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LETTER FROM THE RESEARCH TEAM

We are pleased to present the second annual CEIBS Survey on challenges and success factors of
foreign enterprises in China.

We would like to thank all respondents for their valuable contribution to the survey. Firstly to
the CEIBS alumni community that has supported this research. In addition, our gratitude goes to
the institutions and organizations that have participated in the survey. They are, in alphabetical
order:

China Integrated Co. Ltd, Consulting Firm

Confederation of Indian Industry China
Flanders Investment & Trade

Greek Commercial Office

Italian Chamber of Commerce

Israeli Chamber of Commerce

Spanish Commercial Office

Spanish Chamber of Commerce

Swiss Chamber of Commerce

And the many friends that helped us with their contacts.

We are also grateful for the financial support of CEIBS research fund, and the support of the
Alumni, EMBA and EDP offices at CEIBS. Also thank you to our research assistant Rika Chen.

This survey measures various aspects of doing business in China, ranging from success factors
and challenges to specific functional issues. It has been very successful in terms of participation,
in total 246 executives responded the survey. These executives occupy a variety of positions in
their organizations; among them there are 117 CEOs, company owners and top executives while
the rest of the respondents represent all the main business functions: HR, Finance, Marketing,
Sales, Operations and Research & Development. This broad participation adds rich and valuable
perspectives to the issues experienced by their organizations in China.
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Responsibility of the executives included in the survey (N=246):

Sales, 9
R&D, 12

Finance, 12

Marketing, 14

Operations,
26

The executives represented have an average of 18.3 years of work experience, of those 7.4 years
working in China. Regarding their gender, 88% are males and 12% females. Finally, they come
from 33 different countries including China.

Executives’ country of birth (N=241):

Belgium
2% Others

Greece 15%
Malaysia 29
2%
Italy
4%
France
5%
Germany
5%
United States

7% Denmark
7%

There is a great deal of valuable information to be mined from this survey, and we hope that this
study will help you in your success in China. Without your views and opinions, this report would
not have been possible. Our sincere thanks to all of you.
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THE RESEARCH TEAM

Dr. Juan Antonio Fernandez is Professor of Management at China
Europe International Business School (CEIBS), in Shanghai, China.

Prof. Fernandez has co-authored six books: CHINA CEO, Chinese SOEs
Reform, China CEO: A Field Guide, China (Foreign) Entrepreneur,
Chinese Entrepreneurs, and 2010 Doing Business in China Survey. He
has given presentations about his Chinese research in India, Japan,
Korea, UK, France, Italy and Spain.

For further information, please contact fjluan@ceibs.edu

Dr. Per V. Jenster is Adjunct Professor of Strategic Management of
China Europe International Business School (CEIBS), in Shanghai and
the Center for International Management & Industrial Development,
Switzerland.

In addition, he serves as Chairman of the Nordic International
Management Institute in Chengdu, China. His research has been widely
published in international journals and in more than 24 books.

For further information, please contact Pjenster@gmail.com.

Robert loane is a European innovative professional with 15+ years of
both corporate and academia experience. After finishing his MBA in the
United States at Tiffin University, he came to China.

He is currently a Business Administration Lecturer at Raffles Education
Corporation — Dong Hua University in Shanghai. As a Doctoral student
at SMC University, he is working on more projects related to the
Chinese market. The combined years of successful work and study
experience in countries spread over three continents recommend him
as a true global citizen, dedicated to cross cultural understanding.

For further information, please contact bogdan.ioane@gmail.com
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The study includes participants within organizations from 29 different countries:

Country of origin of the organizations represented (N=240):

The majority of the employer companies in our sample started their activities in China
between 2000 and 2010 (60% Of them). Regarding their locations, 58% are in Shanghai and 21%
in Beijing, the rest are located in other parts of China. The sample includes a total of 246
organizations operating in three main areas of industrial activity:

Companies’ main activity (N=246):

R&D, 10

Other data about these companies:
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Manufacturing companies are active in:

The companies included in the category “other” report their activities within aviation,
airline catering, environmental services, quality control, testing and inspections, art and art
exhibitions, architecture and certification services.

