.

Sector-Specific Issues

Film Distribution

Government restrictions have long made it difficult to
distribute international films on a commercial scale in
China. Regulators limited the number of films that could be
imported on a revenue-sharing basis to just 20 a year, with
an additional 30 films permitted on a low, flat-fee basis.
China has also maintained an import monopoly and distri-
bution duopoly, managed by SARFT, which let the govern-
ment dictate what films would be imported and when they
would be released.

However, in February 2012, the US and Chinese govern-
ments announced an agreement that should loosen these
restrictions. China agreed to allow another 14 imported 3D
and large-format films, such as those produced by IMAX,
onto China’s screens each year on a revenue-sharing basis.
In addition, revenue-sharing film imports will be able to
claim as much as 25 percent of China’s gross film revenue,
up from the previous limit of 13.5 to 17.5 percent. The
announced deal also increases by an unspecified amount the
license fees available to “independent” films, and provides
for new distributors to enter the Chinese film market.

AmCham China applauds the announcement of this
agreement, and urges the Chinese government to fully
implement all agreed measures as speedily as possible. At
the same time, we note that even if the deal is fully imple-
mented, it leaves a number of market barriers in place and
does not resolve other problems that encourage IPR piracy.

For example, legitimate DVD/Blu-Ray film discs require
censorship approval by GAPP, which takes at least one
month. Meanwhile, pirated DVDs appear within a few
days, stealing the market from legitimate businesses.
Streamlining the censorship process will reduce the artificial
bottlenecks that encourage piracy in the first place.

The Chinese film industry alone is estimated to have lost
over RMB 10 billion (US $1.57 billion) during 2009 as a
result of piracy. This figure rises dramatically when foreign
films are included. With the number of film screens rising
by 42 percent in 2011 alone to a total of 9,286, and fast
growth expected for the next five years, an effective distri-
bution system and antipiracy controls will be central to the
commercial viability of the new theaters.
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The distribution of more foreign films, without market
manipulation or arbitrary blackout periods, combined
with a robust campaign to curb piracy, will benefit the
domestic industry by building market demand for quality
entertainment products. It will also make the Chinese
audience a bigger factor in the overall international
market, making it more likely that foreign filmmakers will
cater to that audience.

Television

Foreign television content in China is severely restricted
through non-market mechanisms. The government effec-
tively prohibits Chinese cable operators from carrying
foreign channels, which are relegated to hotels and resi-
dential compounds where a high percentage of foreigners
live. Meanwhile, imported content is barred from Chinese
stations during prime time, with additional restrictions
and quotas that make it hard for Chinese viewers to watch
international content. At the same time, foreign channels are
required to “assist” CCTV (China Central Television) with
access to the foreign channels’ home markets.

It is important to note that this regulation and censorship
does not actually prevent Chinese from obtaining inter-
national television (or other media) content. Chinese can
watch every episode of many American television programs
in pirated online versions, often with Chinese subtitles
provided by online fans. In effect, many of these regula-
tions encourage piracy while unsuccessfully protecting the
Chinese market from competition.

AmCham China recommends that China sharply reduce
quotas and restrictions on foreign television content, as well
as publish detailed regulations on domestic television part-
nerships and collaborations with foreign content producers.
This would ensure a competitive industry driven by trans-
parency and mutual cooperation, and increase the quality
of aired programming for the benefit of the Chinese public.

Live Entertainment

Market access for live entertainment continues to be
restricted by a lack of transparency, excessive regulation
and bureaucracy, and other restrictive practices that stifle
growth in the industry.

China’s approval process for live events requires obtaining
a license, or piwen ( #f, 3 ), which involves submission of
information, such as event crew and support staff rosters,
that is not typically available until a show is nearly ready
to open. It is not clear why this approval process is neces-
sary. Furthermore, no reason is given when artists fail to
get approval. Providing an official explanation for rejected
piwen applications would be very helpful to managers,
artists, and agents for future planning.
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Additionally, until a piwen is approved, ticket sales cannot
be advertised or marketed. As a result, the customary inter-
national practice of selling shows as a package is rendered
virtually impossible, and chances to acquire corporate spon-
sorships that require budgeting in advance are diminished.

The Public Security Bureau (PSB) provides security for live
events. However, for any given event, it is not clear what
the scope of PSB’s role or the fees it charges will be since
they are not published. One might assume that fees charged
for security at a family-oriented show would be less than
for a rock concert, but that is often not the case. Frequently,
the overall security provided also exceeds international
standards for large-event crowd control.

Meanwhile, the number of seats set aside for security
purposes usually exceeds the number of security personnel
attending the event, and the number of seats required varies
without explanation. Such practices reduce the sellable
capacity of an event. Furthermore, seats set aside by the PSB
for what it calls security reasons should typically remain
empty but in practice these areas are usually full, especially
for major events — a circumstance that is at odds with the
PSB’s security and safety concerns. In fact, the tickets often
find their way to scalpers and are sold at a discount, driving
consumers away from legitimate sales channels and under-
mining the commercial viability of the event.

The lack of transparency and clear guidelines regarding the
piwen and the role of the PSB at live events undermines the
commercial viability of events and venues, fosters illegal
ticket sales, deters world-class performers from coming to
China, and hurts consumers. AmCham China urges China
to streamline and clarify relevant procedures and regula-
tions, not only for the benefit of live entertainment venues,
producers, and artists, but also for the benefit of China’s
cultural industry overall.

Music

Continuing restrictions on international record companies
that want to make and sell music in China foster piracy and
hinder the development of China’s own music industry.
The presence of US companies would bring jobs and exper-
tise, leading to market growth and development of locally
produced music, as has happened in other nations. In
addition, it would allow domestic musical artists to acquire
international contacts, which would lead to more opportu-
nities for China to expand its cultural footprint abroad.

AmCham China therefore urges China to permit American
and other foreign sound recording companies to invest
and operate in all facets of the music business in the same
manner as Chinese companies. This includes the right and
ability to sign artists and to record, produce, market, and
distribute recorded music in physical form as well as over
Internet and mobile platforms.
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News and Financial Information

The deterioration in conditions for journalists, as noted in
the Significant Developments section, creates a situation in
which mistreatment of journalists itself becomes part of the
story, tarnishing China’s international image. It also means
that foreign journalists are unable to fully report China’s
story abroad, creating a sense of mistrust and skepticism
for even positive news about economic, cultural, and other
developments coming out of China.

Other concerns also hamper both information gathering
and distribution in the Chinese market, to the detriment of
China’s overall development and its influence in the outside
world:

e Limitations on financial information providers and
news media inside China create distrust and suspicion
outside the country. Transparency issues have led many
foreign investors to pull back from Chinese companies,
making it more difficult for Chinese companies across
industries to raise capital outside China. These same
concerns often mean that Chinese companies are also
greeted with suspicion when they attempt to expand
operations outside China.

¢ China has become the world’s second-largest economy,
but releases much of its official economic data in an
erratic way that is prone to embargo breaks, especially
by well-connected Chinese media organizations.
Accurate and timely data releases, with dates and
times scheduled in advance, is important for effective
policy planning, economic and business reporting,
business forecasting and investment, and the economy
as a whole. In addition, the definition of state secrets
remains vague enough to encompass data routinely
released in other societies. Thus, it is unclear whether
financial information providers are liable for circulating
economic and business data that has not been officially
released.

¢ Theft of images, especially sports, entertainment, celeb-
rity, and fashion images, remains a serious problem and
is in practice a market entry barrier for major distribu-
tors. Lack of trust due to widespread piracy hurts
domestic as well as foreign image creators and sources.
China’s photographers and image creators want to
distribute their work in global markets, yet the uncer-
tain local market prevents them from gaining experi-
ence and educational assistance or building strategic
business relationships with major global distributors.

¢ China has a growing pool of highly talented, multi-
lingual journalists, but they are forbidden to work as
journalists for foreign media companies. Changing this
regulation would create jobs, increase competition, and
improve the quality of reporting on China, thereby also
improving understanding of China abroad. Ironically,
some international media organizations have hired
Chinese reporters—but only for reporting outside their
homeland.



O, AR EANRLN, BFARBHMME “ZE
RR” MARBENEURANSEZEN, BXRr LA
BRLL TN, XPBRSALBHARZEMIRTHFEM
Y. BXE, BEEUHNBEEBATEFZFE, KRB
FINHE, BRRETHEITGREERE, ZOTEBE
L= mE

NI IAALZBENDREPHIER, RSBHE
FMBBAHIESRN, 2T EL ST, B
JIEEEOHE, BRTERRNERRPERSD, RE
HERENGD, PEXERCePEELHBRERES
MAE, IANBRTIZRFELT . SFBIZ AR,
MmERERFPEHRRIASTIL.

24
JLI‘ o

NPLREPEETHHESKMEGNERER 1T
BNRRREEE T HER, FRBTPESSERIUNR
. UREELTYUEPEERBH, BHRIMUAL
ZNEWRY, SIMHPEKINAEE R ERHARE, E
DEEMERME. W, XDEGEBERNBRZARE
BURERER, RPEESEINNERT KEEBIIX
Tz,

Bit, PEEXEHRARPELHFEESHMINER
BRORPELRT . RAHALEZHUNBRIUS.
SRENNNENS ZAREY. REMHEXREEIN
BRFmHEYGRMBEF o IERNART,

i o 4 15

0 “ERER" —TPAR, 108 TIEMEEL,
BENCENRAERFEASHA T REN -8, RE
TPENERER. SERKBNECELAEBIIER
REPENER, MMNYREPENZTT. HEMS
BEOEEFEETE T NEEFRRS.

HHBILEHIE T EPEHRHNERRENLR,
MMRE T PENTARERENIINE ERHZINT]

* NPEREATHERRHESNFTEICENRHEPE
RINTETREENNRE. EBREQTRESRERIINE
REAANPEATHMLL, BSTUHNPEATE
IELERIINGER KT, BFAFNTHA, PELQ
FEHNEREE TR REPERINIETZRINE,

s PEBERAERE_RETTA, BRERMAEKRD

| ZIEMRE |

HELLTEENALIEE - PRSI, MESE
ERFREXNPEERENILR. SLEBEHA
BYIR)BY TR A0 K2 By B0 EE M BB N T E R HIBUERMA |
ZFNBURS. WETNANRAULSAZFTHE
REBB, I, “BRIB™ HENIRKREMRE,
EZQRBEEMERPERRTRMHNEE, XiF,
MABRTHERRHERESEZAEBIRKERR
MAEF AR AIEMARIBRE.

« BARR (LERKB. BE. SANNERR) @
KR8, RATEBRZEBNHENER,
B @k SHEERe, RETPENEIHND
BASEANBR XRON G, PENRZINIEA
MEAREEBRMD IHER R, BERBA™
PP REM AR BN TERSENNASE
8, ISEFABRLHEBRIIBEBILSRR.

s PESRR. DIEMHATEHREZ, BRI
IFBENBEEATHICE. NEX-MER=EE
M=, NERF. REEXPENRERSE, It
INABE RIS BN PER T 8. EENRIRKEE,
BUERMEENBEBRTPEICE. BENEPER
IINBIRIE.

PEEXEBRTRWNPERE 2008 FRIT = FIMH
REME, BIFBLENICERRNA, MENECE=T
AREIISRNE. TFNEHENEBREPERS. P
HxEBRTARNPERRERNBRRELNAHETY
N

& iR

EBROFIRFRBRNT Y L FEHERE T ERR
FOWEPENLR. BHHTRSAT (BEPEOI
BA3) WEBFRA. BEZ5, DREASLTRE
BT, TEBNEEREDET HBERRRADHDE
MEEES, REVENTIEBNNR RSB
7.
PEXESRBRIDELHE. BDEBE. XB
SIRFRRP . BOTDHE AR LTFSHE, K30
BERTPERAS. PEATNEATONE, EBP
BIEREFUES U RRBHENREHHN.

| AmCham China | 2012 White Paper |

275



7}
0]
=
7}

&

2

=
O
(0]
Q

@
<

]
7}
=}

§e]

<

276

| MEDIA AND ENTERTAINMENT |

AmCham China recommends that China live up to the
regulations on reporting promulgated before the 2008
Olympics, prosecute those who use violence against
reporters, reinstate a three-month waiting period for
reporter visas, and allow foreign news organizations to hire
Chinese reporters. AmCham China also recommends that
China follow a regular schedule for the official release of
economic data.

Conclusion

The combination of rampant IPR infringement and censor-
ship is restricting the media and entertainment sector’s
development in China, threatening the operations and
revenue of many companies, both Chinese and foreign.
Moreover, market access barriers and an inefficient, opaque
regulatory environment prevent foreign media and enter-
tainment companies from serving Chinese customers and
helping develop the domestic Chinese industry.

AmCham China urges China to streamline and increase
transparency of regulations, improve IPR protection,
and reduce market access barriers and censorship. These
improvements will benefit Chinese consumers and the well-
being of both Chinese and foreign companies, and will give
the Chinese media and entertainment industry the influence
and the impact that it deserves to have around the world.

Recommendations

¢ Reduce non-tariff barriers to entry for all types
of foreign media and minimize market access
barriers for foreign media providers, including
media censorship and control.

e Fight IPR violations by reducing censorship and
regulation in all media and entertainment sectors,
and increase judicial damage awards in order to
enhance their deterrent capabilities.

* Attack online IPR piracy by improving regulations
and requiring online platforms to protect IPR,
provide information on infringers to the govern-
ment and to rights holders, and assist in enforce-
ment actions.

e Establish clearer lines of authority among MIIT,
SARFT, MOC, GAPP, SCIO, and other media and
entertainment regulatory agencies, and institute a
transparent regulatory drafting process that allows
for public comment.

e Eliminate the television quota system, restric-
tions on prime time broadcasts, and restrictions
on foreign channels’ market access, and publish
detailed regulations on television partnership and
collaboration for foreign content producers.

e Allow the US sound recording industry to sign
artists and record, produce, market, and distribute
recorded music in physical form as well as over
Internet and mobile platforms.

| 2012 White Paper | AmCham China |

e Prevent the harassment of reporters and sources,
and prosecute those who use violence against
reporters.

* Reduce delays in visa issuance and renewal for
journalists, and eliminate the interview require-
ment prior to annual renewal.

e Further clarify and subject to reasonable limita-
tions the types of information that are considered
“state secrets.”
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Real Estate

Introduction

s concerns of a potential residential property

bubble in China continued through 2011,

Beijing enacted more “tightening measures”

on real estate transactions, resulting in a sharp
drop in transaction volume and prices. China’s real estate
market appears to be heading toward a “soft landing.”
Various media reports speculate the government will relax
restrictions to spur sales again if real estate prices drop a
further 10 to 15 percent.

Despite unfavorable global economic conditions, China
saw increased demand in the commercial real estate sector.
Many companies expanded their operations pushing up
demand for commercial property, with state-owned enter-
prises and large domestic firms, rather than foreign firms,
providing most of the demand.

The year of 2012 should see continued enforcement of poli-
cies aimed at controlling residential prices. The commercial
sector is expected to remain vibrant, but demand for expan-
sion space will soften. The timing of any policy changes will
continue to be a subject of discussion.

Under these conditions, AmCham China member compa-
nies are faced with several challenges in China’s real estate
market. Most notably, significant barriers to market entry
and participation continue to severely limit the ability of
foreign-invested firms and individuals to enter, invest in, and
compete in the real estate market. Circular 171, in particular,
limits branches and representative offices of foreign entities
to real estate purchases for their own use only. Quality issues
in construction, as well as in management practices, continue
to create unnecessary costs—and risks—for industry partici-
pants. Other major long-term issues include lack of transpar-
ency and poor regulatory and legal enforcement.

Given that real estate plays a large and critical role in
China’s economy, it is important that the government
remove barriers entry for foreign investors in the real
estate sector, ensure the quality and professionalism of
construction, and improve transparency and efficiency by
creating publicly accessible property rights registries. These
measures will lead to increased transparency and beneficial
competition among all companies within the sector.
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Significant Developments
Property Tightening Measures

Central government property tightening measures in 2011
included the following: Local Chinese residents currently
owning one property may only purchase one additional
property; Non-locals and foreigners, or locals with two or
more properties, will not be allowed to purchase additional
property; Minimum down payment on a second home
increased from 50 percent to 60 percent; Owners who
sell their property within five years of purchase will be
required to pay a tax on sale. In addition, local governments
are expected to create a cap on price growth, based upon
changes in local income and various affordability measures.
This especially targets second- and third-tier cities that are
experiencing rapid development.

AmCham China believes that market forces should be
allowed to serve as the main driver for the real estate
industry in the medium and long term.

