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Abstract
“Whether a cat is black or yellow makes no difference. As long as it catches
mice, it is a good cat.”
Deng Xiaoping, 1962

From a historic point of view, the China’s economic miracle is the result of a fusion of two maxims
once considered incompatible: capitalism in its purest form on the one hand and the orthodox
doctrines of Marx and Mao on the other. Deng Xiaoping, who assumed power in 1978, turned China
from a Soviet-style planned economy into a communist market economy. This transition was relatively
gentle and as a result took much longer than the changes in the political and economic systems of
Eastern Europe, for instance. Under the auspices of Deng Xiaoping, China was reintegrated into the
global economy. So-called Special Economic Zones, whose output was destined exclusively for
export, were established along the southern coast. Gradually foreign investment was allowed in the
cities, where for the first time companies were permitted to manufacture for the domestic market. From
1986 onwards, it was possible to establish wholly foreign-owned enterprises, which were also allowed
to produce for the Chinese market. In the subsequent years, increasing amounts of capital from
Europe and the U.S. began to flow into China, converging with the traditional foreign investments from
Hong Kong and Taiwan. Only on two occasions was the ever rising inflow of foreign money briefly
reduced: following the student protests in 1989 and the Asian crisis in 1997.
China’s economic development undoubtedly has been impressive, particularly in the last 10 to 15
years. Cities whose appearance changed almost completely in a matter of a decade, fleets of cars that
drove the traditional bicycles out of the city centers, booming economic regions along the coast – they
all are among the most obvious testimonies of China’s progress. The nation’s economic growth is
increasingly being felt on a global scale. There is little doubt about the impact China’s enormous
hunger for commodities is having on the prices of oil and many other raw materials such as metals. In
addition to these effects, which are tangible to a greater or lesser degree abroad and therefore also in
Switzerland, China has become almost an integral part of the strategic plans of Swiss industrial
companies. Regardless of whether the subject is the purchase of intermediate products, production or
the sale of goods in China: For large and even medium-sized enterprises, it is impossible or very
difficult to avoid the tremendous potential the Chinese market has to offer. Yet there is no doubt that a
commitment in China does not only offer enormous potential but also entails a number of risks. The
interpretation of local rules and relevant federal laws can sometimes be bewildering for those affected.
The unwanted transfer of know-how to Chinese partners may also spawn uncomfortable local
competitors. And the protection of intellectual property, though improved since China entered the WTO
in 2001, remains a far cry from what is desirable from a western point of view.
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This study aims to provide investors with an overview over the activities in China of publicly listed
Swiss companies and show how the respective companies’ strategies differ from one another or what
they have in common. In addition to information from secondary sources, we have also conducted a
survey of Swiss companies and are presenting the results in this study. We have looked at what drives
the continuing direct investments in China and evaluated sector-specific risks. This study cannot and
indeed should not be taken as the sole basis for investment decisions. Yet what it certainly can be is a
valuable element in the valuation of Swiss industrial sectors and individual companies.
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1 China’s rise – issues and prospects
Although China is still a developing country with a relatively low per capita income, it has experienced
tremendous economic growth since the late 1980s. After stagnating for two decades under the rigid
authoritarian communist rule, China now has the world's fastest-growing economy. Some stylized facts
about China’s economy Today, China is the
world’s third largest
economy on a PPP basis

China needs to create up
to 25 million new jobs
each year



In nominal terms, China currently accounts for almost 4% of world output, more than one and a
half times bigger than Canada. Measured on a PPP (Purchasing Power Parity) basis, China's
share of global output has risen from 11% in 2000 to over 13% in 2004. Indeed, on a PPP basis
China’s economy is the third largest if we count the euro area as a single economy.



China's share of world trade has grown rapidly. In 1990, its share of world exports was 1.9%,
which increased to 6% by 2003. Manufactures comprise about 90% of total Chinese exports,
while exports of foreign funded enterprises represent about one half of total exports. China's
manufacturing sector now comprises 35% of GDP and employs close to 100 million workers.
According to the IMF, China accounts for 29% of world trade in bicycles, 28% in toys, 25% in
footwear and 20% in ready-made garments. China's share of world imports grew from 1.5% in
1990, to 3.6% in 2000 and 5.7% by 2003.