Service companies are active in:

30

The companies included in the category “other” report their activities in security,
composite materials, FMCG, imaging, cooling and air conditioning equipment, and packaging.
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What is the legal form of your company in China? (N=241)
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How many workers does your company employ in China (2010)?
(N=234)

How many workers does your company employ worldwide
(2010)? (N=230)
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What is your estimated annual revenue in China for 2010?
(N=203)

Less than 1 mio usp | 5 55%

1to 9 mio USD
10-49 mio USD
50 to 99 mio USD 11.59%

100-499 mio USD 10.98%

More than 500 mio 9.76%
usD §

0% 5% 10% 15% 20% 25% 30%

What is your estimated annual revenue worldwide for 2010?
(N=197)

Less than 1 mio USD
1to 9 mio USD

10-49 mio USD

50 to 99 mio USD

100-499 mio USD

More than 500 mio 52.41%
usD

0% 10% 20% 30% 40% 50% 60%
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What Worries

Foreign Executives?
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In general, we can say the respondents have positive expectations about the future.
They also declare that they have obtained results in 2010 that were in line with those
expectations. Another finding is that they consider China as a much tougher competitive
environment than their traditional markets. Finally, they declare having met most of their
strategic objectives for the China operation.

How confident are you in the ability of your China operations to

reach their business objectives successfully? (N=234) (on a scale
from 1 to 10, where 10 = extremely confident)

Inthe n;m year Inthe next 5 years
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How would you consider the competition in China compared to
that in your company’s country of origin? (N=238)

B Much weaker ~ BVWeaker @ Thesame B Tougher B Much tougher

50% -
_4244%
40%
30% -

20% -

10% -

0% -
the competition in China is

How manyof your original strategic objectives for your
China operation did you meet? (N=236)

Ehone @Some BMost @AI

140 -
119

Strategic objectives met in 2010 Strategic objectives met during the past 3 to
5years
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How significantly has the crisis affected your actual business in
China, compared to your pre-crisis plans? (N=226)

B Much less business than expected B Less business than expected [ As expected
B More husiness than expected B Much more business than expected

50% -
41.59%
40%-
30% -
20% -

10%-

0% -~
Compared to our pre-crisis previsions, we had
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Challenges and

Success Factors




Regarding factors that are critical for the success of their business in China, our respondents
mentioned the following:

At the organization level, having a good strategy and a high quality management team
are considered fundamental to success.

As for products and market, the key factors are price/quality ratio and branding.
Flexibility and guanxi (personal networks of influence, connections and good
relationships) are also critical.

Heading up the list of challenges three respondents face are three factors: finding and
retaining employees, increasing labor costs, and increasing strength of local competitors.

Success Factors: Organizational Strengths

How important are these factors for your company's success in
China?

Good Strategy

Quality of the management team
Company image and reputation

Strong company culture and values
Strong HR management

Support from HQ

Strictly enforced systems&processes
Good performance and incentive systems
Having a Chinese partner (if JV)
Adequate legal form

Good IP and know-how protection
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Success Factors: Products/Services/Marketing

How important are these factors for your company's success in

China?

Price/Quality Ratio

Brand Strength

Marketing & Sales

Product adapted to the Chinese market
After-Sales support

Manufacturing efficiency

Sourcing and Supplier Management
Good Distribution Channels

Consumer behavior knowledge
Research and Development in China

Outsourcing

20 40 60 80 100 120 140 160 180

Success Factors: Other Strengths

How important are these factors for your company's success in

China?

Flexibility, adapting to local ways
Guanxi / Networking

Knowledge of Laws & Regulations
Location selection

Good contracts and agreements
Chinese Language knowledge

Support from the Chinese government

Support from your home entities

33

20 40 60 80 100 120 140 160 180 200
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Challenges: What is causing you the most difficulty in the
running of your China operations?

Finding and retaining human resources
Increasing cost level

Chinese competitors are getting stronger
Unclear, changing, inconsistent regulations
Unfair advantages of Chinese competitors
Obtaining required licenses

Lack of support of Head Office

Global economic slowdown

Corruption

Local services, components below standards
Unreasonable customer expectations

RMB appreciation

Fragmented distribution

IP infringements

Intra-province protectionism

Other

In the category called “Other”, some of the respondents mentioned problems for the
Chinese employees to obtain Schengen Visa, the lack of local financing, local politics, unclear
long term strategy, etc.
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Human Resources
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Human resources is the top challenge for our respondents. Retention seems to be one
issue with an average of 12% turnover in 2010, together with increasing labor costs — there was
a 9% salary increase in 2010 compared to 2009. In terms of employment creation, the average
increase of labor force in 2010 was close to 18% and the planned increase in 2011 is of 20%.