Affordable Housing

Premier Wen Jiabao stated that China still plans to build 36
million affordable housing units by 2015, despite cutting
its target construction starts by 20 percent for 2012. In
October 2011, Beijing’s Commission for Housing and Urban
Development stated that 60,000 state-subsidized homes had
been built targeting recent graduates seeking work in the
city. The government will closely monitor implementation
of the policy, stipulating that new developments designed
for affordable housing to be rented instead of sold,
following public outcry charging graft and exploitation.
Private investors will have to wait for what could be several
years to sell the residential units, and at a price approved
by the government. For investors who do not sell, at current
rental rates it would take 30 years on average to break even.

The Beijing municipal government also announced it will
subsidize rent for 300,000 public rental apartments expected
to be built in the city by 2015 for low- to mid-level income
earners, recent graduates entering the job market, and
Chinese citizens not registered in Beijing but who have lived
there for a prescribed number of years. These measures
will enable migrant workers and the foreign population



Fs i 7=

51

2011 I, AMINPEBENSEERDIOEAE. X
BMFRS, PRENXESTEAMS0 “REBE .
BHFRSNEEE TR, RSEENEBTE. PESH
FRBNMEER “RER . RBEERINA, WREH
NS T BIBEBIT 10%—15%, BUTIEHEERR Hll AR B
EHIZK,

RELBEFRBHTEFN, PEBWUILFHTHS
BRAEE—HEK, RELIDUSS IRBET I~
R, HPEABHBRROFBLAARNELW, MF
RIME.

2012 £, BT P DB AT BHULEN1S
BB, BUNFERERRERES), BEUDY *

MHERGBETEN. TEBRAESRNEDEANINCH
R,

onf

FEUNET, PEEXERSREWAPEEM™H
BhRBEEDKE. REZNE, MPEANSSHM
B RERAEE LREI T IR BWANERREHA.
RR. ZEPESMUTHNETD. LEHERRE TN
EEMFHRIREANERNELY (17115) , &
TEHDZARTAREBIEBRMERS. BRRBUR
BEPEFHENERATUSSEHRE T AL RHX KA
A, Bt—LAMRRNEZQRE BB TR DSHEEFN
BEART

EFEHTAEPEL TP ENEZRABNARIEN
SAER, BNMNEEINERREEABHTHIRE0EA
RE, WEREAREREWN, FEURIIN ARG
MEOEMAEARRAEZZHENRE, IRTHER, X
WERSIRHTWERE, e TURSHRHERS.

| B~ |

EX#R

B R

PR 2011 FRHBBVSET RBEHEE: EfRE—
EEBEHSNERREMI-ENET. FIUWERE. Hb
BARRBEMEFIMNELU LEFHS B ERRTIFBEE
#ErT. BXE_ERNRIRSED 50% IBE 60%.
EWLABOFNEFEREMBUWG . BRSHBTR
UBIMBK LR, F SR AKFARIBaEIHTIFEE.
XIS E B BN EARRE B &R =250.

PEEEBRRINA, mZNIESEHTTIUHPK
HIRRE.

REEMEES

BRESEERL, RBEE 2012 FALHNREETITE
R T8 20% , PEIDIT R 2015 FERLRISE 3600 /5
ERBE. 2011 F108, ARDEBNHIREERE
B, IRBANBHERRKIANLWEER S 6 &
SERERIMNEHLHEE. EFANTREFNARTRER
FMCBGEMIRBAN, BRI EEB hiEX —ERE
Xie. HEFR, HREREERERE. MARKBENN
FEZFebERT. BENTLBNE. WTFALE
BrORABRG, REFOERITE, —RF 30 FF8
WOmA.

ARDEEAE M, KA 2015 FEKZAITTLIH) 30
PEAHEBRHEBENG, XLEETF2EOPERBAA
B NEKREWEUARAR TIEAR—EERHIFILR
FPONDPEER. JLBEmSERETINFILRAOSHA
HEZHREENEFE. EZHEHELER: =
ORZKF=APUTHRESHARBY 10 St ARM
(165748 Z£70) , A ZFOUALPKESWAFRBIT 13
BT ARM (20472 %5)

| AmCham China | 2012 White Paper |

279



]
[}
=
7}

@

2

=
O
[0}
Q

@
<

]
7}
=}

§e]

<

280

| REAL ESTATE |

to benefit from the affordable and subsidized housing
market. Families totaling three people or less must have a
household income of less than RMB 100,000 (US $15,748),
while families totaling four people or more must have a
household income less than RMB 130,000 (US $20,472) to be
eligible for the subsidies.

AmCham China supports the government’s decision to
continue to create housing for various income levels. We
hope the government also allows foreign-invested devel-
opers to benefit from the incentives provided by investing
in this segment of the housing market.

Insurance Industry Investment in Real Estate

The China Insurance Regulatory Commission (CIRC) allows
insurers to invest up to 10 percent of their total assets in real
estate. Insurance industry assets total roughly RMB 5 tril-
lion (US $787.4 billion), with thus roughly RMB 500 billion
(US $78.7 billion) available to invest in real estate.

China’s insurers have not yet invested aggressively in
property, however, due to soaring prices and falling rental
yields in commercial properties. They have also delayed
due to a weak stock market and deteriorating solvency
ratios, causing CIRC to worry that insurers do not have
the liquidity required to pay all the claims owed to policy
holders. The required solvency ratio, which measures
insurers’ ability to make payments to outstanding policy
holders, is 150 percent. Insurers are issuing subordinated
debt in Hong Kong's offshore yuan market to improve
solvency.

Property Taxes in Shanghai and Chongqing

Shanghai and Chongqing have initiated a pilot project
during which they will levy a property tax to slow the
increase in housing prices and boost tax revenue. During
the pilot project, second homes purchased by Chinese or
foreign residents, or any homes purchased by non-residents
will be subject to an annual tax. Tax rates typically range
from 0.3 to 0.8 percent of a home’s value. This is lower than
property tax rates in the US, which cluster around 0.5 to
1.25 percent.

China’s local governments have long relied on one-time
land sales and development permits to fund their annual
budgets. The property tax pilot project is an effort to move
towards annual, recurring streams of income. If this pilot is
deemed successful, it will likely be expanded to other first-
and second-tier cities.

Sustainability and Green Building
Throughout 2011, Chinese national authorities have taken

a number of important steps to lower the environmental
impact of real estate construction and maintenance.
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The Ministry of Finance and the Ministry of Housing and
Urban-Rural Development (MOHURD) published a joint
circular on March 11, 2011, outlining policy on the devel-
opment of renewable energy architecture. Major pledges
include raising the goal for construction of energy efficient
buildings to 2.5 billion square meters by the end of 2015 and
increasing subsidies to support green city projects.

On May 14, MOHURD issued the “Notice on Further
Promoting Energy Saving Work for Public Buildings,”
in which it pledged to reduce energy consumption per
unit area for public buildings by 10 percent and energy
consumption per unit area for large public buildings by 15
percent during the 12th Five-Year Plan period (2011-2015).

Specific Issues
Market Entry Barriers

Still in effect after six years, the “Opinions on Regulating
the Entry into and the Administration of Foreign
Investment in the Real Estate Market” (Circular 171)
continue to impose extensive restrictions on market
entry by foreign investors. The regulation stipulates that
branches and representative offices of foreign entities, as
well as foreign individuals, may only purchase properties
for their own use, while direct offshore ownership of PRC
properties is otherwise not permitted. A foreign investor
buying into a foreign-invested real estate enterprise or a
domestically funded real estate project is subject to greater
scrutiny, and current rules effectively bar their participa-
tion in the market.

AmCham China encourages the Chinese government
to revisit Circular 171 and allow more foreign investors
into the Chinese real estate market. This will help spread
advanced management techniques and construction prac-
tices, and increase transparency overall in the sector.

Consistency of Quality and Regulatory
Enforcement

The rapid development of real estate in China has not
been without its challenges. Regulatory enforcement is
inconsistent, construction materials are sometimes suspect,
and professional real estate management is often lacking.
This may lead to market destabilization, poor investment
decisions, or defective construction. The government has
recently proposed to increase site inspections and improve
regulation on construction materials. If progress is made,
it will result in a more stable real estate market and higher
quality assets.

While there have been some improvements, development
in these areas has been slow. AmCham China encourages
the Chinese government and local development companies
to partner with more experienced firms from the US and
elsewhere to accelerate the introduction of international
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best practices, increasing the overall quality of the industry
and its participants.

Transparency and Enforcement of
Property Rights

Little progress has been made to address the lack of trans-
parency and consistency in the administration and enforce-
ment of property rights, an issue that has consistently
been cited by AmCham China and others as discouraging
investment.

The local administration of property rights and interests
registration, including land use rights, leases, mortgages,
and other rights and interests in real property, as well
as rules governing the priority of public interest rights,
involves a complex multiplicity of regulations that are
neither clear nor consistently observed by local authori-
ties. Due to the resulting limited availability of accurate
information, bona fide holders of property rights or liens
may have difficulty enforcing their rights or may find their
rights undermined by competing third parties. This lack of
clarity and reliability also carries over into enforcement, as
local courts do not always apply laws consistently. Chinese
media have reported cases of rampant corruption and
abuse of power by local officials who hold enormous sway
in decisions concerning the approval of real estate develop-
ment projects. Although it is encouraging to see these cases
illuminated by the media, stricter enforcement is essential
to ending the abuse.

AmCham China encourages the creation of readily publicly
accessible provincial or national property rights and inter-
ests registries, with a view towards improving urban plan-
ning, real estate transaction efficiency, and construction and
quality standards.

Conclusion

The Chinese government has a goal to stabilize, regulate,
and guide its real estate sector, including through policies
relating to tightening measures, property taxes, affordable
housing, and green housing initiatives. Over the long term,
the government should focus on enacting and enforcing fair,
feasible, and clear laws and regulations. Consistent imple-
mentation of laws and regulations will ultimately ensure a
healthy and sustainable real estate sector in China. Foreign
investment will contribute to the sector to the extent it is
open and market-driven.

| 2012 White Paper | AmCham China |

Recommendations

¢ Eliminate market entry restrictions specifically

applicable to foreign-invested enterprises put
in place by Circular 171, and streamline the
approval process.

e Adopt effective measures to enhance transpar-

ency and enforcement of regulations and policies
governing the real estate sector.

* Create readily publicly accessible provincial or

national property rights and interests registries.
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Retail and E-Commerce

Introduction

he growing buying power of Chinese consumers

and the corresponding expansion of the

retail sector now play critical roles in China’s

economic development. The need to improve the
competitiveness and openness of the retail sector will only
become more urgent during the 12" Five-Year Plan period
as the Chinese government strives to increase the role of the
service industry and domestic consumption in the economy.
In 2011, the Chinese government made great progress by
regulating and promoting e-commerce development for
both foreign- and locally-invested retailers. This positive
move should improve product variety and lower consumer
costs while improving China’s economic structure.

Though China’s retail sector has been growing in recent
years and the regulatory environment has seen significant
improvements, the sector still faces several hurdles that
prevent its full maturation. Unequal regulatory practices
unduly burden foreign-invested retailers, resulting in a
marketplace that still lacks the benefits of full and fair
competition. A lack of equal national treatment for foreign
and domestic retailers creates particular concerns in the
commercial zoning application process for new stores;
in retail ownership and product restrictions; in retailer-
supplier relations; and regarding store inspections.
Addressing such issues will help promote the healthy
development of the Chinese retail market, maximize choice
for Chinese consumers, and increase employment opportu-
nities and overall consumer consumption.

Foreign retailers play an important role in the retail industry
in China, particularly in knowledge sharing, standards, job
creation, corporate social responsibility, sustainability, and
compliance. These contributions help China’s retail industry
develop in a sustainable manner. AmCham China therefore
encourages Chinese government agencies to apply the same
regulations and standards for both foreign and domestic
retailers.

Significant Developments
Retail Sector Growth

The retail sector continues on a robust growth track. In 2011,
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total consumption of retail commodities reached RMB 18.1
trillion (US $2.87 trillion), up 17.1 percent from the previous
year. It remains to be seen what continued impact the global
economic recovery will have on the retail sector, though
government estimates predict total retail sales of RMB 63
trillion (US $10 trillion) by 2020.

Guiding Principles, Opinions, and Regulations
Regarding E-Commerce

There is tremendous government support for e-commerce
development in China. In its 12" Five-Year Plan, China
emphasized developing e-commerce as a key tool for
improving information technology applications in economic
and social development. Premier Wen Jiabao in his govern-
ment work report to the National People’s Congress in 2011
and statements by other leaders have focused on the posi-
tive role that e-commerce can play in stimulating domestic
demand and consumption.

In 2011, the Ministry of Commerce (MOFCOM) released
“Guiding Opinions for E-Commerce Development During
the 12th Five-Year Plan” and “Guiding Opinions for
Creating National E-Commerce Demonstration Bases.” In
addition, at the end of 2011, the National Development and
Reform Commission (NDRC) and seven other ministries
recognized 21 cities as national e-commerce demonstration
cities. The Chinese government has prioritized e-commerce
in the establishment of inter-ministerial regulatory
coordination mechanisms, e-commerce pilot cities, intel-
lectual property rights protection, standards, logistics, and
product safety. AmCham China applauds these initiatives
designed to increase efficiency and competitiveness in
China’s e-commerce market. These should not only benefit
Chinese consumers but also contribute toward China’s goal
of increasing the role of service industries and domestic
consumption in the economy.

Single-Purpose Prepaid Cards

On May 23, 2011, the State Council General Office
issued “Opinions to Regulate Prepaid Cards,” jointly put
forward by seven ministries. MOFCOM undertook a special
national review of the opinions from August through
September 2011, soliciting input from industry in order to
develop more detailed subsequent draft regulations yet to
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be released. It is expected that these subsequent regulations
may include a requirement that a percentage of prepaid
money be deposited in an escrow (trust) account. AmCham
China supports Chinese government initiatives to regulate
the prepaid card market; however, we have some concerns
about the potential for implementation of compulsory
escrow accounts, as described below in the Specific Issues
section.

Specific Issues

Lack of equal national treatment for foreign-invested
retailers dominates concerns of AmCham China members
in the retail sector. Chinese regulatory practices appear
to single out foreign-invested retailers for discriminatory
treatment, resulting in a less competitive and less efficient
retail market. The most burdensome of such practices are
described below.

Commercial Zoning and Opening of New Stores

Foreign-invested retailers receive unequal treatment
compared to their domestic counterparts with regard to the
opening of new stores. Local foreign trade and investment
approval authorities currently must seek opinions from
local internal trade and investment approval authorities
concerning a foreign-invested firm’s store location plan
before a new store application can be approved. Some
locales require public hearings which can further lengthen
the approval process. In other areas where local govern-
ments have yet to establish zoning plans, such as in some
second- and third-tier cities, local regulators are unable to
render an opinion on a foreign-invested firm’s store loca-
tion plan. This seriously obstructs any expansion plans that
a foreign-invested firm may have for that city, thus inhib-
iting the growth of the overall retail sector there. In stark
contrast, local retailers are not subject to these requirements.
Thus, these unequal practices unfairly favor domestic
retailers. Such practices result in a less competitive and less
efficient retail market.

AmCham China urges the Chinese government to provide
equal treatment to both foreign-invested and domestic
retailers by eliminating the requirement that foreign trade
and investment approval authorities seek the opinion of
internal trade and investment approval authorities, or that
they hold public hearings on foreign-invested firms’ store
location plans before approving new store applications.
Leveling the playing field and reducing such unnecessary
administrative procedures should streamline the adminis-
trative burden and improve the development of the overall
retail market in China.

Restrictions on Retail Ownership
Limits on foreign ownership in the retail sector reduce

fair competition to the detriment of Chinese consumers.
According to the joint NDRC/MOFCOM “Guiding
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Catalogue on Foreign Investment in Industry” (foreign
investment catalogue) and MOFCOM’s “Measures on
the Administration of Foreign Investment in Commercial
Sectors and Its Supplementary Provisions,” retailers
operating more than 30 stores in China and selling pharma-
ceuticals, grains, vegetable oil, sugar, cotton, agricultural
pesticide, chemical fertilizer, or other specific commodities
of varying brands from different suppliers cannot be more
than 49 percent foreign owned.

AmCham China recommends easing this ownership
restriction and maintaining equal national treatment for
foreign-invested retailers established in China. Doing so
will increase investments by foreign-owned retailers, thus
benefiting consumers and the development of the retail
sector through knowledge transfer, lower prices, and
increased retail choices.

Restrictions on Publications and Audiovisual
Products

Inconsistent treatment also persists with regard to the sale
of publications and audiovisual products. Publications,
including books, newspapers, and periodicals, can only be
sold by foreign-invested retailers that have gone through a
burdensome approval and registration process. The regis-
tration process for Chinese companies to sell publications
is much less onerous. Furthermore, audiovisual products,
except movies, can only be sold by Sino-foreign cooperative
joint ventures that are not more than 49 percent foreign
owned. These restrictions unnecessarily limit consumer
choice at foreign-invested retailers and decrease retail
competition to the detriment of the consumer.