China’s major trade partners are the U.S., Japan, South Korea, Taiwan, and Germany. In the past
five years, China’s imports have being growing faster than its exports. China’s bilateral trade
surplus with the U.S. has expanded, but China runs bilateral trade deficits with other Asian
countries as well as with countries that supply commodities. China’s imports have expanded at an
average of 26% p.a. over the past four years.



In 2003, China consumed 7.4% of oil produced in the world, 30% of coal, 27% of iron ore, and
40% of cement. Chinese steel imports represented something over 10% of world steel imports
last year, more than double the share in 1995. Chinese imports of soybeans represented more
than one-third of total world imports. Chinese imports of cotton comprised almost a quarter of
world imports in 2004, compared with about 7% in 1990.



For the five ASEAN countries—Malaysia, Thailand, Singapore, Indonesia, and the Philippines—
China has also become an increasingly important market: in 1995, China accounted for 2.6% of
these five countries’ exports. In 2003, that figure had risen to 6.7%. India more than quadrupled
its exports to China over the same period, from less that 1% in 1995 to 4.5% in 2003.



The development of private companies has created new jobs for the surplus labor of state-owned
enterprises. In 2003 the private sector created 7.8 million new jobs: 6.5 million in urban areas and
1.3 million in rural areas. There are an estimated 150 million excess rural workers. China’s
officials estimate that between 20 and 25 million new jobs need to be created each year to
provide sufficient employment opportunities for new entrants, the unemployed, and migrants from
rural to urban areas.
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In 2003, private and foreign firms and joint ventures accounted for 3.6 times the combined output
of state-owned enterprises and collectives.



Foreign investors look to China to deliver outstanding returns. These are expected to arise from
long-run expansion of purchasing power of Chinese consumers and businesses, or as a low-cost
centre of production.

1.1 Placing the Chinese growth story in context
In many ways, the mood of optimism surrounding China’s prospects could be likened to the ascent of
Japan in the 1960s and 1970s; or the rise of South Korea, Taiwan, Hong Kong and Singapore in the
late 1980s and early 1990s. Each of these countries experienced periods of high growth for two
decades or more, occasionally punctuated by corrections – such as the recession in Japan following
the oil shocks of 1974 and 1981, the economic crisis in Korea and ASEAN in the late 1990s.
There are certain features that supported high rates of economic growth in these countries that are
common to China, as well as features that distinguish China’s experience from other Asian economies.
1.1.1 Favorable demographics
Rapid growth in China’s economy since the mid-1990s is partly a demographic story.
Demographics will favor
China until 2015

China is the most populous country in the world with the total number people crossing 1.3 billion in
2005, comprising one-fifth of global humanity. Since the mid-1970s China’s government adopted
measures to reduce China’s birth rate. Between 1970 and 1980, the crude birth rate dropped from
36.9 live births per 1,000 persons to 17.6 live births per 1,000. Elements of socioeconomic change,
such as increased employment of women in both urban and rural areas and reduced infant mortality
played a role in reducing the fertility rate. Population growth is expected by the World Bank to halve
from an annual average of 1.2% between 1980/81 to just 0.6% between 2001 and 2015.
With a strong rise in population in the 1960-80 period and subsequent downturn in the birth rate, an
age bulge of those currently in their late thirties to early fifties is working its way through China’s age
structure. Since the mid-1990s, China’s economy has benefited from this age bulge, as for this age
group, labor productivity as well as savings rates are high relative to other age cohorts. Japan
witnessed similar phenomena in the 1980s, which also coincided with the peak of Japan as a global
economic power.

By 2050 China will count
some 300 million elderly

However, from the year 2015 onwards, demographic trends will act as a drag on Chinese economic
growth as significant numbers of Chinese begin to retire. If the trend decline in fertility rates continues
and people live longer lives, by the year 2050, almost one in four Chinese will be elderly – some 300
million.
China will have to expend tremendous resources to deal with its own aging crisis without the benefit of
sophisticated tax structures, deep capital markets, and developed pension and health-care systems—
that assist developed countries.
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Foreign direct investment
has accelerated the pace
of growth since the mid1990s

1.1.2 Late start in industrializing
That China today routinely posts rates of economic growth in excess of 7% p.a. is partly due to the fact
that China under socialism had fallen far behind other Asian economies that had adopted market
economics. By the early 1980s, the potential for catch up was substantial. Injections of foreign direct
investment into East Asian countries since the mid-1980s, and in China since the mid-1990s have
accelerated the pace of economic development.
China can generate productivity gains by shifting labor from agriculture to manufacturing, but also from
capital deepening of the manufacturing sector. Being a late developer, China is able to adopt
technologies practiced near the global frontier without the need to devote resources to develop new
technologies. China can focus its efforts on learning existing technologies and adapting these to
achieve higher productivity and quality improvements.