In your industry and field of activity in China, how do you expect
the following HR costs to evolve in the coming 2 to 3 years?
(N=186)

@ Dramatically Reduced (lessthan -15%) B Somewhat Reduced ( -15% to -5%)
B Almost the same (4% to +4%) @ Somewhat Increased (5% to 15%)
B Oramatically Increased (more than 15%)

Unskilled labor 35.06% 44.25% 17 24%

Engineers and |
skilled labor 50.28% 34.08%

Sales people 52.81% 32.58%

Middle

Management e e

Top Management - 13.19% 40.11% 42.86%

I

0% 20% 40% 60% 80% 100%
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In which category is retention difficult? (N=184)

B Very difficut @ Somehow difficut B Not difficutt

E

Top managers -B20 47% (42.11%)

= |
Middle managers , 25.00%|
T

Engineers and
technical employees

Sales people ; ; 22.09%|
- |

Unskilled labor 2 [5287%)

0% 20% 40% 60% 80% 100%
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Marketing and Sales




The participants in the survey reported a decline in the percentage of growth of their
sales to clients in China whilst sales to clients located outside of China increased. On average,
the increase of sales to clients located in China grew by 35% in 2010 and they expect to grow by
30% in 2011. In comparison, the growth of sales to clients located outside of China grew by 16%
in 2010 and it is expected to grow by 20% in 2011. Lastly, they spend an average of 6.5% of their
revenues on marketing.

In your market segment, what is your position in China? (N=174)

BWeareasmalplayer  @Wearethrdorfouth  @Wearesecond  We are market leader
60% -
50%
40°%
30%-
-

10%-

0%~
Our position on our market segment is:
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To what extent is your customer base in China fragmented?
(N=167)

B Very fragmerted B Fragmented @ Somewhat Fragmented (& few big clients)
@ Not Fragmented (Only 1 Major Client)

50%

40% -

Our customer base is

To what type of client are you mostly selling?

Chinese Chinese Foreign Foreign Chinese  Foreigners Foreign
private SOEs companies companies consumers livingin  consumers
companies in China  outside of  in China China outside of
China China
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In what segments of the China market are you selling your
products? (N=151)

@ Little (0to 5%) B Some (6 to 20%) 3 Many (21 to 50%) @ Most (more than 50%)

Premium 1 |
Segment/ High ... 17 229% 18 54%

Middle
Segment/Middle
E...

Low Segment/Low
End

20%

What are your plans for the future? (N=158)

5.70%

Sell more in the Sell more inthe middle Sell more in the low-end
premiumhigh-end segment segment segment
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Please rate these types of marketing tools by effectiveness for
your activities in China.

Participation in trade fairs
Seminars, conferences, speeches
Direct promotion

E-mail Newsletter

Print Advertising

PR, articles publication

Internet advertising

TV Advertising

"On the street" advertising

Other

Other responses indicated additional effective marketing tools for China market, such as
mouth-to-mouth, networking and personal contacts, relationship management and direct sales.

Please rate the influence of these different factors on the success
of your sales in China.

Developing a strong brand
Price/quality ratio

Service (pre- & after-sales)
Distribution network

Price

Quality

R&D (product adjustment to market)
Speed to market

Awareness & advertising campaigns
Market research

Other

20 40 60 80 100 120

Other factors that influenced the sales success for our respondents were: good design,
good relationship within their supply chain, measurable ROI for partners and good references
from existing customers.
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Most of our respondents (67% of the total) consider Intellectual Property as important
or very important for their business in China. An important number of them own patents (81),
trademarks (95) and proprietary technologies (65). Other respondents mentioned owning
domains, know-how, processes, designs, formulations and non-patentable knowledge.