Restrictions on Tobacco

As of January 2009, foreign-invested retailers are prohibited
from selling into China’s wholesale and retail tobacco
markets. While AmCham China supports stricter regulation
of the tobacco industry in order to reduce tobacco-related
illnesses, we recommend enforcing legal-age purchasing
requirements on tobacco products and other internationally
accepted measures rather than prohibiting sales by foreign-
invested retailers. Such discriminatory restrictions put
foreign-invested retailers at a clear disadvantage to their
domestic competitors while having no impact on the goal of
reducing overall tobacco sales.

E-Commerce

As mentioned in the Significant Developments section
above, AmCham China welcomes the recent issuance of
guiding principles, opinions, and regulations governing the
e-commerce sector. While these are favorable developments,
restrictions remain that impede foreign-invested retailers’
ability to provide certain e-commerce services, thus holding
back the development of an open and dynamic e-commerce
market. Several examples are described below.
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1. E-commerce/online sales are still in the restricted cate-
gory of the newly revised foreign investment catalogue.
AmCham China recommends e-commerce/online
sales be moved from the restricted to the encouraged
category.

2. The State Council’s revised "Provisions on the
Administration of Foreign-Invested Telecom
Enterprises” continue to put equity restrictions on
foreign investors. According to the provisions, a foreign
investor’s capital contribution to a telecom enterprise
operating basic telecom services (excluding wireless
paging service) may not exceed 49 percent. In a foreign-
invested telecom enterprise operating value-added
telecom services (including wireless paging service), the
foreign investor’s capital contribution may not exceed
50 percent. AmCham China recommends that China
further open the telecommunications sector to allow
foreign e-commerce companies to set up and operate
online. Doing so would expand choice for customers,
increase price competitiveness, and contribute to the
development of small- and medium-sized businesses.

3. AmCham China recommends that the Chinese govern-
ment lower administrative costs and streamline
the approval process for importing certain product
categories preferred by Chinese e-commerce customers
(e.g., baby formula, some packaged foods, spirits, etc.).
Foreign retailers’ access to efficient, low-cost sourcing
abroad can provide added choice for Chinese customers,
increase quality standards, and develop better and more
competitive local vendors.

4. AmCham China recommends the Chinese government
issue detailed policies to encourage foreign investment
in China’s e-commerce infrastructure and logistics.
Given that logistics development seriously lags behind
other areas and has become a bottleneck for e-commerce
development, land purchase for distribution centers,
fulfillment centers, and warehouses should be encour-
aged through tax preferences and other incentives.

5. AmCham China recommends that China treat foreign-
invested e-commerce companies the same as domestic
ones in selling publications, audio, and video products.

Single-Purpose Prepaid Cards

As mentioned in the above Significant Developments
section, AmCham China supports Chinese government
initiatives to regulate the prepaid card market. However,
we remain concerned about the possibility that in drafting
more specific regulations, MOFCOM might require that a
percentage of prepaid money be deposited in an escrow
(trust) account. Such a requirement would add unneces-
sary costs for established and sound foreign retailers in
China, and negatively impact efforts to increase domestic
consumption.

AmCham China recommends that compulsory escrow

accounts not apply to financially sound and credit-worthy
companies. In order to establish credit worthiness, we
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suggest that MOFCOM allow companies to provide a letter
of guarantee from a bank or proof of third-party insurance
to cover credit risk. This would ensure that the regulations
reduce financial risks and combat fraud while minimizing
unnecessary regulatory burdens on financially sound, repu-
table companies.

Retailer-Supplier Relations and Alleged
“Commercial Bribery”

One of the more discussed issues regarding retailer-supplier
relations in China in 2011 was channel fees or entry fees.
These fees, which retailers charge suppliers to sell products
in their stores, are common practice in both the US and
Chinese retail sectors. They became a topic of discussion
within the Chinese government and media in 2011 due to
inflation and complaints about the fees from suppliers. In
certain cities in China, the local administrations of industry
and commerce (AICs) investigated the charging of channel
fees by some retail stores and levied penalties for what they
cited as “commercial bribery” under anti-unfair competi-
tion laws and regulations.

AmCham China believes such penalties are being applied
inappropriately. The Anti-Unfair Competition Enforcement
Bureau of the State Administration of Industry and
Commerce (SAIC) has stated that channel fees are not
regarded as commercial bribery in principle. AmCham
China supports this interpretation of the relevant laws and
regulations, and suggests SAIC make this interpretation
clear to all local AICs so that national law will be imple-
mented consistently nationwide.

Registered Capital

According to Article 7 of MOFCOM's “Measures for the
Administration of Foreign Investment in the Commercial
Sector,” foreign retail investors’ minimum registered capital
must comply with relevant provisions in the Company Law
and other relevant regulations. According to the Company
Law, the minimum capital required for company registra-
tion is relatively low—between RMB 30,000 (US $4,400)
and RMB 500,000 (US $73,000). However, according to
“Tentative Regulations of SAIC on the Proportion of the
Registered Capital to the Total Amount of Investment of
Sino-Foreign Equity Joint Ventures,” foreign retailers must
contribute minimum registered capital much higher than
required by the Company Law. Furthermore, under neither
law are domestic retailers required to contribute minimum
registered capital.

AmCham China recommends that SAIC revise the
above regulation to make minimum registered capital
requirements consistent with the Company Law, and
that China treat foreign and domestic retailers equally
in regard to minimum registered capital requirements.
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Inconsistency of Approval and Registration
Requirements

Inconsistent timelines for approvals and registrations
required by different agencies create problems for foreign
companies. For example, according to two articles
in Document No. 81 (2006) issued jointly by SAIC,
MOFCOM, General Administration of Customs, and the
State Administration on Foreign Exchange (SAFE), when
changing registered capital, a company must complete
injection of 20 percent of newly increased capital, acquire
the capital report, and change its business license within
30 days after approval by authorities. At the same time,
in order to complete the capital injection and change the
business license, foreign-invested companies need to first
change the foreign exchange registration, increase their cap
on registered capital, get approval for domestic transfer
of foreign currency, and acquire verification of registered
capital from SAFE.

According to the “Administrative License Law of China,”
“an administrative organ shall make a decision on the
administrative license within 20 days from the day when
it accepts such an application unless it can make a decision
on the spot.” Therefore, the above four-step procedure for
a change of registered capital can require up to 20 work
days each step, which can amount to 85 work days in total,
thus making it almost impossible to complete the process
of changing registered capital within 30 days after its
approval.

We suggest that SAIC and SAFE publish approval and
registration time guidelines that are mutually aligned and
consistent with the relevant law.

Conclusion

In 2011, the Chinese government made excellent progress
towards regulating the e-commerce market, resulting in a
more efficient market for domestic consumers. However,
significant room for improvement exists as foreign-
invested retailers still receive discriminatory treatment.
Areas of concern include: the commercial zoning applica-
tion process for new stores; retail ownership and product
restrictions; e-commerce; channel fees; and registered
capital requirements. AmCham China looks forward to
working with the Chinese government to mitigate these
difficulties to ensure continued enhanced development of
China’s vibrant retail market.
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Recommendations

e Apply the same regulations and standards to
both foreign- and domestically-invested retailers.

- Eliminate the requirement that local foreign
trade and investment approval authorities
seek the opinion of local internal trade and
investment approval authorities, or that the
latter hold public hearings on foreign-invested
retailers” store location plans before approving
new store applications.

- Remove ownership restriction caps on foreign-
invested retailers.

- Remove restrictions on the types of commodi-
ties, such as audiovisual products and tobacco,
that foreign-invested retailers can sell, or, at
a minimum, ensure that regulations on these
commodities are applied equally to Chinese
and foreign-invested retailers.

- Revise the foreign investment catalogue
to move e-commerce from the restricted to
encouraged category.

- Treat foreign and domestic retailers equally
regarding minimum registered capital require-
ments.

= Allow foreign telecommunications e-commerce
companies to set up and operate online,
including providing basic and value-added
telecommunications services.

¢ Encourage foreign companies to invest in China’s
e-commerce infrastructure and logistics sector.

e Ensure that financially sound companies will not
be required to contribute to compulsory escrow
accounts for prepaid cards in the final version of
MOFCOM's prepaid card regulations.

¢ SAIC should make clear to all local AICs their
interpretation that channel fees are not regarded
as commercial bribery under Chinese law, thus
ensuring national law will be implemented consis-
tently nationwide.

e SAIC and SAFE should publish approval and
registration time guidelines that are mutually
aligned and consistent with the relevant law.
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Provincial and Local Investment Environment

s AmCham China member companies have

continued to invest and expand their business

operations beyond their traditional east coast

bases into second- and third-tier cities and
beyond, the investment environment at the local level has
become increasingly important. The implementation of the
central government’s regional development incentives has
created new opportunities, but this rapid pace of change
has also given rise to a number of new challenges.

AmCham China members are proud of the role they
have played in localities across China, and they remain
committed to working constructively with local govern-
ments and other stakeholders to identify and help solve
problems and contribute to future development. The
chapters that follow draw from the front-line experience
of foreign-invested companies working and living in
these communities. Contributions were made by member
companies from AmCham China’s Northeast China
(Dalian), Tianjin, and Central China (Wuhan) chapters, as
well as from our sister chambers, the American Chamber of
Commerce in Southwest China and the American Chamber
of Commerce in Shanghai.

As the chapters which follow reflect, there are many
common concerns, but also differences, from one area to
another. Common concerns highlighted this year include
talent shortages, issues regarding implementation of recent
changes to the Social Insurance Law, and the need to create
more business-friendly infrastructure. Differences include
a variety of industry issues that vary by the local market
and regulatory environment. Many of these industry-
based concerns are also more thoroughly addressed in the
Industry-Specific Issues section of the White Paper.

Business-Friendly Infrastructure

Member companies are pleased by infrastructure improve-
ments that many cities have made in recent years.
However, traffic congestion and corresponding pollution
continue to be problematic. Further enhancing transporta-
tion networks and public transit would increase busi-
ness efficiency as well as improve the livability of China’s
cities, which in turn would help attract more investment,
tourism, and higher-quality talent.
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Development of service-related infrastructure also remains
a concern for member companies in China’s second- and
third-tier cities. The need to develop higher quality health-
care and education services to attract and retain foreign
and Chinese business executives and their families is a top
priority. In addition, making it easier for foreign law firms
to open branch offices would help advance the quality of
business-related services, thus improving the business envi-
ronment overall.

Talent Shortages

Shortages of qualified technical, innovative, and managerial
talent have surged in recent years, particularly in China’s
quickly developing second- and third-tier cities. In our 2012
AmCham China Business Climate Survey, members ranked
management-level human resource constraints as the top
business challenge and non-management human resource
constraints as the third-ranking challenge (see figure 1
below). At the local level, member companies in five out of
the six cities featured in this White Paper highlight the threat

Figure (B)1

Top business challenges.
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of human resource shortages to sustainable growth. These
shortages also raise costs as businesses struggle to compete
for and retain the best talent from a limited pool. If not
addressed, this problem will only get worse as China shifts
from a manufacturing-based, export-driven economy to a
service-based economy driven by knowledge, innovation,
and sophisticated management.

AmCham China recommends that the central and local
governments address this issue by facilitating coopera-
tion and communication among educational institutions,
foreign- and domestically-invested companies, families and
individuals, and relevant agencies and organizations. (For
more information on our recommendations for addressing
talent shortages, also refer to the Human Resources
chapter.)

Social Insurance Law

AmCham China appreciates the intent of recent changes to
the Social Insurance Law and related interim measures to
address social welfare needs of foreign employees in China
on an equal footing with Chinese employees. However,
59 percent of our surveyed members expect the changes
to have a negative impact on their business operations
(see figure 2 below). Member companies highlighted their
concern about the law’s local implementation in four
out of the six cities featured in this White Paper. When
the increasing costs of hiring foreign employees due to
new social insurance taxes is combined with the above-
mentioned local talent shortages, many firms may choose
to invest elsewhere. We encourage local governments to
heed concerns and adopt reasonable and fair implementing
measures. (For more information on the Social Insurance
Law changes, please also refer to the Human Resources
chapter.)

Figure (B ) 2

What effect will the implementation of the proposed social
insurance taxes on foreign employees in China have on your
business operations?
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Company sample size = 321
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No effect on operations
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33% Moderately negative
o effect on operations
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Severely negative impact
on operations
M E S AR E AR
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Conclusion

AmCham China member companies remain eager to
expand investment and contribute to development across
all of China's diverse geographic regions. We look forward
to working with local and central governments in their
pursuit of more sustainable development while building
the competitive advantages of these communities, finding
solutions for shortages of talent, and otherwise contributing
to the advancement of livable, business-friendly cities. More
specific observations and recommendations are set out in
the chapters that follow. We again thank our chapters and
sister chambers for their contributions.
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Chengdu

This chapter was contributed by the American Chamber of Commerce in Southwest China (AmCham Southwest).

Introduction

s a primary economic hub of western China,
Chengdu is witnessing a rapid increase in
international attention and economic growth.
In 2011, it was recognized as one of the top
Asian cities for foreign direct investment, and one of the
fastest growing cities in the world, in addition to being
among the largest cities in China in terms of population. In
the past year, Chengdu hosted US Vice President Joe Biden,
a delegation of 10 US senators, and the 22™ bi-annual
US-China Joint Commission on Commerce and Trade.

The city’s GDP reached US $108 billion (RMB 685.5 billion)
for 2011, an increase of 15.2 percent over 2010. Disposable
income per capita for urban residents reached US $3,765
(RMB 23,910) by year-end, an increase of 14.8 percent over
2010. These numbers reflect the growing strength of the
city’s consumer economy.

Chengdu also saw a significant increase in foreign trade
and investment. Within the first eight months of 2011, its
trade volume hit a high of US $22.9 billion (RMB 145.6
billion), up 44.7 percent year-on-year. Exports accounted
for US $13.3 billion (RMB 84.2 billion), an increase of 50.4
percent over the same period in 2010. The city also saw an
unprecedented 68.3 percent growth in realized investment,
reaching US $4.89 billion (RMB 31.05 billion) in September
2011. Foreign investment accounted for approximately 94
percent of that number.

Chengdu’s information technology (IT), banking, and
hospitality sectors are helping to drive the city’s growth.
As new infrastructure projects connecting Chongging and
Chengdu are completed in the coming years, opportunities
for collaboration as well as healthy competition between
the two leaders of western China will continue to increase.
Chengdu is also receiving increased national investment
under central government policy initiatives for develop-
ment of western China in the 12™ Five-Year Plan.

Nevertheless, Chengdu still faces challenges in sustaining
healthy economic growth. In particular, companies face
difficulty recruiting and retaining qualified talent, a
problem which inhibits foreign investment. In order to
further improve Chengdu’s investment environment,
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AmCham Southwest and AmCham China recommend
Chengdu provide tax and other incentives to attract high-
quality talent to the city, while also collaborating with
companies and universities to ensure students have access
to relevant technical training. Enforcing higher construction
standards, taking steps to moderate real estate prices, and
developing platforms for company-government informa-
tion sharing would also contribute to sustainable growth.

Significant Developments

Information Technology Sector Growth

The IT industry of Chengdu, especially with respect to IT
manufacturing, continued to experience remarkable high-
speed development in 2011. The city attracted domestic
and overseas industry leaders into its new high-tech zones
this past year, with three major IT enterprises in particular
establishing large production bases, creating tens of thou-
sands of jobs. The completion of China Telecom’s cloud
computing center and data recovery projects in the Western
China Information Center added new cloud computing
services and end-product manufacturing ability to the city’s
IT landscape.

Real Estate

Purchase limits and increased restrictions on mortgages
implemented under the National Development and Reform
Commission’s Provision No. 548 significantly moderated
sales transaction volumes (particularly for speculative
investment purposes) and price increases of residential
properties in 2011. While overall transactions were down
from the previous year, Chengdu’s growing population is
expected to fuel demand for residential real estate, making
its real estate market more stable than in many other
Chinese cities.

Demand for retail space remained steady in 2011 as interna-
tional brands continued to expand their presence in the city.
Chengdu’s Xintiandi ( # X P ) area is receiving increased
interest from potential retailers hoping to replicate the
success of other major retailers already established there.
With two new international malls due for occupancy in
mid-2012, the influx of retailers should continue through
the year, though risk of oversupply of retail space exists.
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Commercial real estate has also maintained an upward
trend this year due to a limited supply of and high demand
for high-quality office space. As Chengdu’s economy and
infrastructure continue to grow, more domestic and inter-
national companies are looking to expand operations in
the city. As several new large office space projects enter the
market, initial vacancies are expected to be quickly filled.
The investment value of commercial real estate in down-
town Chengdu has continued to rise throughout the year,
with commercial sales leading growth in the real estate
market.