S-curve of income growth in Asia
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1.2 Getting government out of the way
The year 1979 is typically assigned as the beginning of the reform era, under the leadership of Deng
Xiaoping. What initiated the economic boom in China was the removal of prohibitive regulations and
government policies that actively discriminate against private enterprise in favor of publicly-owned
entities.
Under the leadership of Deng Xiaoping, liberalization of China’s economy focused on the agriculture
sector in 1979 and subsequently spread to sectors formerly dominated by state-owned enterprises in
the 1980s and 1990s.
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1.3 Creating private property rights & regulating private businesses
Only in the late 1990s did
China formally recognize
private property rights

Beginning in the late 1970s, the government actively sought to reconstitute China’s private sector. In
the period between 1980 and 1998 the system generated “de facto private property rights” resulting
from decentralization of the public ownership; the inflow of direct foreign investment; and emergence
of native private business. First, private entities like sole proprietors, partnerships and limited stocks
companies had to gain recognition under the law. This took place from 1986 up until the late 1990s.
Quite apart from enhancing economic growth, recognition of private property rights, and subsequent
improvement in terms of clarity and their rights vis-à-vis China’s government and legal system,
contributed to the increase in prices of real assets, notably real estate.
Only in the late 1990s and in recent years has China’s government moved to formally recognize
private property rights and define how the private sector will coexist with government.

1.4 Attainment of stability in the political and economic spheres
The leadership’s
legitimacy hinges on
improvement of living
standards

Just as personal experience of the Great Depression made policy makers in the 1960s in Europe and
the U.S. willing to embrace full employment as a goal, the priorities of senior Chinese officials in recent
years have been shaped by hardships endured during the Great Leap Forward (1958-60) and the
Cultural Revolution (1966-1976).
Two key lessons were absorbed and are reflected in Chinese economic policy today –
(i) There is an awareness that the Chinese Communist Party (CCP) can no longer assume it has the
backing of workers if it cannot preside over an improvement in living standards.
(ii) The Great Leap Forward and the Cultural Revolution became widely recognized as examples of
wrenching social dislocations brought about by political zealotry. The ascension of so-called
pragmatists to power in China following Mao’s death brought with it a sense of caution, not to
destabilize social and business affairs of individuals. That said, the CCP leadership has consistently
demonstrated its preparedness to employ violence to suppress any form of political dissent.

1.5 Policies that create comparative advantage
China’s success in attracting FDI is not just due to its pool of low-wage labor, but also due to
government efforts over two decades to foster a congenial environment for business. China is not the
only country to offer low-wage labor - wages in India are comparably low at around USD1,000 p.a. on
average. However, labor productivity is much higher in China and this is largely a consequence of
government policy.
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The government’s policy approach can be characterized as follows –
(a) Sensible regional development strategy, notably the creation of special economic zones (SEZ).
SEZs are strategically located, designed to give foreign investors and domestic enterprises favorable
conditions for rapid export promotion.
Government policies have
created an attractive
environment for FDI