How often has your IP been infringed upon in the past year?
(N=219)

Bl Never B Rarely @ Sometimes B Quite Often B Happens all the time

| » |
Counterfeit products i 6 23.81% 16 .67%

Disclosure of
know-how/commercial
secrets

Patent infringement

Trademark infringement

60% 80% 100%
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Who have been the perpetrators of IP infringement? (N=112)

E Never M Rarely O Sometimes H Quite Often @ Happens all the time

Employees
Clients
Suppliers

JV Partner(s)
Competitors

Unknown

60% 80% 100%

Compared to 3 years ago, the number of IP infringements has ...
(N=129)

Of a total of 137 respondents experiencing IP infringement, 52 have taken legal action against

the perpetrators.
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If you have taken legal action in response to IP rights
infringements, how often was it successful? (N=40)

@ Never W Rarely @ Sometimes @ Quite Often @ Always

For ' I | |

Know-how & ] 28.95% JIN 18 42%

commercial - '- 1
secrets '

For Patents

For
Trademarks

60% 80% 100%

During the past 3 years, the IP protection from the government
in China is (N=146)

Much better Much worse
2% 1%

me
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What is the extent of damage to your business that is caused by
IPR infringement originating in China? (N=135)
B NoDamage B SomeDamage  ENotsure B Critical Damage
50%
0% |
30%
20% -

10% -

006 .
The extent of damage is

Which are the most effective measures you use to protect your
Intellectual Property in China?

10

Register trademarks/patents in China
HR management measures

Limit IP knowledge to few employees
Avoid IP-intensive processes in China
Pursue legal actions against infringers
Track Chinese competitors

Measures to make theft harder
Technical measures

Build in misleading features

Other

Amongst other effective measures, the respondents suggested keeping strategic
developments abroad, using aggressive marketing and sales strategies, being fast to market,
increasing the brand awareness and innovating.
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Within the sample there are 28 companies with R&D in China. Most of them are small
centers, 14 of them have less than 10 people employed, and a few are large centers. The annual
funding follows the same pattern. The average funding of their R&D activities accounts for 14.5%
of their revenues in China. Finally of the 28, the majority (25) are satisfied with their R&D
operations in China.

What is your R&D China Center’s annual funding? (N=28)
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How important are the following reasons for having opened or
your plans to open an R&D unit or center in China?

4 6 8 10 12 14 16

Be better able to adapt product to China
Speed of new products to market

Be close to suppliers for making the products,
Reduce R&D costs

Corporate commitment to Chinese market
Better communication btw China & group R&D
Availability of large pool of knowledge workers
Better image of company to China government

Other

Other reasons were tax breaks and access to Chinese knowledge and research.

What type of R&D activities are you doing, or are planning to do,
in China?

Fundamental
research

Applied Research
Product or technology

development

Product or technology
improvement

Technology service

and support 46.59%

'

0%  30%  40%  50%  60%  70%
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Regarding R&D in China, what do you plan in the future? (N=29)

Increase intensity in  Keep the same level  Stop doing R&D in Lower intensity in
the next 2-5 years China the next 2-5 years
and/or expand R&D and/or decrease
activities R&D activities
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Outsourcing is one of the key activities of foreign manufacturing companies in China. Of
the 76 respondents that report having outsourced products, 78% have plans to increase the
outsourcing activity in the next three years.

What are you sourcing in China?

BYes @No
120%-
100% -
80% -
60% -

40% -

Finished products Sub-assemblies Parts or components
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How have the prices changed on the products you buy from
China, relative to previous years? (N=72)

In 2010, compared to 2009 In 2011, compared to 2010

Have your products needed adaptation to enter the Chinese
market? (N=75)

B No adaptation W Little adaptation [ Major adaptation B Complete adaptation

70%
£0.00%
60% -
50%
40% -
30%

20%

Product adaptation
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In your industry and field of activity in China, how do you expect
the following costs to evolve in the coming 2 to 3 years? (N=76)

B Dramatically Reduced (less than -15%) B Somewhat Reduced (-15%t0 -5%) @ Almost same (-4% to +4%)
B Somewhet Increased (5% to 15%) @ Dramatically Increased (more than 15%)

Locally & T —-

produced
materials and a2

components

Imported
materials and
components

Utilities and
energy

0% 20% 0% 60% 80% 100%

Have you, in recent years, moved part or all your production to a
"cheaper" country (e.g. Indonesia, Vietham, South America etc?)
(N=78)

BWedont produceinChina B MovedNone B Movedpartoft B Moved all production
100% -

80% -

60% -

40% -

20% -

0% -~

CEIBS | Foreign Executives in China Survey




#\CEIBS

Have you developed a "China line" of your products? (N=78)

For those that export a “China line” (23%), where do you export
it? (N=18)
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THANK YOU

Juan A. Fernandez Per Jenster Robert loane
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