Hospitality and Tourism Sector Expansion

With the continued strength of the economy in the Sichuan
region, the Chengdu hospitality industry had another very
positive year in 2011. While several new international hotels
opened during 2011 and several existing facilities were
refurbished, strong and growing demand readily absorbed
this new inventory.

An increase in hotel inventory anticipated over the next few
years is expected to soften the hospitality market; however,
the outlook is still relatively positive. From the fourth
quarter of 2011 to 2014, the room capacity of major hotels
in Chengdu is expected to double, with the anticipated
completion of some 40 five-star hotels containing around
12,811 rooms, on top of the addition of 2,118 rooms in four-
star hotels. Two international-standard serviced apartments
also opened in 2011.

The tourism market has recovered well since the 2008 earth-
quake, and overall the current global financial crisis has not
had significant impact on Chengdu’s hospitality industry. In
2010, domestic tourism increased by 22 percent compared
to 2009 to 67.4 million arrivals, while international arrivals
grew 24 percent to 800,200.

Banking

The banking industry in Chengdu is one of the city’s fastest
growing and most competitive sectors, leading western
China in terms of total bank assets, total savings, total
issued loans, and overall profit margins. In 2011, rapid
development took place in the sector with the construc-
tion of the Western China Financial Center, including the
Finance Headquarters Business District, the Financial
Industry Gathering Area, and the Financial Banking
Services Convergence Zone. These provided a strong back-
drop for the Second Western China Financial Forum and the
12" Western China Expo. Chengdu’s local government also
took a leading role in hosting the Sichuan and Hong Kong
Financial Cooperation Forum in Hong Kong, enhancing
Chengdu’s cooperation and communication with financial
institutions outside of the city.

Attracted by the city’s rapid economic development and
local government support for the banking sector, many
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commercial banks in China have opened branches in
Chengdu. The number of foreign banks operating in the
city is also on the rise. In 2011, after the entrance of several
Korean-owned banks, the number of foreign banks reached
twelve.

Transportation and Logistics

The opening and continuing expansion of the Chengdu
subway system is a major step forward for the city’s trans-
portation infrastructure. This and other improvements to
the municipal traffic and public transportation infrastruc-
ture have helped reduce congestion and create a positive
ripple effect on the overall efficiency of the city.

China’s plan to partner with member states of the
Association of Southeast Asian Nations (ASEAN) in the
construction of railway lines between China, Myanmar, and
Thailand (and possibly Cambodia and Laos) was met with
enthusiasm in the city’s shipping and logistics community.
In 2010, trade between China and ASEAN increased by
40.6 percent, reaching US $263 billion (RMB 1.67 trillion).
AmCham Southwest and AmCham China hope that the
planned rail projects will proceed quickly so as to continue
fostering increased trade between China and ASEAN
member states.

Specific Issues
Human Resource Constraints

Difficulty recruiting and retaining qualified talent remains
a top concern for foreign-invested companies in Chengdu,
particularly in the hospitality, IT, and banking sectors.

Given anticipated growth in the hospitality industry, at
least 15,000 new staff members will need to be recruited
and trained to ensure an acceptable level of service in new
and existing hotels. Likewise, demand for local talent in
Chengdu’s IT and banking industries continues to grow.
More cooperation between local universities and corpora-
tions is needed in order to supply companies in these
sectors with a sufficient talent pool possessing applicable
skills, including English-language, technical, and financial
skills, as well as firm understanding of the local industry.
Providing incentives for the establishment of relevant
education centers, such as tourism training schools, would
also help.

Technical vocational education curricula at high schools and
two-year post-secondary colleges are not well aligned with
employer and industry needs. A government incentive for
companies that provide students internship opportunities
with the possibility for subsequent full-time job placement
would enhance student preparedness while also addressing
sustainable employment needs of the region.

Finally, improved business and urban living environments,
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as well as tax and other incentives, are likewise needed to
attract and retain more senior-level, technical, and manage-
rial talent, particularly in the IT sector. Taking the above
recommended steps would help ensure continued healthy
growth of the hospitality, IT, banking, and other sectors in
Chengdu.

Information Technology Industry Association

Chengdu’s IT sector lacks effective means for companies
to communicate with each other and the local govern-
ment. Establishing an IT industry association to promote
communication and collaboration would help to accelerate
opening and transparency in Chengdu'’s IT sector. Through
this industry association, the local government and
industry could discuss new or changing government policy
initiatives, increasing efficiency of all parties involved.
Additionally, through collaborative initiatives, such as the
development of a secure, online information-sharing plat-
form, companies could better communicate industry needs
and concerns to each other and to the local government.
AmCham Southwest and AmCham China encourage the
Chengdu municipal government to work with industry to
create such an IT sector industry association.

Real Estate

Despite the moderation of real estate prices nationwide
under new central government policy initiatives, prices of
residential real estate in Chengdu have continued to rise.
However, the poor construction quality of many new prop-
erties brings into question the sustainability of their rising
value. Increased local government efforts to enforce higher
standards for new construction and moderate prices will
help ensure greater sustainability and long-term develop-
ment of Chengdu’s residential real estate market.

Education

The expatriate population in Chengdu has continued to
grow over the past year, and with it the demand for quality
international schools for expatriate children. Overall
capacity of existing schools should be adequate for the next
few years, however. Retaining quality foreign teachers has
long been a challenge for Chengdu, though the improving
living environment in the city is helping to alleviate this
problem.

Demand for openings at international schools has so far
concentrated on younger students. We recommend that
the local government incentivize international schools to
introduce a full range of international courses, such as the IB
Diploma, in order to attract to the city and retain expatriate
families and professionals with older children. Creating
more public play spaces and helping to organize cross-
cultural activities for local and foreign preschool-aged chil-
dren would also help attract expatriate families to Chengdu.
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Conclusion

The impressive growth of Chengdu’s economy in 2011 has
elevated the city’s status domestically and internationally.
As a result, the number of foreign and domestic compa-
nies investing and setting up operations in Chengdu'’s IT,
retail, hospitality, financial services, and other sectors has
increased dramatically. While such growth is promising, it
brings challenges for companies trying to attract and retain
workers with the necessary skills and experience to staff
these new and expanding businesses. Unrestrained growth
also increases the risk of overcapacity and softening of the
market, particularly in the hospitality and retail sectors.

In order for Chengdu to achieve continued long-term
growth, we recommend that the local government imple-
ment more programs and incentives to develop and attract
talent. Such efforts will help to address human resource
constraints and encourage future investment. Enforcing
higher construction standards, taking steps to moderate
real estate prices, and developing platforms for company-
government information sharing would also contribute to
sustainable growth.

Recommendations

» Offer incentives, subsidies, and preferential tax
policies for highly skilled technical and manage-
rial talent in order to attract and retain such talent
in Chengdu, particularly in the banking and IT
industries.

e Work with industry to create an IT sector industry
association and information-sharing platform to
promote cooperation between IT enterprises and
the government and increase the cohesion and
competitiveness of the IT industry.

e Provide incentives for the establishment of educa-
tion centers, such as tourism training schools, to
strengthen talent development in key industries,
such as hospitality and tourism.

* Encourage cooperation between local universities
and corporations in order to ensure students gain
skills, including English-language, technical, and
financial skills, that are applicable to employment
in key sectors, such as financial services and IT.

¢ Enforce higher standards for new construction and
moderate real estate prices to help ensure greater
sustainability and long-term development of
Chengdu’s real estate market.

e Incentivize international schools to introduce a
full range of international courses, such as the IB
Diploma, in order to attract to the city and retain
expatriate families and professionals with older
children.
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Chonggqing

This chapter was contributed by the American Chamber of Commerce in Southwest China (AmCham Southwest).

Introduction

hongqing has long been one of southwest
China’s major commercial and industrial hubs.
As the only municipality in western China
under direct control of the central government,
Chonggqing is at the forefront of the “Go West” national
development campaign, and is crucial in attaining goals for
western development laid out in the 12" Five-Year Plan.

The city is receiving increasing attention from foreign and
domestic enterprises as continued growth and opening
takes place in Chongqing’s traditionally strong manu-
facturing and legal sectors, and new growth expands the
education, tourism, retail, and high-tech sectors. In 2011,
foreign direct investment (FDI) in Chongqing reached
US $10.6 billion (RMB 66.9 billion), with 200 Fortune 500
multinationals having an established presence in the city.
Chongqing’s GDP reached US $158.9 billion (RMB 1 tril-
lion), up 16.4 percent from 2010. This was accompanied
by a 15.5 percent year-on-year increase in urban per-capita
disposable income, which reached US $3,205 (RMB 20,250)
by the end of 2011. Such growth highlights the increasing
strength of Chongqing’s consumer economy and helped
fuel an 18.7 percent increase in retail sales from 2010.

Growth has been accompanied by municipal government
efforts to further incentivize investment and increase energy
efficiency in the city. With strong investment rates and
economic fundamentals, Chongging’s growth is expected
to continue. Nevertheless, energy shortages and inefficient
energy allocation; insufficient enforcement of social insur-
ance laws; lack of an international airport, pollution, and
other constraints on tourism; human resource constraints;
and other issues as detailed below, prevent even more
vigorous growth.

Significant Developments
Cross-Sector Developments

Improved Energy Supply

In 2011, the Chongqing government actively responded
to the energy shortages and soaring coal prices that have
plagued industry in the past by designating manpower
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and financial resources to tackle these problems. This
effort to foster more efficient use of electricity for civil and
industrial purposes helped avoid power shutdowns in the
summer of 2011, a welcome improvement over past years,
for the manufacturing sector in particular. Energy supply
constraints remain a problem, however, as explained further
below in the Specific Issues section.

Expanding Infrastructure

Chongging has undertaken a number of important new
infrastructure projects. The new Sino-European rail link,
which can carry goods from Chongqing to Antwerp in
only 13 days, improves the competitiveness of Chongqing-
made laptops and other goods, and is a major step towards
making Chongqing an inland high-tech and software
outsourcing hub. A high-speed railway line connecting
Chengdu with Chongging, expected to be finished by 2014,
will spur collaborative development between the two major
cities. Similarly, a new rail line connecting Chongqing with
Lanzhou (the capital of Gansu province), to be completed
by 2014, will boost domestic trade in China’s western
region. Traffic congestion in Chongqing remains a major
problem, but the city’s metro system is growing rapidly
with three lines currently in place and six lines expected by
2016.

Development of International Education

After many years of slow development, international
education in Chongging has seen encouraging growth in
the last 12 months. The largest international school in the
city now has over 160 students and offers the Cambridge
International General Certificate of Secondary Education
(IGCSE) and Advanced Level General Certificate of
Education (A Level) curricula, both internationally recog-
nized programs for 14/15- and 16/17-year-olds respec-
tively. These developments have made Chongqing a more
attractive destination for families of foreign business execu-
tives with older children, thus improving the investment
environment in the city.
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Industry-Specific Developments

Engine Manufacturing

Chongqing’s export-oriented general purpose engine manu-
facturing industry remains a heavily subsidized pillar of the
city’s economic growth. In 2011, several private producers
had sales surpassing one million units. Europe and the US
are the largest export markets for the sales of these motor
products, the export value of which was expected to exceed
US $1 billion (RMB 6.35 billion) in 2011. The export value of
general purpose engines for generators, water pumps, lawn
mowers, and other machinery ranks third in Chongging’s
export sector, behind only laptops and motorcycles. With
hundreds of well-established enterprises already operating
successfully in the city, Chongging is expected to attract
increased investment and additional expansion from the
industry’s top players in the coming year.

Legal Services

In 2011, nearly 100 new law firms entered the Chonggqing
market, meeting in advance the government’s goal of
having 500 firms operating in the city by 2012. The city’s
legal sector now employs over 4,000 lawyers. While several
well-known international law firms have established
branches in Chongging, their scale is still relatively small.
With continued development of Chongqing’s economy,
profits in the legal service industry should remain healthy.

Hospitality and Tourism

Chongging’s hospitality and tourism industry saw signifi-
cant growth in 2011 as the government made progress
dealing with challenges. Revenue from tourism now
accounts for over 12.5 percent of Chonggqing’s GDP. In 2011,
over 2.12 million domestic and foreign tourists visited the
city during Golden Week, an increase of 320,000 from the
same period in 2010. Foreign visitors were responsible for
over US $518 million (RMB 3.29 billion) in revenue in 2011,
a 34.1 percent increase over the previous year.

Continued efforts to develop Chongging’s hot springs infra-
structure have also yielded positive results, with the city’s
10 key hot springs resorts enjoying a 37.5 percent increase
in visitors over 2010. As existing hot spring properties have
undergone renovation and several well-known spa groups
are expected to sign contracts for the development of
new luxury facilities in 2012, Chongqing’s hospitality and
tourism sector will likely continue to see growth.

Software Qutsourcing Services

Total revenues from Chongging’s software and informa-
tion services industry reached US $5.98 billion (RMB 38
billion) in 2011, of which the city’s software outsourcing
services industry accounted for US $3.62 billion (RMB 23
billion). There are currently more than 370 certified software

| 2012 White Paper | AmCham China |

companies and 156 companies with National Computer
Information System Integration Qualification certification
operating in Chongqing’s software outsourcing industry.
The sector has attracted investment from dozens of inter-
national enterprises in recent years, and further growth in
the industry is expected in 2012 as companies seek to utilize
improved rail connections with the European market. New
outsourcing demonstration zones have also incentivized
further investment in this critical industry.

Specific Issues
Energy Supply Constraints

Though progress has been made as described in the
Significant Developments section above, energy supply
shortages continue to present problems for the further
development of Chongging’s industry.

As energy supply in Chongqing struggles to keep pace
with economic development, many manufacturers have
experienced difficulties, especially during the winter
months. To minimize these disruptions, the local govern-
ment should take additional steps to guarantee a consistent
energy supply. Increased transparency during periods of
energy shortage with the release of updated energy situa-
tion reports would help local and international enterprises
to effectively adjust their operations. Additionally, the local
government should take steps to more effectively distribute
energy according to energy-output ratios and make use of
market regulation mechanisms to increase energy prices for
top energy consumers who are operating inefficiently.

Enforcement of Social Insurance Laws

Additional problems exist with regard to inconsistent and
often weak enforcement of social insurance laws. In spite of
tighter government regulation, many companies still under-
report the total wages paid to employees so as to reduce
the amount of social security taxes they are required to pay
on behalf of workers. This underreporting hurts Chinese
workers and disadvantages law-abiding companies,
particularly manufacturers.

We encourage the Chongqing government to vigilantly
monitor companies in their reporting of payroll statistics,
consistently enforce penalties on companies who do not
abide by existing laws, and increase the transparency of
such procedures.

Human Resources Shortage

An undersupply of qualified talent raises significant chal-
lenges for employers all across China. Though Chongging
has fared better than most cities, ManpowerGroup’s 2011
Talent Shortage Survey reveals that due to a mismatch in
candidates” skills and employers’ needs, about 24 percent
of employers in mainland China are facing talent short-
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ages. With dozens of universities, research institutes, and
hundreds of secondary vocational schools in the city,
Chonggqing offers a growing talent pool for companies,
yet talent shortages remain. With new employment in
Chongging projected to increase 30 percent in the first
quarter of 2012, and 19 percent on average for the year,
foreign companies and the local government will need to
work together to ensure that recent hiring trends can be
maintained.

This problem is particularly acute in Chongqing’s rapidly
growing software outsourcing services industry. Though the
city’s talent pool is growing due to increased educational
offerings, only 15 percent of the almost 67,000 employees
working in the outsourcing industry are technical profes-
sionals. A shortage of experienced senior project managers,
market development professionals, high-end software
architects, and system designers also raises challenges
for the future growth of the industry. The fact that many
outsourcing service parks in Chongging are inconveniently
located far from the city center and offer very little in the
way of accommodation makes it even harder to attract
quality employees.

For the growth of outsourcing services and other industries
in Chonggqing to continue, the Chongqing government
should focus on expanding training programs and devel-
oping and attracting to the city professionals with knowl-
edge of information technology, English language skills,
and international business backgrounds. Improving the
overall environment and quality of life in the city’s informa-
tion technology (IT) and software outsourcing service parks
would also help. Finally, cooperation among the municipal
government, universities, schools, and companies will be
crucial to ensuring that students graduate with relevant
skills.

International Education

Adequate international education for expatriate children
is an important precondition for attracting more foreign
companies, investment, and executives to Chongqing.
Foreign employers and the local government need to work
together to ensure that the future development of inter-
national schools will be adequate to support Chongging’s
overall growth targets.

In the past year, positive improvements have taken
place with the employment of more foreign experts in
Chonggqing’s educational sector as a result of a new regula-
tion that teachers must now have four-year degrees to teach
at international schools. However, with any such change
in regulation, the local government should give schools
timely notice and explanation regarding enforcement of the
changes so that schools and government can work together
to achieve full implementation.