(b) The government’s willingness to devolve power to regions to attract and regulate foreign investment. Regional authorities can approve foreign investments of up to USD30 million, without recourse
to the central government. As a result, SEZs are in direct competition with one other at both the domestic and the international level in attracting foreign investors.
(c) Aggressive use of tax-related incentives to encourage foreign investment. Exporters are allowed to
import intermediate products and capital goods duty free. They are given generous tax holidays. Since
1998, China has ramped up efforts to encourage multinational companies (MNCs) and foreign technology companies to invest in technology and innovation in China.
(d) Within the SEZs, exporters were assured decent infrastructure, often through the provision of land,
power, physical security, and transport to the ports. Within SEZ, foreign companies were given great
flexibility to hire and fire staff.
In a report comparing policies affecting FDI in China versus India, management consultancy McKinsey
estimated that China could offer lower commodity and utility prices, lower indirect taxes (14% as
against 25-30% in India), lower import duties on raw materials (13% as against 24%), higher labor
productivity (1.6 to five times in different segments) and low capital investment requirements. The
study found that in addition to these factors, marginal pricing and poor cost accounting drive lower
domestic prices in China.
According to the IMF, foreign investment enterprises account for a significant share of industrial output
produced in China. In 2001 their share in total production was equal to 31.3%. In twenty sectors, foreign enterprises accounted for three-quarters or more of industrial output produced in China in 2001.
These included some technology-intensive industries – such as manufacturing of copying machines,
computers, cameras, communication equipment, radio and tape recorders, integrated circuits as well
as consumer good industries – processing of fish sauce and production of soft drinks.

1.6 Once “easy growth” is over – long-term challenges
One of the biggest
challenges will be the
coexistence between a
centralized political
system with a
decentralized economy

In the coming years China’s leadership believes it can maintain a centralized political system while
moving to increasingly decentralize its economy. Inevitably, tensions between these two forces will
arise. Informal networks exist that control key aspects of commercial life such as the granting of licenses, the allocation of public works contracts, the allocation of bank credit, pressure on banks not to
foreclose on failing business because of political connections. As seen elsewhere in Asia, political
monopolies tend to spur the development of commercial monopolies. Much is made of anti-corruption
drives, which invariably weed out middle ranking bureaucrats taking bribes. But what is arguably more
important for foreign investors is “macro-corruption” – the existence of regulatory barriers that either
prevent entry into lucrative markets or measures that bestow significant competitive advantage to local
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entities, administered by officials who hold pecuniary interests that benefit from the operation of such
arrangements.

1.7 China’s communist crony capitalism
Communist party
networks permeate the
economy

In 2002 Forbes magazine listed China’s 100 richest multi-millionaires. One-quarter of these declared
they were CCP members. Most Chinese CEO’s of private companies or transnational corporations
also have party connections. Foreign companies seeking to capitalize on opportunities arising by
China’s development may find that scope for returns has been severely limited by entry of CCP-linked
competitors.
A 2002 study by the OECD said there remain restrictions on the organizational forms of FDI entry.
Industries where Chinese partners must have majority shares include coal-mining, oil and gas delivery,
in the design and manufacture of civil air planes, printing and publishing, development and production
of grain, medical institutions and repairs, designing and manufacturing of special, high-performance
ships, and ships above 35,000 tons.

Administrative obstruction
remains an obstacle to
FDI

A number of companies have experienced difficulties seeking access customers beyond the confines
of the Special Economic Zone. A recent IMF study cited evidence suggesting that in an effort to protect industries from competition, local governments in China are erecting barriers to entry of goods
from other provinces. “For instance, managers of Chinese firms confirmed that they have indeed experienced some difficulties in accessing markets in other provinces. The administrative units of the
industry and commerce department were reportedly obstructing access to markets through audits or
local registration requirements. Unfortunately, it is not possible to directly measure such barriers. As it
is illegal to impose trade restrictions, the measures adopted to protect local industries from competition
are usually more subtle than a direct border tax”. IMF research on China’s FDI policy points to significant gains in GDP output if internal barriers to trade were removed. The IMF finds that access to customers and suppliers of intermediate inputs are the key determinants of FDI inflows. The results show
that doubling either market access or supplier access is associated with a 40% increase in the entry of
foreign firms, whereas the effect of doubling production costs reduces entry of foreign firms by roughly
20%.