While there is only one international school in Chongqing
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of noteworthy size, the international schools in Chongqing
and Chengdu have discussed opportunities for cooperation
and shared events in the future. Such cooperative efforts,
along with increased government interest in international
schooling under the “Five Chonggqings” proposal, bodes
well for the future of Chongging’s international education
offerings. Increased cooperation between the government,
the foreign business community, and international schools
to establish education groups, forums, and skills workshops
for the continued professional development of teachers
would also be welcome.

Hospitality and Tourism

Despite improvements, Chongging still lacks the tourist
inflow that a city of its size and historical importance is
capable of attracting. The city’s traffic congestion, relatively
poor highway network, and the lack of an international
airport make it difficult for tourists to reach Chongqing
and to navigate between its spread-out tourist destinations.
Additionally, pollution of the Yangtze River and a lack of
comfortable and fairly priced river cruise accommodations
serving the Three Gorges scenic areas also hold back the
tourism sector. We urge the government to open an inter-
national air terminal and improve domestic infrastructure
so as to attract more interest from both tourists and inter-
national investors alike. Efforts to reduce pollution in the
city’s main rivers will also increase profits from tourism and
raise the overall quality of life in and around the city.

In 2011, the occupancy rate at Chonggqing’s 49 five-star
hotels rose to 64 percent, with an increase of US $19.70
(RMB 125) in average booking rates over the previous
year. While this growth is encouraging, these figures are
still low relative to other major Chinese cities, including
Chonggqing’s western neighbor, Chengdu. As a result, the
standard and salaries of workers in Chongqing’s hospitality
industry are correspondingly low. In order to continue
improving the quality of service in the industry, we recom-
mend that the municipal government take steps to improve
and expand Chongging’s hospitality and tourism training
schools.

Conclusion

At the forefront of China’s western development efforts,
Chongqing continues to grow at an impressive pace.
Infrastructure projects are increasing the connectivity of
the city, and thus the competitiveness of Chongqing-made
products, raising Chongging’s status as an inland trade and
services hub with many sectors seeing strong growth.

Despite such ongoing positive trends, Chongqing still faces
many challenges in attracting and retaining highly skilled
workers, attracting domestic and international tourism,
effectively enforcing social insurance laws, addressing
energy shortages, and others issues as described above.
AmCham Southwest and AmCham China recommend
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that the Chongqing municipal government increase efforts
to raise the quality of life in the city by improving public
transportation, education, and the environment, while also
working with the business community to address industry-
specific concerns. Such improvements would not only
attract more highly skilled labor and investment to the city,
but would also help the municipal government achieve
goals of the 12" Five-Year Plan.

Recommendations

e Maintain a consistent energy supply, increase
transparency during periods of shortage by
releasing monthly energy situation reports, and
improve mechanisms for energy pricing and
distribution.

¢ Increase oversight by local social security adminis-
tration and tax authorities to strengthen corporate
payroll audits, encourage transparency, and
increase penalties for infractions.

o Take further steps to improve the public transpor-
tation, infrastructure, and urban environment of
Chongging.

e Improve the overall environment and quality of
life in Chongging’s IT and software outsourcing
service parks.

e Facilitate cooperation among the municipal
government, universities, schools, and companies
to expand technical and management training
programs and ensure that students graduate with
relevant skills.

e Increase cooperation among the government, the
foreign business community, and international
schools to establish education groups, forums, and
skills workshops for the continued professional
development of teachers.
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Dalian

Introduction

alian has developed rapidly in recent years.

The city serves as a regional financial base,

an important international shipping center,

and logistics hub for northeast Asia, and is
a major city and seaport for Liaoning province. The local
government has focused on transforming the city into a
major destination for foreign investment and international
tourism. As a result, the city’s infrastructure has developed
rapidly, with numerous high-tech parks and economic
zones, as well as green technology projects, all of which
offer an improved business environment for international
companies. Additional internationally known five-star
hotels are also currently under construction and are sched-
uled to open in one or two years. In addition, Dalian hosted

AmCham China, Northeast China Chapter

the Fifth Summer Davos Forum in September 2011, the
third time since 2007 that the city has hosted this event. The
forum has provided a platform to exchange ideas, share
experiences, and explore business opportunities.

Despite these numerous positive developments, problem
areas remain. There has been considerable confusion among
foreign companies about how they will be affected by the
Social Insurance Law. One proposed change specific to
Dalian would impose a high corporate financial burden
and undermine the city’s competitiveness relative to other
investment venues. Though the proposal has not yet been
implemented.

Dalian has significant natural advantages with its beaches
and coastal areas; however, traffic congestion and lack of

In 2012, AmCham China Dalian chapter renamed itself AmCham China Northeast China chapter. While chapter activities still
primarily take place in Dalian, the new name reflects the organization’s growing scope and ambitions. Ultimately, the chapter
hopes to cover the same area as the US Consulate in Shenyang, which is one of our critical partners in success. The Northeast China
chapter provides a platform for the expanding US business community to speak with one voice to the government, and network

together to share insights and best practices.

Northeast China Chapter Highlights

e Business Services

Last year the chapter launched
a Business Visa Program for its
member companies. The program
allows members and accompanying
spouses and children to quickly
and conveniently apply for a US
business visa. The program covers
the entire area of northeast China
and allows the chapter to attract
and serve new members from the
region.

¢ US Government
The chapter has a close relationship
with the US Consulate General from
Shenyang and organizes regular

briefings and other activities with
government officials from the
consulate. The chapter also hosted
an exclusive breakfast with US
Ambassador Gary Locke during his
visit to Dalian last year.

Network and Value-Added Events
The chapter has a deep, broad
network of local companies,
contacts, and other non-govern-
mental organizations. It hosts a
variety of business, networking,
and other social events that provide
timely updates on current business
topics and also serve as a platform
for members to build and expand

their clientele. Two big events, the
American Day Celebration and a
golf outing, are annual highlights.
Industry Development

Forums focused on small- and
medium-sized businesses and
customs have been established in
the chapter. They are dedicated to
regularly organizing information
sharing presentations, advancing
more specialized agendas, as well
as facilitating the development of
these and other business sectors in
Dalian.

Headquartered in Beijing, AmCham China has organized member-led chapters in Central China (Wuhan), Northeast China (Dalian)

and Tianjin.
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attention to maintaining the cleanliness of Dalian’s beaches,
coastline, and historic and downtown areas dilute Dalian’s
attractiveness as a business and tourist center. While some
progress has been made in opening a channel for discus-
sion between foreign-invested enterprises and municipal
authorities, AmCham China would appreciate further
opportunities to engage in a candid, constructive, and insti-
tutionalized dialogue in order to continue improving the
business environment in Dalian.

Significant Developments
Economic Indicators and Development

At the beginning of 2011, the first year of China’s 12" Five-
Year Plan, the Dalian municipal government set a series
of goals and targets for economic and social development,
most of which were achieved by year’s end. Dalian’s GDP
in 2011 reached RMB 610 billion (US $96.1 billion), an
increase of 14 percent over the previous year; government
fiscal revenue totalled RMB 65.1 billion (US $10.3 billion),
up 30 percent; and actual foreign investment totalled US $11
billion (RMB 69.9 billion), up 10 percent.

Hospitality and Tourism

Over the last three years, Dalian expanded the number of
brand name and high-end hotels. Such development will
enhance Dalian’s appeal in the high-end and international
tourism market, though it is not clear if the market will
support such an expansion, especially considering Dalian’s
seasonal demand cycle. Further development of the
hospitality sector within the mid-range and boutique hotel
category, however, would be a welcome enhancement to
diversity in the market, attracting a wider spectrum of
visitors.

Dalian also offers extensive opportunities for outdoor recre-
ation. This year saw expansion of the yachting industry,
with the successful conclusion of the fourth annual Dalian
Boat Show. We believe this show provides significant
upside for Dalian, and its presence and exposure should be
expanded. Moreover, additional emphasis should be placed
on preserving Dalian’s waterways. They are a unique
resource that provides opportunity for residents and visi-
tors to enjoy the water/seaside lifestyle in a clean and safe
environment.

Manufacturing and Automobile Industry

With China’s expanding automobile market, Dalian is
home to a growing number of companies that operate in
automobile manufacturing and related industries. In 2011,
the increasing cost of raw materials impacted most manu-
facturing companies in Dalian. Although foreign-invested
manufacturers have continued to move forward empha-
sizing product innovation, they are likely to face pressures
from growing inventory and higher costs in the near future.
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Healthcare

Dalian currently has 20 hospitals, some of which offer
medical care targeted towards expatriates for a higher fee.
There are three models: newer privately owned healthcare
clinics with state of the art facilities open to both expatriates
and locals; newer private, formerly corporate clinics that
have been converted to public use; and Dalian hospital
partnerships serving both expatriates and local citizens. All
models advertise Western-trained and English-speaking
doctors; however, the quality, services, and English
language capabilities vary significantly among facilities.

Dalian will soon see significant improvement in interna-
tional-quality medical facilities and healthcare services,
with three AmCham China Northeast China chapter
member healthcare providers slated to begin servicing
areas from downtown to the Dalian Development Area in
2012. Availability of these new healthcare facilities should
contribute to Dalian’s attractiveness as a business hub.
AmCham China commends the Dalian local government
for its active interest in working with service providers to
facilitate the establishment of excellent healthcare facilities
and services.

Infrastructure

Many infrastructure projects in Dalian are now underway.
Metro lines 1 and 2 are to be completed by the end of
2012, with a total length of 67.4 kilometres (40 miles)
and 50 stations. The metro will greatly improve Dalian’s
public transportation options. Phase three of the Dalian
International Airport expansion project was completed in
August 2011 and put into use before the Summer Davos
Forum in September. The airport terminal doubled in size.
These enhanced transport initiatives make Dalian a more
attractive and connected business center.

Specific Issues
Transparency and Dialogue

International companies based in Dalian—large, medium,
and small—all face challenges in learning about and
keeping up to date on local government policies, laws,
and regulations. The Dalian municipal government’s
official English language website is an important channel
for foreign-invested companies seeking to understand
regulations and policies in order to comply with the law.
It is important, however, to ensure that regular updates
are made to the English website to reflect the most recent
policy and regulatory developments, and that translations
are clear and consistent. AmCham China’s Northeast China
chapter appreciates the ongoing dialogue meetings with the
Dalian municipal government that began in late 2010, and
we look forward to deepening this exchange in 2012.
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Social Insurance

In September 2011, the central government promulgated the
“Interim Measures for the Participation in Social Insurance
of Foreigners Employed in China” (measures), a new set
of regulations that requires all foreign nationals currently
employed in China to take part in the country’s social insur-
ance system based on the Social Insurance Law. The Social
Insurance Law became effective on July 1, 2011, and the
measures went into effect on October 15, 2011.

Shortly after the announcement of the new measures, it
appeared that Dalian was considering a pilot program
that would remove the cap on employer contribution
payments. To date, however, no action has been taken
towards this end. AmCham China appreciates the Dalian
government’s willingness to listen to the concerns of
foreign-invested companies on this issue. If this no-cap
policy were to be put in place, its financial impact would
reduce Dalian’s competitiveness relative to other invest-
ment locations in China, both for companies already
located in the city and those companies considering
locating in Dalian in the future. This impact would be felt
by both the industries and foreign-invested companies
that Dalian has been keen to attract, as well as Chinese
companies with highly paid local workforces, notably in
the high-tech and software industries.

AmCham China Northeast China chapter has been active
in explaining these implications and engaging with local
government officials on these issues through a variety of
channels, including letters and a multi-chamber meeting
with the vice mayor of Dalian. AmCham China urges
that the authorities continue to implement changes under
China’s Social Insurance Law in a manner consistent with
other administrative regions and cities throughout China,
including by retaining a cap on employer contributions.
(For more information on foreign employee participation in
China’s social insurance scheme, please refer to the Human
Resources chapter.)

Cosmetic Pollution and Litter Management

Dalian’s beaches are one of the city’s most appealing attrac-
tions, and if managed properly, would generate increased
tourism revenue and enhance the city’s attractiveness as
both a business hub and tourist destination. However,
currently, these beaches are not well maintained, lacking
in both trash receptacles and daily clean-up, leading to an
accumulation of litter and unsanitary grounds (especially
during peak tourist season).

AmCham China recommends that the Dalian authorities
make environmental concerns a priority by establishing
appropriate regulations and systems to address cosmetic
pollution, trash removal, and littering. For example, posting
anti-litter warning signs, instituting fines for littering,
installing trash receptacles, ensuring daily clean up on
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beaches, and carrying out public education campaigns, all
would be positive steps toward enhancing the quality of life
in Dalian.

Transportation and Parking

AmCham China appreciates the Dalian municipal govern-
ment’s efforts to reduce congestion through new traffic
control policies, including car lane separation fences on the
roads and the addition of traffic control police. However,
the traffic situation remains problematic.

Dalian’s downtown area has a severe parking shortage,
resulting in cars parked on the sidewalks, along the streets,
and in public areas. Such ad hoc parking impedes traffic,
blocks walking areas and roadways, and jeopardizes pedes-
trian safety by forcing people to walk on roads.

AmCham China suggests enhanced public outreach and
dialogue on local transport issues, including the progress on
building an underground parking system. We support the
building of above/underground parking areas to eliminate
current unsafe parking practices.

Conclusion

AmCham China applauds the Dalian municipal govern-
ment’s efforts to make Dalian an attractive place to live,
conduct business, and visit. Important improvements have
been made in infrastructure, healthcare, and hospitality. We
also appreciate the municipal government’s commitment to
promoting economic growth and creating favorable busi-
ness conditions in local free trade zones and software parks.

However, issues such as limited and uneven information
flows on new rules and regulations; potentially costly social
insurance policies; pollution and litter; and congested traffic
remain challenging. We encourage the municipal govern-
ment to address these issues in a timely manner in order
to ensure future development of the city. AmCham China
looks forward to working with the municipal government
and contributing to future progress.

Recommendations

e Implement changes under China’s Social
Insurance Law in a manner consistent with other
administrative regions and cities throughout
China, including retaining a cap on employer
contributions.

¢ Expand ongoing dialogue between the local
government and AmCham China Northeast China
chapter to ensure mutual success and increase the
flow of information.

e Post the latest updates to regulations and policies
on the Dalian municipal government website in
English.
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e Improve the beauty of Dalian’s beaches and
streets by establishing appropriate regulations
and systems to address cosmetic pollution, trash
removal, and littering.

e Tighten traffic control around downtown pedes-
trian zones and tourist areas, create underground
parking facilities, and educate drivers and pedes-
trians on safety measures.
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Shanghai

This chapter was contributed by The American Chamber of Commerce in Shanghai (AmCham Shanghai).

Introduction

hanghai has traditionally played a central role in

China’s economy as the country’s commercial,

industrial, and financial capital. It also acts as

the hub of the surrounding Yangtze River Delta
(YRD) region, which ranks as the 10" largest economy in
the world. The city’s development is a key driver in China’s
shift from a manufacturing-based, export-led economy
to one driven by domestic consumption and the develop-
ment of services and innovation. Shanghai’s current Five-
Year Plan (2011-2015) aims to further that development by
accelerating the internationalization of the city; promoting
emerging industries such as services, the high-end medical
industry, education, new energy, and pharmaceuticals;
encouraging investment flows; and continuing to improve
the business climate for foreign-invested companies in
Shanghai.

AmCham Shanghai and AmCham China are fully
committed to Shanghai’s efforts to become an international
shipping hub and financial, trade, and economic center by
2020. Yet, significant challenges remain, including the need
to remove many financial regulatory roadblocks, improve
the clarity of Shanghai Customs regulations, and address
ongoing human resource (HR) constraints. We present our
recommendations below to ensure Shanghai’s 2020 goals
are met.

We look forward to enhancing and deepening our valued
partnership with Shanghai as we work together to achieve
the city’s ambitious development goals that will shape the
business climate in Shanghai for years to come.

Significant Developments
Shanghai’s Business Climate

In 2011, Shanghai’s GDP expanded 8.2 percent to RMB 1.92
trillion (US $302.4 billion), down from a 9.9 percent growth
rate in 2010. The easing of the city’s output in 2011 was in
line with the national economy, which moderated to 9.2
percent GDP growth, down from a 10.3 percent growth rate
achieved the previous year.

Shanghai’s foreign trade volume reached more than US $437
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billion (RMB 2.77 trillion) in 2011, with a record trade deficit
of US $17.9 billion (RMB 113.7 billion). Exports amounted to
US $209.7 billion (RMB 1.3 trillion), up 16 percent over 2010,
while imports reached US $227.6 billion (RMB 1.45 trillion),
a 21 percent increase. Retail sales rose 12.3 percent over
2010.

Contracted foreign direct investment (FDI) into Shanghai
reached record levels, increasing 31 percent in 2011 to US
$20.1 billion (RMB 127.6 billion). US FDI into Shanghai
amounted to US $5.5 billion (RMB 34.9 billion), up 3.2
percent year-on-year. At the beginning of 2012, 353 multi-
national companies had designated Shanghai as their
regional headquarters, and 334 foreign-invested research
and development (R&D) centers had been established.
This is a striking affirmation of the international business
community’s recognition of Shanghai as a leading Asia-
Pacific business hub.

Financial Services Reforms

As Shanghai continues to build the infrastructure to become
an international financial center (IFC) by 2020, the city is
focused on developing three major financial markets in
bonds, derivatives, and equities.

Since 2005, China’s bond market has experienced
significant development with the introduction of market-
oriented products (e.g., midterm notes and corporate
bonds). In September 2010, the China Banking Regulatory
Commission, the China Securities Regulatory Commission,
and the People’s Bank of China issued a notice to further
develop Shanghai’s bond exchange market by encouraging
commercial banks to reenter the bond exchange market
following a 15-year ban by the State Council.

In China’s derivatives market, several products were
launched in 2010, including Shanghai-Shenzhen (SH-SZ)
Equity Index Futures and RMB Interest Rate Options,
which began trading in January 2011. Going forward, the
Shanghai Futures Exchange reportedly is planning to accept
foreign traders’ participation in direct commodity trading
to expand the exchange market over the next five years.

Finally, Shanghai’s equities market is ripe for development
with efforts made to introduce more foreign institutional
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participants. For example, Shanghai continues to offer
tax and rental property incentives to foreign investors to
locate their regional headquarters or branch in Shanghai to
advance the city’s goal to build an IFC.

Meanwhile, China continues to move forward with interna-
tionalizing the yuan to encourage wider use of the currency
in global trade and investment. Positive developments
include: steady growth of offshore yuan deposits, which
reached RMB 600 billion (US $94.5 billion) in Hong Kong by
the end of 2011; more than 80 “dim sum” RMB-denominated
bonds issued in Hong Kong, reaching a projected six-fold
year-on-year increase to RMB 240 billion (US $37.8 billion);
and the December 2011 launch of a RMB Qualified Foreign
Institutional Investor (RQFII) scheme, which allows
approved foreign institutions to make limited investments
in China’s capital markets. Yet, the lack of offshore invest-
ment options and numerous restrictions to channel yuan
into China’s heavily regulated capital markets limit the
potential growth of the yuan outside China, with negative
implications for the development of the financial services
industry in Shanghai.

Customs

In 2011, AmCham Shanghai continued its collaborative
efforts to improve communication between American-
invested companies and Shanghai Customs. In September
2011, AmCham Shanghai Customs Liaison Taskforce
members met with customs officials to discuss recently
implemented changes to the customs process.

To alleviate declaration bottlenecks, Shanghai Customs has
instituted pre-valuation and pre-classification procedures
to declare goods before arrival. A key to this is classifying
and valuing all component pieces and materials from which
goods are made, and correctly matching component pieces
to their designated category within the China/Shanghai
Customs category and valuation index. Shanghai Customs
also recently shifted to an electronic recordkeeping system
to more efficiently track materials transferred and housed
in customs. We applaud Shanghai Customs on these posi-
tive developments, and offer further recommendations for
improvement in the Specific Issues section below.

Social Insurance Law Implementation

On October 15, 2011, China’s social insurance scheme for
foreigners working in China went into effect. The new
measures issued by the Ministry of Human Resources
and Social Security require financial contributions from
foreign nationals and their employers to cover pension,
medical, unemployment, occupational injury, and maternity
insurance. However, concerns have been raised regarding
compliance and whether foreign nationals will be able to
equally benefit from the scheme.

At this time it is unclear how the law will be imple-
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mented in Shanghai, as the municipal government is
currently drafting local implementation regulations. In
late November 2011, AmCham Shanghai’s Government
Relations Department was told by relevant authorities in
Shanghai that the city’s social insurance regulations will
be based on the 2009 Circular 38, and that it will not be
changed significantly. Circular 38 states that foreigners must
participate in retirement, medical, and occupational injury
insurance, but not unemployment or maternity insurance.
Additionally, Shanghai officials stated that employers
“should” implement policies to enroll in the system but that
enforcement is not yet at the “must” implement stage. (For
more information on China’s social insurance scheme for
foreign employees, refer to the Human Resources chapter.)

Shanghai Free Trade Zone

In 2011, Shanghai announced plans to turn three of its
bonded areas in Waigaogiao, Yangshan Port, and Shanghai
Pudong International Airport into China’s first free trade
zone, pending the central government’s approval. The
three areas will come under a unified management and be
administered directly by the Shanghai municipal govern-
ment. When complete, the zone will allow for free exchange
of currency and offer tax exemptions among other services,
thereby increasing functionality and processing efficiency,
and decreasing operating costs. AmCham Shanghai and
AmCham China support plans to create such a free trade
zone, as it will facilitate the free flow of goods and enhance
Shanghai’s efforts to become a global shipping hub.

Shanghai Human Resources Five-Year Plan

In December 2011, the Shanghai Municipal Human
Resources and Social Security Bureau released the city’s
five-year plan for talent development. The plan calls for
attracting top worldwide talent to work in Shanghai and
for developing the city’s talent pool to compete globally.
By 2015, Shanghai plans to have 320,000 financial services
professionals, up from 230,000 today, and 130,000 workers
employed in international shipping.

To attract highly qualified foreign professionals, Shanghai
plans to improve the city’s living environment, including
by developing advanced medical, cultural, and educational
services, as well as by subsidizing the education of foreign
professionals’ children and providing other incentives. With
the addition of Shanghai-based campuses of several leading
US universities, Shanghai is working to build a talent base
that can drive the successful development of the city as an
IFC and shipping hub.

Local Intellectual Property Rights Protection

Shanghai is taking steps to combat intellectual property
rights (IPR) infringement, progress on which is important
for the city to achieve further development of its economy.
In November 2011, Shanghai released its first Five-Year Plan
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for IPR Protection, stressing protection of innovation made
in strategic emerging industries. In addition, an initiative
to ensure the sale of authentic products at retailers has thus
far registered 210 companies at more than 4,000 outlets in
Shanghai. As of April 2011, Shanghai had also established
seven IPR divisions at district-level courts to handle IPR
violations.

AmCham Shanghai and AmCham China are pleased that
China’s campaign against IPR infringements that began
in October 2010 has been made permanent, and that a
high level official has been appointed to continue these
efforts locally as head of the Shanghai Intellectual Property
Administration. From January through June 2011, the
campaign resulted in a 38 percent year-on-year increase in
IPR-related cases in Shanghai courts.

Despite these developments, according to AmCham
Shanghai’s 2011-2012 China Business Report, American
companies in China still ranked IPR as a critical challenge
and reported that overall they are not seeing a marked
improvement in this area. As such, continued strengthening
of IPR enforcement and protection is still needed. (For more
information on IPR issues, refer to the Intellectual Property
Rights chapter.)

Specific Issues

Reforms to Develop Shanghai as an
International Financial Center

To successfully develop Shanghai into an IFC, removal
of various financial regulatory roadblocks will need to be
addressed at the national level. AmCham Shanghai and
AmCham China encourage Shanghai officials to work with
their counterparts in the central government to implement
these reforms, and we offer our assistance in this effort.

First, China should loosen capital market controls to enable
RMB convertibility. Capital market reform is a prerequisite
for Shanghai to become a central hub for regional and
global capital flows. In addition, a free floating currency
would lead to positive spillover effects for Shanghai’s other
industries and for the country’s overall development.

Second, China should develop transparent, unambiguous
regulations governing foreign-invested financial service
providers and establish clear role divisions between regu-
latory bodies. In China’s bond markets, for example, a
complicated regulatory system makes the approval process
for issuing corporate bonds difficult and time consuming.
A unified regulatory body and transparent approval system
are needed to ensure wider foreign participation.

Third, China should develop a wider variety of market
offerings such as those found in mature financial centers.
In the derivatives market, China should attract additional
foreign investors to make the derivatives markets more
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competitive; expand the number of foreign institutional
participants beyond the limited number permitted to
underwrite and distribute derivative contracts directly
to end-clients; and lift capital requirements that foreign-
invested banks currently must meet to participate in trading
activities.

Finally, China should ease access requirements for foreign
investors and institutions to increase market competition
in China’s equity market. The requirement that foreign
firms form a joint venture with a local institution in order to
participate in certain financial activities in the equity market
poses challenges as foreign companies are unable to take a
more managerial role.

(For more information on China’s bond market and finan-
cial reforms, refer to the Bond Markets chapter.)

Customs

Though Shanghai Customs has made significant recent
progress in increasing efficiency and reducing bottlenecks,
challenges remain.

Shanghai Customs postponed full implementation of
Regulation 33 until July 7, 2012. The regulation requires
co-signees of imports and shippers of exported samples
and/or advertising materials to obtain a customs registra-
tion number or hire an import/export trading company to
do it for them. Express delivery companies have had diffi-
culty adapting to the regulation and longer clearance times
for relevant goods have resulted.

Several other areas of concern exist as well. Going forward,
we recommend Shanghai Customs:

¢ Clarify for enterprises how to resolve difficult compli-
ance issues related to customs valuation, goods inspec-
tion, and tariff classification in order to increase compli-
ance and efficiency;

¢ Develop methods to clearly explain regulatory changes
and notify enterprises in a timely manner in order to
facilitate a faster and more efficient clearance process;

¢ Provide further instructions on how to maximize
various benefits of free trade agreements; and

¢ Clarify key differences among the several bonded zones
around Shanghai so that enterprises can more efficiently
use resources, improve supply chain efficiency, and
reduce logistics costs.

(For more information on customs, refer to the Customs
chapter.)

Human Resource Constraints

According to AmCham Shanghai’s 2011-2012 Business
Climate Survey, 90 percent of responding companies said
HR constraints hinder their business operations to some
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extent. Companies identified attracting, developing,
and retaining skilled workers and professionals as their
leading HR challenge.

We encourage Shanghai to evaluate the city’s educa-
tion system and its ability to produce graduates with
relevant skills required by companies in Shanghai and the
surrounding YRD. Developing more industry-academia
partnerships, encouraging more Chinese students to study
abroad, incentivizing creation of satellite campuses of
leading universities, and focusing on attracting overseas
students would be effective ways to develop Shanghai’s
talent pool.

To attract experienced talent to the city, Shanghai should
encourage the central government to initiate a thorough
review of personal income tax policies to bring them more
in line with other Asian business hubs. Global competition
for top professionals is fierce and high local taxation rates
make Shanghai and other YRD cities less attractive places
to work relative to other Asian business hubs like Singapore
and Hong Kong. (For more information on HR, refer to the
Human Resources chapter.)

Conclusion

Shanghai’s plan to become an international financial center,
shipping hub, and economic and trade center by 2020
is well under way. Important financial services reforms,
improvements at Shanghai Customs to speed up declaration,
and the anticipated launch of China’s first free trade zone
in Pudong all indicate that Shanghai is taking appropriate
preliminary steps. Yet, a great deal remains to be done with
not much time remaining before the 2020 deadline.

In addition to resolving various financial roadblocks and
human resource limitations, Shanghai must continue
pushing for fully open capital markets and a free floating
currency. Through such reforms, Shanghai will advance its
role as China’s commercial, industrial, and financial capital
and facilitate progress toward the city becoming a global
leader in these areas. AmCham Shanghai and AmCham
China stand ready to offer support and assistance to help
achieve the city’s ambitious and mutually beneficial devel-
opment goals.

Recommendations

e Support Shanghai’s 2020 goals, engage central
government authorities to review personal
income tax policies, and address other lifestyle
concerns in order to ensure Shanghai’s talent
competitiveness with other Asian business
hubs while at the same time building industry-
academia partnerships to develop native talent.

e Engage central government authorities to ease

| 2012 White Paper | AmCham China |

access requirements for foreign investors and insti-
tutions and to improve transparency in the devel-
opment of rules, laws, and regulations governing
the financial services sector.

Continue to strengthen IPR protections and
enforcement in order to encourage, protect, and
support foreign- and domestically invested R&D
and commercialized innovation.

Provide training and continue ongoing exchanges
between Shanghai Customs and the American
business community in order to improve under-
standing of customs policies, and allow for
comment on future regulatory changes.

Move aggressively towards the establishment of
China’s first free trade zone in Shanghai.
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Tianjin

Introduction

ianjin municipality, a port city located in

northern China with a population of 13 million,

has impressed investors and observers with

its growth. In 2011, it attracted US $13 billion
(RMB 82.6 billion) in foreign direct investment, a 20 percent
annual increase; it saw retail sales grow by 20 percent; and
led China with a GDP growth rate of 16 percent.

With approximately 150 Fortune Global 500 companies and
a traditional industrial focus on automobiles, consumer
goods, micro-electronics, petroleum, and pharmaceuti-
cals, Tianjin displays strong fundamentals and potential.
Recently these industry clusters have gained more depth
while additional clusters have been established in aerospace
and new energy. Recent investments in hotels, convention-
related facilities, and logistics centers also illustrate how the
city is broadening its economic base.

AmCham China, Tianjin Chapter

AmCham China applauds Tianjin's strategic development
of specialized economic areas. However, to further Tianjin’s
development, and maintain a competitive advantage, the
municipality should consider addressing several issues,
including: developing a human resources strategy to
cultivate, attract, and retain a skilled workforce; allowing
foreign law firms to establish branch offices to pave the way
for further growth in service sectors; minimizing the impact
of the Social Insurance Law implementation on businesses
with foreign employees; and addressing traffic-related
issues.

Significant Developments
Tianjin Binhai New Area

One of Tianjin’s key geographic regions and economic
engines is the Tianjin Binhai New Area (TBNA). TBNA
includes the Tianjin Economic-Technological Development
Area (TEDA), the Sino-Singapore Tianjin Eco-City (SSTEC),

The Tianjin chapter continues developing and expanding along with Tianjin’s economy and the local business community.

Established as a chamber in 1980, it merged with AmCham China in 2008, allowing members to benefit from AmCham China’s

national presence while continuing to grow as a locally run, member-led organization. The chamber provides an active, effective

channel for member companies to directly engage with the Tianjin government to discuss the development of the city’s dynamic

business landscape.

Tianjin Chapter Highlights

Tianjin Government Dialogues
The chamber holds regular
dialogues between members and
Tianjin government officials.
Government Appreciation Dinner
The chamber organizes an annual
appreciation dinner with Tianjin
government officials to celebrate the
spirit of mutually beneficial cooper-
ation between member companies,
the chamber, and local government

officials.

Tianjin Business Development
AmCham China’s Tianjin chapter
serves as a platform to introduce
member companies from around
China to business opportunities in
Tianjin. Frequent professional and
social events facilitate networking.
US Government

The chamber organizes regular
briefings for the membership by

the US Embassy, often followed by
networking opportunities.
Corporate Social Responsibility
Giving back to the Tianjin commu-
nity is a long-standing tradition
among chamber members. The
chapter’s annual charity golf tour-
nament is entering its 11th year of
supporting local causes.

Headquartered in Beijing, AmCham China has organized member-led chapters in Central China (Wuhan), Northeast China (Dalian)

and Tianjin.

| 2012 White Paper | AmCham China |
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the Yujiapu Financial Area, the Tianjin port, and much of
the area around Tianjin’s airport.

TBNA showed particular strength as its GDP rose by 23.8
percent year-on-year in 2011, contributing RMB 620 billion
(US $97.6 billion) out of Tianjin’s RMB 1.1 trillion (US $176.2
billion) total GDP. Major contributions came from the
aerospace, aviation, petrochemical, and alternative energy
industries. In the first half of 2010, TBNA’s GDP exceeded
the GDP of Pudong in Shanghai for the first time.

Large-scale land reclamation has also continued in TBNA,
including the construction of the Nangang Industrial Zone,
the Tianjin Dongjiang port, and the Binhai Leisure and
Tourism Area, which together total several hundred square
kilometers of reclaimed area.

Yujiapu Financial Area

The Yujiapu Financial Area is a new, planned peninsula
near the sea coast consisting of an initial phase of more than
one million square meters of commercial real estate. It is
slated to become TBNA'’s financial center, will have a key
traffic hub serving as a terminal for the Beijing-Tianjin high-
speed railway, and will eventually be an interchange for
four subway lines.

The area has attracted investment from well-known
US companies. It has also retained a leading New York
performing arts center as a consultant for development of a
world-class performing arts center in Yujiapu. The center is
slated to open in 2015 to foster artistic exchanges between
Chinese and American counterparts.