1.8 Turning savings into consumption
High savings could
prepare the ground for a
future consumption boom

Following the onset of Asian crisis in 1997, the CCP abandoned plans to liberalize China’s capital
account. The government has used compulsory savings schemes to generate pools of investment
capital. The Graph on the next page shows an extraordinary situation where China – with per capita
income of less than USD5,000 (PPP adjusted) – has a higher savings rate than Japan or Switzerland,
despite the fact that per capita incomes of these countries are five times higher. Countries at similar
levels of per capita income – India and Indonesia – spend an extra USD1,000 each year in additional
private consumption relative to China. What accompanied the creation of savings pools were statedirected asset management companies. Such hard-won thrift bestows the benefit of greater control
over the development process. China is less exposed to capital flight arising from dependence on
foreign portfolio investment. All indications suggest that higher investment and economic liberalization
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are increasing productivity, laying the foundations for gains in per capita incomes in the coming years.
As China grows wealthier, it is hoped by foreign companies producing consumer durables that
Chinese savings rates will fall. Meanwhile, foreign banks and asset management companies hope to
be able to gain access to national savings pool. The historical experience in Asia suggests that decisions on these issues tend to be taken when per capita incomes reach between USD10,000 to
USD15,000.
One path was followed by Korea and Taiwan, which have posted trend reduction in their savings rates
as their incomes increased. Then there is the path followed by Singapore, where savings rates remain
very high despite even more rapid gains in incomes. Also in Singapore, government-linked entities
have enjoyed regulatory privilege over investment allocation decisions, which results in governmentlinked trading companies gaining access to cheap and patient funding capital. The nexus between
cheap capital funding and regulatory privilege in product markets forms the bedrock of competitiveness of government-linked corporations. It is a model we judge will prove very attractive to CCP leaders, who may well attempt to adopt aspects of it.
Future savings: Two paths to follow

Future savings: two paths to follow
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1.9 Near-term risks

High exposure to the
manufacturing sector
poses a structural risk

1.9.1 Exposure to possible downturn in G3 consumer demand
The major risk we identify operating in the near term to the health of China’s economy and of China
growth-linked investments arises from the large exposure of the economy to the manufacturing sector.
It has taken China nine years to double per capita incomes from 1996 to 2004. Over this time, there
has been a rapid expansion in manufacturing productive capacity. Cumulative foreign investment in
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manufacturing between 1980 and 2004 reached approximately USD400 billion, roughly the annual
GDP of Taiwan. Manufactured exports increased almost five-fold, while the average share of gross
fixed capital formation of GDP was 38.0%. Since 1980, this share had risen from around 30% to
approximately 46% of GDP in 2004. Meanwhile, the share of private consumption in GDP fell from
close to 50% in 1980 to 44% in 2004. The magnitude of the expansion of China’s manufacturing
sector, and given that the bulk of productive capacity is geared to export markets gives rise to two
risks for China and industrialized countries. The first risk is whether the rapid buildup of China’s
manufacturing industry has produced a situation of excess capacity on a global scale. It is not clear
that the process of downsizing manufacturing in higher-cost industrialized countries is anywhere near
complete. Manufacturing operations in higher cost countries may prove uneconomic should global
consumer spending weaken. Spurred by deterioration in global trading conditions, foreign manufacturers may accelerate the pace of decommissioning factories in higher-cost countries. This suggests that
industrialized countries will bear the pain of adjustment should a global manufacturing recession unfold. However, China will be also adversely affected if reports are true that China has attracted a
number of manufacturers operating at sub-normal margins. While China’s allure as a low-cost location
improves when global trading conditions worsen, it is not that clear that FDI into China will accelerate
again. On the contrary, in a global recession multinational companies (MNCs) have less retained
earnings to fund investments abroad.
The fact is that China still needs the world more than the world needs China. Nevertheless, a rise of
protectionist tendencies as a result of increased competition in manufacturing would further exacerbate negative trends and end up hurting all parties involved.
The rapid emergence of China’s manufacturing sector and its important place in the China’s economy
could represent a dangerous concentration of risk for the broader economy and to China’s banks.
Parallels may be drawn to South Korea, which experienced a recession in the late 1990s due to financial difficulties of conglomerates in the automotive and heavy industries; or weakness in the economies of Taiwan and Singapore in 2001/2002 due to their heavy exposure to information technology
industry after the dotcom crash.