Sino-Singapore Tianjin Eco-City

With the aim to “build an economically thriving, envi-
ronmentally friendly, socially harmonious, and resource-
efficient city,” the 30 square kilometer SSTEC is taking
shape and developing rapidly. With local and foreign
developers constructing several residential projects, the
first of these projects began handover to buyers in late
2011. An international school has agreed to open a campus
in SSTEC. Commercial and industrial developments are
also underway. In 2011, SSTEC attracted close to RMB 673
million (US $106 million) in investments, out of which 50
percent were from Singaporean companies.

Tianjin Economic-Technological Development Area

TEDA was established to attract investment, technological,
and human resources in key industries, with strategic
government initiatives and incentives in place to encourage
foreign investment. By the end of 2011, TEDA had attracted
a total of 4,999 approved foreign-invested enterprises which
invested roughly RMB 336.6 billion (US $53 billion) in
industries such as automobiles, telecommunications, and
electronics.

| 2012 White Paper | AmCham China |

Several years ago TEDA began the development of the
Modern Services District (MSD), a commercial hub that
complements TEDA'’s existing industrial base. The first
phase of MSD opened in 2011 with three office towers built
to international specifications.

Riverside Development, Tourism, and Major
Events

Tianjin's image and livability continue improving, together
with the city’s increasing visibility and international pres-
tige. Recent property developments led by government-
related companies have improved the riverfront area in the
heart of central Tianjin. These developments, as well as a
new river cruise business, have helped improve the city’s
image and livability among visitors and locals alike.

Tianjin continues to host events and summits, with recent
examples including the Asia-Pacific Economic Cooperation
Low Carbon Model Town Forum held in late June 2011 and
the China Tourism Industries Exposition in September 2011.
The city will also serve as host to large upcoming events
including the 2012 Summer Davos, 2012 Volvo China Open
golf tournament, and the 2013 East Asian Games.

AmCham China applauds Tianjin’s positive progress and is
confident that it will result in increased tourism and invest-
ment.

Visa Policies and Practices

Since publication of the 2011 White Paper, AmCham China
members have met with local government departments that
issue work visas for foreigners, with encouraging results.
Local government leaders are committed to attracting quali-
fied experts from abroad to spur growth and development
in Tianjin. In an effort to do so, they have agreed to adopt
a more open policy for granting visas within the national
framework. AmCham China appreciates these efforts
and looks forward to continued productive and mutually
beneficial dialogue going forward.

Quality of Life Developments

The availability of international-standard healthcare and
education facilities are always important considerations
for expatriates and returning Chinese looking to relocate
to China. Tianjin saw beneficial development in both areas
during 2011.

In the past year, Tianjin’s healthcare sector grew, with the
opening of an American-invested hospital in the Meijiang
area and a foreign-invested clinic in TEDA. Both facili-
ties offer an exceptional standard of service, essential for
Tianjin’s expatriates and local citizens. Tianjin should
encourage further investment in high-quality healthcare
facilities and continue favorable policies that allow foreign
medical staff to practice in the city.
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In 2011, new schools were also established in Tianjin, in
both the Honggiao district and TEDA. Existing schools
continued to grow, with a school in Xiqing district
expanding its facility and a school formerly located in
Nankai district moving to a newly renovated facility in the
Meijiang area.

This growth in both the healthcare and education sectors is
welcome, as it will improve the quality of life for families in
the city, help attract expatriate business executives and their
families, and thus facilitate increased foreign investment.

Specific Issues
Labor Shortages

A wide range of industries in Tianjin face a shortage of
skilled employees. AmCham China encourages the Tianjin
government to invest in more training facilities to better
prepare new graduates for the service sector, particu-
larly for finance and information technology (IT) related
industries. Additional continuing-education programs are
needed for existing skilled or semi-skilled workers, espe-
cially in the growing manufacturing sector, to help them
maintain and advance relevant knowledge and skills as
industries evolve. (For more detailed information on human
resource constraints and recommendations, see the Human
Resources chapter.)

Restrictions on Foreign Law Firms

Existing Chinese regulations that restrict foreign law firms’
ability to open new branch offices in China is especially
harmful to Tianjin. Faced with such restrictions, law firms
will likely opt to serve Tianjin from their Beijing offices
rather than opening a Tianjin office and developing a deep
local talent pool. This will slow development in the finance,
insurance, and other service sectors in the city that require
legal services.

AmCham China encourages the Tianjin municipal govern-
ment to urge central Chinese authorities to ease restrictions
on foreign law firms’ ability to open new branch offices.

Social Insurance Law Implementation

China’s new Social Insurance Law, promulgated in July
2011, has raised broad concerns across the business commu-
nity in China. However, Tianjin authorities must recognize
this is not only a national issue. Since the new law is imple-
mented locally, any implementation that makes Tianjin
more costly for employers will hurt Tianjin’s competitive-
ness and could result in reduced foreign investment. It
will also especially slow the development of businesses in
the education and service sectors, as they heavily rely on
foreign staff. (For more detailed information on AmCham
China’s recommendations regarding the Social Insurance
Law, see the Human Resources chapter.)

| 2012 White Paper | AmCham China |

Transportation Connectivity and Convenience
Issues

A variety of concerns exist regarding transportation systems
and connectivity in Tianjin, as described below. Addressing
these issues will not only make the city more attractive and
convenient for tourists, residents, and business executives,
but it will also increase business efficiency and help attract
increased investment.

Train Station Maintenance and Accessibility

The Tianjin train station is a major transport hub linking
the city to Beijing, but it continues to be poorly run and
maintained, thereby hurting the city’s image. Seating is
inadequate in the waiting halls, bathrooms are poorly
maintained, and escalators and elevators are often out of
service forcing visitors to carry large luggage by hand up
the stairs. Additionally, the new rule requiring foreigners to
bring passports when purchasing tickets means they can no
longer use the automated machines, causing burdensome
delays.

Development of Mass Transit System

Construction of the Tianjin subway system has been contin-
ually delayed, making the city’s mass transit system one of
the least developed of any large city in China. This delay
will only aggravate traffic congestion and have an adverse
impact on business efficiency, accessibility, and pollution.
We encourage the municipal government to prioritize and
accelerate development of the subway system.

Traffic Problems

Tianjin faces a variety of traffic-related problems that
decrease quality of life and reduce business efficiency in
the city. Increasing car ownership causes additional air
and noise pollution. Traffic rules are routinely ignored and
major intersections are poorly policed, causing increasing
traffic jams and delays. Traffic cameras appear to have little
influence over driving behavior, especially at night, and
traffic fines are not adequate to enforce traffic rules.

AmCham China encourages the Tianjin municipal govern-
ment to increase the number of trained traffic police at
intersections and increase traffic fines to insure that traffic
rules are enforced.

Taxi Service Issues

Poor taxi service continues to be one of the top complaints
of residents and visitors to the city. Attempts by taxi drivers
at the airport, train station, and outside major hotels to
overcharge visitors are common, as are long waits for taxis
around the city. Taxi drivers exhibit poor hygiene, violate
no-smoking rules, refuse to accept the “City Card,” and
are often unfamiliar with the roads. Getting taxis between
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central Tianjin and TBNA is a particular challenge, since
most drivers are unfamiliar with both areas. Drivers from
TBNA have been known to drop passengers near the Outer
Ring Road leaving them to find another taxi to complete the
journey. These problems frustrate business executives and
tourists alike, damaging the image of the city.

Need for International Flights from Tianjin

A lack of international flights to and from the Tianjin
International Airport continues to slow development of
the city. Although flights to Taiwan and Hong Kong have
increased, the city still has no direct flights to Europe. The
lack of taxis at the airport in the evening also remains a
problem.

AmCham China encourages the government to negotiate
the opening of international flights into and out of the city
in order to facilitate international trade, investment, and
tourism.

Conclusion

Tianjin is undergoing phenomenal and positive changes,
including the broadening of the industrial base, the attrac-
tion of new and additional investment, and an increase in
hospitality-related facilities and infrastructure. Fortunately,
many of the concerns highlighted in this chapter can be
addressed with relatively small investments. AmCham
China looks forward to working with the Tianjin govern-
ment to build an even stronger city.

Recommendations

e Improve training programs catering to key
sectors, specifically finance, services, IT, and
manufacturing, to support growth of Tianjin’s
tertiary industry.

e Encourage the central government to reduce
restrictions on foreign law firms’ ability to open
branch offices.

e Take into account the negative impact implementa-
tion of the new Social Insurance Law may have on
attracting foreign investment to the city.

¢ Continue improving public infrastructure such as
the train station, mass transit system, and airport.

e Reduce traffic congestion through stronger
enforcement of traffic regulations affecting private
cars, pedestrians, and public transport providers.

* Require taxi drivers, as key transport service
providers, to accept the “City Card” and improve
service between the Tianjin city center and TBNA.

| 2012 White Paper | AmCham China |



| X # |

s FRFARBRSERRHEBNDEEINES
B “Wh—FE" . FRARREXIDREES
XECENRSRE.

| AmCham China | 2012 White Paper | 335



0
o
>
17}

&

©
=

i)
o)
ol

o

| WUHAN |

Wuhan

Introduction

he six provinces that make up China’s central

region—Anhui, Shanxi, Hunan, Henan, Hubei,

and Jiangxi—continue to experience rapid

growth and economic development, owing
much to the national government's Rise of Central China
Plan. Government priorities for the region include infra-
structure development, green economic growth, more effi-
cient use of water and energy, and higher-end value-added
products.

As the largest city and transportation center in central

AmCham China, Central China Chapter

China, Wuhan plays a key role in driving economic growth
and development in the region. With over 390 US-invested
enterprises in the city, American companies have helped
contribute significantly to Wuhan's impressive growth.
In 2011, the Wuhan municipal government made further
progress by targeting key sectors for development and
improving transportation and international education infra-
structure in the city.

AmCham China welcomes further government efforts to:
provide equal treatment in customs clearance for local and
foreign-invested research and development (R&D) centers;
to enhance the R&D investment environment by addressing

Wauhan is an expanding business hub in Central China of growing importance to the national economy. AmCham China established

the Central China chapter in Wuhan in 2008, creating a platform from which American companies can speak with one voice to the

government and network together to share insights and best practices.

Central China Chapter Highlights

¢ Wuhan Government Dialogues
During 2011, AmCham China
continued to hold productive
dialogues between chamber
members and Wuhan government
officials, including meetings in each
of the city’s primary commercial
districts to discuss the 12th Five-
Year Plan and its implications for
business development.

e Central China Business
Development
AmCham China’s Central China
chapter supports regional devel-
opment by regularly organizing
delegations from the American
business community to attend trade
fairs in surrounding provinces. In
addition, AmCham China’s popular
provincial trip program often orga-

nizes trips to areas in and around
the Central China region, during
which business leaders can meet
with provincial governors and other
officials.

US Government

The chamber organizes quarterly
briefings for the membership by
the Consul General and other US
government officials from the
consulate in Wuhan, followed by
cocktail receptions for networking.
Also, the first Hubei, Wuhan,

USA Week gave opportunities for
chamber members to meet with
US Ambassador Gary Locke and
leading US Embassy officials.
Industry Development

A Training Forum has been estab-
lished, and members regularly

organize information sharing
presentations and panel discussions
that facilitate the development of
key industries in Central China.
Corporate Social Responsibility
AmCham China is committed to
contributing to the sustainable
development of the communities
where members work and live. In
2010, the Central China Chapter
held two charity events coordi-
nating with the Hubei Red Cross to
benefit a local school. More than 100
local and international businesses
participated, and the events were
the first of their kind ever organized
by a foreign business group in
Wuhan.

Headquartered in Beijing, AmCham China has organized member-led chapters in Central China (Wuhan), Northeast China

(Dalian) and Tianjin.
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challenges such as land availability, electricity shortages,
and human resource constraints; to incentivize establish-
ment of world-class medical and school systems for the
families of expatriate business executives; and to address
transportation and pollution issues.

Initiatives in these areas would align with government
priorities for the region, while helping to improve the
investment environment of Wuhan and contributing to
strong, sustainable economic growth in the city.

Significant Developments
Economic Growth, Trade, and Investment

In the first six months of 2011, Wuhan’s GDP grew 12.4
percent over the previous year to RMB 322 billion (US
$50.7 billion). Disposable income per capita also increased
13.5 percent to RMB 12,651 (US $1,992). In 2010, foreign
direct investment in Wuhan rose to US $3.3 billion (RMB
21 billion), an increase of 12.2 percent over 2009. In the first
nine months of 2011, the city’s trade with the US grew to a
total of US $1.8 billion (RMB 11.4 billion), of which imports
accounted for US $450 million (RMB 2.86 billion), 16.1
percent higher than the same period in 2010. Wages have
continued to rise, however finding and retaining talent
remains a challenge.

Targeted Strategic Emerging Industries

Under the 12" Five-Year Plan (2011-2015), the Wuhan
municipal government has prioritized the development of
15 strategic emerging industries: energy and environmental
conservation, new-generation information technology, new
energy, new material technology, clean energy automo-
biles, the animation industry, integrated circuits, financial
services, high-end equipment manufacturing, software
outsourcing, bioengineering, numerical control lathes,
modern logistics, the laser industry, and the flat panel
display industry. The government intends to use favor-
able tax policies, land subsidies, and financial support to
promote growth in these industries.

USA Week

The US Consulate General in coordination with the Hubei
provincial and the Wuhan municipal governments held
the first ever USA Week in Wuhan September 22-28, 2011.
AmCham China organized the Invest USA Forum as well as
meeting between member companies and US Ambassador
Gary Locke during this week. Ambassador Locke spoke at
the opening ceremony and participated in several of the
forums and events. Many forums were held for those inter-
ested in investing in Wuhan and Hubei, as well as for those
interested in investing in the US. The event was a success
for Hubei province, Wuhan city, and the US.
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International School License Granted

In February 2011, an international school was granted
an independent license from the national Ministry of
Education. This will help create a positive environment for
foreign investment in central China by enhancing the inter-
national school’s ability to provide quality education for
the children of expatriate business executives. Opening and
licensing additional international schools would further
expand access to education and help attract more expatriate
families and foreign investment to the city.

Transportation Infrastructure Improvements

The number of vehicles in Wuhan has rapidly increased. By
the end of 2011, there were one million vehicles in the city,
and that number is expected to increase 20 percent annu-
ally over the next several years. This creates tremendous
pressure on both traffic and parking infrastructure. The
Wuhan municipal government has planned construction
of more than 320 public parking lots, for a total of 85,000
new parking spaces over the next five years. Four pilot sites
testing new investment, management, and pricing mecha-
nisms are already in operation.

Over 2011, Wuhan also invested RMB 27 billion (US $4.25
billion) in roads and bridges and another RMB 12 billion
(US $1.92 billion) in urban rail transit. The city now has in
place an “urban quick traffic system” which includes city
ring roads, an express road network, and an eco-bicycle
system. These improvements to city infrastructure have
helped alleviate congestion during rush hour. By comple-
tion of the system in 2015, travel between any two locations
within the second-ring road is projected to take less than
30 minutes. Wuhan also installed an electronic toll system
to manage toll collection gates at river crossings, further
alleviating traffic during rush hour.

Specific Issues
Cross-Sector Issues

Need for US Citizen Services at the US Consulate
in Wuhan

The US Consulate in Wuhan opened three years ago,
however it does not yet offer American citizen services,
such as notary, tax, and other services. Currently, in order
to access these services, citizens must travel to either Beijing
or Shanghai, which is expensive and inconvenient. As the
number of Americans and American businesses in Wuhan
and central China continues to grow, the need for these
services multiplies.

Human Resource Challenges

Competition for talent in Wuhan’s employment market
remains high, as there are more positions available than
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qualified people to fill them. Shortages of both experienced
professionals as well as recent university graduates exist.
More cooperation between local government, universities,
and corporations is needed in order to supply companies
with a sufficient talent pool possessing necessary skills.
Providing incentives for the establishment of vocational
education centers, or for companies to provide student
internship opportunities with the possibility for subsequent
full-time job placement, would enhance student prepared-
ness while also addressing sustainable employment needs
of the region. Finally, improved business and urban living
environments as well as tax and other incentives are
likewise needed to attract and retain more senior-level,
technical, and managerial talent to Wuhan. (Please refer to
the Human Resources chapter for more information.)

Research and Development in Wuhan

Wuhan Customs has made recent improvements in policy
consistency and transparency as well as in efficiency of
the customs clearance process. To further promote foreign
investment in Wuhan, however, AmCham China suggests
Wuhan Customs provide equal treatment and benefits
to both local and foreign-invested manufacturers and
R&D centers. This should include exempting imported
R&D equipment and service parts from value-added tax,
and providing a simplified customs clearance process for
training and educational materials. Transparent and equal
application of customs policies would improve efficiency
and the flow of shipments through customs while also
encouraging more foreign R&D investment in Wuhan.
(Please refer to the Customs chapter for more information.)

The Wuhan municipal government has been very
supportive of foreign-invested R&D centers. However,
companies still face many challenges in expanding R&D
investment in the city. Problems include limited land avail-
ability, electricity shortages, and lack of world-class medical
and school systems for the families of expatriate business
executives. Changes in social insurance and income tax
regulations also have had an impact. AmCham China
encourages Wuhan to address these various issues in order
to make the city even more attractive for foreign investment
in R&D.

We also recommend Wuhan explore possible development
of office properties catering to the needs of R&D facilities,
similar to the Gold Bridge ( 5 #77 ) office park in Shanghai
where each company office is in an independent building
with parking and other business services available. This
would enable R&D companies in Wuhan to more easily
maintain confidentiality of sensitive technologies and R&D
methods.

Promoting Wuhan’s Image

Inside China, Wuhan is known for its strength and influence
as a hub of central China, yet many outside of China have
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never heard of Wuhan. As the city grows increasingly inter-
nationalized, brand building and promotion will grow in
strategic importance for Wuhan's long-term development.
Effective city branding would attract more talent, enter-
prises, and investors. AmCham China recommends the city
position itself as a culturally rich international city, empha-
sizing its unique advantages and leveraging international
media channels and other influential global platforms, such
as international conferences and organizations, to build city
brand recognition worldwide.

Quality of Life Issues

Need for International-Standard Medical Care

International-standard medical care in Wuhan is improving
rapidly but still lags behind other major cities in China. For
example, there are no medical facilities specifically designed
for the English-speaking expatriate community, though
plans are currently underway. Wuhan’s two major hospital
systems have excellent facilities, diagnostic capabilities, and
medical expertise, they are actively engaging with academic
institutions and hospitals in the US, France, Germany,
Australia, UK, and other western countries. However, the
existing hospital systems could still improve clinical deci-
sion-making, standardization of methods, English fluency
of personnel, and quality of nursing care.

Adopting financial and tax incentives to encourage interna-
tional-standard medical care providers to invest in Wuhan
would increase access to quality medical care, facilitate
development of the medical services sector in the city, and
attract more foreign business executives and investors to
live, work, and invest in Wuhan.

Traffic and Transportation Infrastructure

Though Wuhan’s transportation and parking infrastructure
have recently dramatically improved, a rapid increase in
vehicle usage continues to put pressure on the system.
Wuhan should develop a strategic long-term vision for
sustainable development and urban planning to alleviate
traffic pressure. Further improvements to public transit and
supporting infrastructures are recommended, while also
maintaining emphasis on the construction and administra-
tion of parking lots to accommodate the growing number
of cars. Incentives for residents to make use of more
eco-friendly travel, for instance by using public transit or
purchasing hybrid and electric vehicles, would help reduce
congestion and pollution in the city. We also encourage
Wuhan to ensure that pedestrians have access to safe side-
walks.

Pollution

The Wuhan municipal government took significant steps
in pollution management over 2011. Nevertheless, substan-
tial air quality issues remain. In addition to pollution
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management of city infrastructure projects and vehicles,
the government should encourage the use of clean energy
such as natural gas, biomass, and solar power, while
reducing dependence on polluting thermal power plants.
Incentives to encourage saving energy; usage of waste gas
in the iron, steel, and other industries; and adoption of
combined cooling, heating, and power (CCHP) technology
by industry to increase efficiency would also help reduce
industrial pollution.

Conclusion

Wuhan continues to make tremendous progress in
improving city infrastructure and expanding investment
promotion. However, rapid growth has adversely impacted
the environment, created traffic congestion, and had other
negative impacts on the city that must be addressed. We
encourage Wuhan to continue to promote sustainable
business development while addressing such issues. By
incentivizing international-standard healthcare, improving
customs procedures and the investment environment for
R&D, addressing human resource challenges, and other
recommendations described above, Wuhan will be able to
attract greater foreign investment and maintain sustain-
able economic growth. The AmCham China Central
China chapter looks forward to working with the Wuhan
municipal government to achieve these goals.

Recommendations
For the Wuhan Government:

* Encourage international-standard healthcare
facilities to operate in Wuhan through the provi-
sion of incentives to qualified operators.

¢ Continue to improve and encourage the use of
mass transportation systems to reduce traffic
congestion, parking problems, and pollution.

e Ensure pedestrians have safe places to walk
throughout the city.

* Grant additional international school licenses
to qualified schools so that expatriate families
throughout the city will have access to quality
education.

* Develop consistent, transparent customs clearance
procedures that will encourage more companies to
invest in R&D in Wuhan.

» Explore possible development of office properties
catering to the needs of R&D facilities, similar to
the Gold Bridge office park in Shanghai.

* Develop effective city branding to attract more
talent, enterprises, and investors to Wuhan.

For the US Government:

o Offer American citizen services, such as notary, tax,
and other services, at the US Consulate in Wuhan.
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Abbreviations 4B R

3PPP Third-Party Payment Provider CAEFI China Association of Enterprises with
3T3NRU  3T3 Neutral Red Uptake Foreign Investment
A Level Advan;ed Level General Certificate of CAFFCI S:éng(::ii:;?i:’;uziriragrame’ Flavor,
Education
ACFTU All-China Federation of Trade Unions CBD Central Business District
ACP US-China Aviation Cooperation Program CBRC China Banking Regulatory Commission
ADS Approved Destination Status CcCcC China Compulsory Certification
AECOM Architgcture, Engineering, Consulting, ceci S;i)r:rang’gror;p;;i?l?i,t}?;rrtoigiittisn for
Operations, and Management Technology
Corporation CCDC China Central Depository & Clearing Co,
AEO Authorized Economic Operator Ltd.
AHWP Asian Harmonization Working Party CCHP Combined Cooling, Heating, and Power
AIC Administration of Industry and ccL Commerce Control List
Commerce ccr Central Counterparty
AMC Anti-Monopoly Commission CCPIT China Council for the Promotion of
AMC Asset Management Company International Trade
AML Anti-Monopoly Law of China ccs Carbon Capture and Storage
APCAC Asia-Pacific Council of American CDE Center for Drug Evaluation
Chambers of Commerce CE Circular Economy
API Active Pharmaceutical Ingredients CE Collective Enterprise
API Air Pollution Index CECP China Energy Conservation Program
AQSIQ General Administration of Quality CEPRI China Electric Power Research Institute
Supervision, Inspection, and Quarantine CERA Cambridge Energy Research Associates
ARF Automatic Registration Form CERC US-China Clean Energy Research Center
ASEAN Association of Southeast Asian Nations CESI China Electronic Standardization Institute
ATC Air Traffic Control CFETS China Foreign Exchange Trade System
ATFM Air Traffic Flow Management CIF Cost, Insurance, and Freight
ATMB Air Traffic Management Bureau CIIC China International Intellectech
ATMET Air Traffic Management Executive Corporation
Training CIQ China Inspection and Quarantine
AVIC Aviation Industry Corporation of China CIRC China Insurance Regulatory Commission
BIT Bilateral Investment Treaty CcMC Central Military Commission
BPO Business Process Outsourcing CMRA Chinese Master Repo Agreement
BRIC Brazil, Russia, India, China CNAF China National Aviation Fuel Group
BSE Bovine Spongiform Encephalopathy Corporation
BT Business Tax CNAO China National Audit Office
CAAC Civil Aviation Administration of China
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CNCA Certification and Accreditation EPO European Patent Office

Administration of China EPS Electronic Payment Services
CNTA China National Tourism Administration ERC Employee Representative Councils
CODEX Codex Alimentarius EUHT Extra Ultra-High Throughput
COMAC gﬁgznerical Aircraft Corporation of EUS End-User Statement
COTS Commercially Available Off-the-Shelf FAA US Federal Aviation Administration
cP Commercial Paper FAO Ec;gi gnlsa?iilr':sulture Organization of the
CPI Consumer Price Index FASCO Foreign Aviation Service Corporation
CPSC Consumer Product Safety Commission FBO Fixed Base Operator
CSR Corporate Social Responsibility FCC Federal Communications Commission
CSRC China Securities Regulatory Commission FDA US Food and Drug Administration
cT Computed Tomography FDI Foreign Direct Investment
CTA Clinical Trial Application FESCO Foreign Enterprise Human Resource
C-TPAT Customs-Trade Program Against Service Company

Terrorism FFIP Foreign Financial Information Providers
cup China Union Pay FIA Foreign Investment Administration
DCB Designated Certification Body Department of MOFCOM
DDA Dalian Development Area FICE Foreign-Invested Construction Enterprise
DDGS Distiller's Dried Grains with Solubles FIDE Foreign-Invested Design Enterprise
DE&CHP Decentralized Energy and Combined FIE Foreign-Invested Enterprise

Cooling, Heat, and Power FIESE Foreign-Invested Engineering Service
DLSP Dalian Software Park Enterprise
DOC US Department of Commerce FIR Flight Information Region
DQ Design Qualifications FSAP Financial Stability Assessment Program
DRG Diagnosis-Related Group FSL Food Safety Law
DRR Drug Registration Regulation FSS Flight Service Stations
DWT Deadweight Ton FY Fiscal Year
EA Enterprise Annuities FYP Five-Year Plan
ECP US-China Energy Cooperation Program GA General Aviation
ECWG Export Compliance Working Group GAC General Administration of Customs of
EDI Customs Electronic Data Interchange China
EDS Express Delivery Services GAPP l?sgleiza;lﬁlzi?inistration of Press and
EIT Enterprise Income Tax GARA General Aviation and Regional Aviation
EMDT 5:;;1;:;63 Management Development GDP Gross Domestic Product
EMS Electronic Manufacturing Services GDS Global Distribution Systems
EMV Europay, MasterCard, and Visa GHTF Global Harmonization Task Force
EPC Engineering, Procurement, and M Genetically Modified

Construction GMO Genetically Modified Organism
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GMP Good Manufacturing Process ISO International Organization for
GONGO Government-Organized Standardization
Non-Governmental Organization IT Information Technology
GP Government Procurement ITO Information Technology Outsourcing
GPA WTO Agreement on Government ITU International Telecommunications Union
Procurement IVD In-Vitro Diagnostic Device
GRI Global Reporting Initiative JCCT US-China Joint Commission on
GRIG3.1 Global Reporting Initiative Sustainability Commerce and Trade
Reporting Guidelines G3.1 JECFA Joint FAO/ WHO Expert Committee on
GUI Graphic User Interface Food Additives
GW Gigawatts Jv Joint Venture
HCP US-China Healthcare Cooperation KPO Knowledge Process Outsourcing
Program M&A Mergers and Acquisitions
HNTE High and New Technology Enterprises MEP Ministry of Environmental Protection
HR Human Resources MIIT Ministry of Industry and Information
HRO Human Resources Outsourcing Technology
HVAC Heating, Ventiliation, and Air MLP Medium- and Long-Range Plan
Conditioning MLPS Multi-Level Protection Scheme
IAMC Insurance Asset Management Company MNC Multinational Corporation/Company
IC Integrated Circuits MOA Ministry of Agriculture
ICAO International Civil Aviation Organization MOC Ministry of Construction (Renamed
ICT Information and Communications Ministry of Housing and Urban-Rural
Technology Development)
IDC International Data Corporation MOC Ministry of Culture
IEC International Electrotechnical MOCA Ministry of Civil Affairs
Commission MOE Ministry of Education
IEEE g:;ii;f;:f Electrical and Electronics MOF Ministry of Finance
IFC International Financial Center MOFA Ministry of Foreign Affairs
IGCC Integrated Gasification Combined-Cycle MOFCOM  Ministry of Commerce
Technology MOH Ministry of Health
IGCSE International General Certificate of MOHRSS Ministry of Human Resources and Social
Secondary Education Security
1P Indigenous Innovation Products MOHURD  Ministry of Housing and Urban-Rural
T Individual Income Tax Development
IMF International Monetary Fund MOR Ministry of Rail
P Intellectual Property MOST Ministry of Science and Technology
IPR Intellectual Property Rights MOU Memorandum of Understanding
IRG Immediate Release Guidelines MPS Ministry of Public Security
IRS Interest Rate Swap MOQIP Meat Quarantine Import Permit
MR Magnetic Resonance
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MRL Maximum Residue Levels PE Permanent Establishment

MRO Maintenance, Repair, and Overhaul PE Private Equity

MSD Modern Services District PET-CT Positron Emission Tomography -

MTN Medium-Term Note Computed Tomography

MTPL Mandatory Third Party Liability PLA People's Liberation Army

MW Megawatts PPP Public-Private Partnership

NAFMII National Association of Financial Markets PPPH Public-Private Partnership on Healthcare
Institutional Investors PRC People's Republic of China

NASSCOM National Association of Software and PRI Political Risk Insurance
Services Companies of India PSB Public Security Bureau

NBFI Non-Bank Financial Institution PTO US Patent and Trademark Office

NCAC gﬁit;c;nal Copyright Administration of QDII Qualified Domestic Institutional Investor

NDRC National Development and Reform QFII Qualified Foreign Institutional Investor
Commission QIP Quarantine Inspection Permit

NEA China National Energy Administration QMS Quality Management System

NEC National Energy Commission R&D Research and Development

NGO Non-Governmental Organization RA Regional Aviation

NIIP National Indigenous Innovation Product RDP Regulatory Data Protection

NOC National Oil Company RE Renewable Energy

NOX Nitrogen Oxide RFG Remanufactured Finished Goods

NPC National People’s Congress RFP Request for Proposal

NPL Non-Performing Loans RMB Renminbi

NPO Nonprofit Organization RNP Required Navigation Performance

NPVC National Promote Voluntary Certification RoHS Restriction of Hazardous Substances

NR III Non-Road III Regulation RPK Revenue-Passenger-Kilometer

NRVC National Recommended Electronic RQFII Renminbi Qualified Foreign Institutional
Information Products Pollution Control Investor
Voluntary Certificate RVSM Reduced Vertical Separation Minimum

OECD S;g%iif;g;iﬁfconomic Co-operation S&ED U.S-China Strategic and Economic

Dialogue

OIE World Organization for Animal Health SAC Standardization Administration of China

o1c Office of the Inspector General SAFE State Administration of Foreign Exchange

OSTP Office of Science and Technology Policy SAIC State Administration of Industry and

OTC Over-the-Counter Commerce

P&C Property and Casualty SAM Software Asset Management

pP2p Peer-to-Peer SAO Security Advisory Opinion

PBN Performance-Based Navigation SARFT State Administration of Radio, Film, and

PBOC People’s Bank of China Television

PCT Patent Cooperation Treaty SASAC State-Owned Assets Supervision and

Administration Commission
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ABBREVIATIONS |

SAT State Administration of Taxation T™O China Trademark Office
SATCC State Air Traffic Control Commission TNC Three Network Convergence
SC Technical Subcommittee TP Transfer Pricing
SCEP Service Center Establishment Plan TRAB Trademark Review and Appeal Board
SCH Shanghai Clearing House TRIPS Trade-Related Aspects of Intellectual
SCIO State Council Information Office Property Rights
SCLAO State Council Legislative Affairs Office TRQ Tariff Rate Quota
SDA Swaps and Derivatives Association upI Unique Device Identification
SDO Standards Development Organization vee User Generated Content
SDOC Self-Declaration of Compliance UHT Ultra-High Throughput
SDR Special Drawing Rights UHv Ultra-High Voltage
SEI Strategic Emerging Industries uLe Unit Labor Cost
SEMB State Encryption Management Bureau uMP Utility Model Patents
SFDA State Food and Drug Administration USITO US Information Technology Office
SH-SZ Shanghai-Shenzhen USML US Munitions List
SIPO State Intellectual Property Office VAS Value-Added Services
SKU Stock-Keeping Unit VAT Value-Added Tax
SLC Small Lending Companies VEU Validated End-User
SME Small- and Medium-Sized Enterprises VoIP Voice-over-Internet Protocol
SOE State-Owned Enterprises VPN Virtual Private Network
SPB State Postal Bureau VTC Validated Type Certificate
SPC Supreme People's Court WAPI }/r\{fl;{:sl:i itgil:sntication and Privacy
SPS Sanitary and Phytosanitary WCO World Customs Organization
SPV Special Purpose Vehicle WEEE Waste Electrical and Electronic Equipment
SRT Special Reorganization Treatment WFOE Wholly Foreign-Owned Enterprise
SSTEC Sino-Singapore Tianjin Eco-City WHO World Health Organization
SWIM System Wide Information Management WLAN Wireless Local Area Network
TAB E:ellsece(l)lrlnmunications Administration WSC World Semiconductor Council
TAL Technology Alert List WTO World Trade Organization
TBNA Tianjin Binhai New Area YRD Yangtze River Delta
TBT Technical Barriers to Trade
TC Technical Committee
TCM Traditional Chinese Medicine
TDA US Trade and Development Agency
TEDA Tianjin Economic-Technological
Development Area
TFSP Tianfu Software Park
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