The lack of investment
opportunities fuels
speculation in real assets

China has the means to
stabilize its banking
system

1.9.2 Underdeveloped monetary policy spurs excess speculation
China has experienced difficulty absorbing large inflows of capital from abroad. Maintaining a fixed
exchange rate means the government has incomplete control over the money base. As the surplus on
the balance of payments has increased in the past decade, so have holdings of cash balances,
resulting in rapid accumulation of Chinese monetary aggregates relative to GDP. The government’s
attempts to limit growth in the balance sheets of local banks via lending curbs and interest rate
ceilings, this giving rise to incentives to fund investments from corporate cash flow, or to seek funds
elsewhere. As the incomes of local businesses and certain households have increased, these agents
find they are unable to adequately diversify investments due to capital controls. The desire to diversify
wealth, coupled with low real interest rates, drive private agents to speculate in real assets such as
property or precious metals. The concern is that capital is wasted on non-productive ventures, and that
investors will take on exposures they are not well placed to assess or manage. Eventually this could
fuel another wave of non-performing loans (NPLs), placing still further strain on the banking system
and threaten consumer and business spending in the medium term.
1.9.3 A banking shock in 2007?
China's banks are in a fragile condition, with many institutes saddled by debts of loss-making former
state-owned enterprises. Under WTO rules, China will open its domestic banking industry in December
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2006, enabling foreign banks to compete for retail and commercial deposits. This will fundamentally
alter the risk landscape for Chinese banks, as they can no longer be assured of stability of their deposit base. At first glance, the idea of liberalizing the banking system at a time when banks are financially weak would appear foolhardy, as depositors may withdraw funds at the first sign of financial
difficulty, sparking a banking crisis. However China’s government enjoys significant room for maneuver
to prevent financial crisis from developing. First, the government could seek to boost depositor confidence by guaranteeing deposits of Chinese banks. To that end, the government will find the credibility
of such a promise enhanced if it can draw on massive holdings of foreign currency reserves. Second,
the government will also find that stability of the financial system is enhanced if depositors retain faith
in the renminbi (RMB )as a store of value. Commentators quantified the negative impact on capitalization of Chinese banks of a RMB revaluation. Not only does a modest revaluation limit adverse valuation effects on bank capital, it can also be commended in terms of maintaining stability of banks’ deposit base. A long-term policy of maintaining an undervalued exchange rate establishes credibility in
the RMB in the minds of depositors, as the only time its international value changes is when the unit is
being revalued. Third, as in Japan, China’s banking regulator is not independent of the government,
and is likely to recognize NPLs only when the government is in a position to recapitalize the bank. It is
highly unlikely that due diligence of a banks’ loan book by China’s banking regulator will precipitate a
banking crisis. Finally, China’s government can use government-linked asset management companies
to inject capital into banks, by purchasing securitized NPLs at inflated prices. Such a method shields
banks from having to absorb the full extent of losses associated with loan losses.

1.10 China, WTO and foreign investments
The total stock of FDI
reached USD560 billion in
2004

Following the launch of the second round of economic reforms in 1992, China quickly became a
magnet for foreign investments. After a relative lull caused by the Asian crisis and the dotcom boom,
China’s accession to the World Trade Organization (WTO) in December 2001 triggered a new surge.
By 2003 China had overtaken the U.S. to become the largest recipient of foreign direct investment
(FDI). At the end of 2004, the total stock of FDI reached approx. USD560 billion.
China Mainland: FDI flows and stock (in USD m)
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1.10.1 WTO and regulations for foreigners
While Deng Xiaoping’s reforms had set off the foreign investment wave, only WTO membership
brought about the real integration of China into the world economy and its emergence as a main global
economic power. At the same time, preparing for and meeting WTO requirements handed the Chinese
leadership a welcome lever to accelerate the economic reform process. Foreign-funded or -owned
ventures thus assume an important role for increasing competitive pressure on state-owned enterprises (SOE) and, generally, for creating a more competitive environment.
Overall China has a good
track record in
implementing WTO
commitments…

Under the WTO accession agreement, China undertook a large number of commitments based on the
principles of non-discrimination and most-favored-nation treatment for all member states. Although
granted a twelve-year transitional period with a number of safeguards, China set out to implement
most of the changes required speedily and some significantly ahead of schedule. Comprehensive
reductions of tariffs and non-tariff barriers were one part of the deal. By the beginning of 2005, the
average tariff had fallen below 10% from 15.3% in 2001.
As a result of the WTO entry, China also broadened internal regulations which determine sectors and
projects that are officially encouraged or permitted for FDI. Already in 2001, the requirement for FDI
ventures to be export-oriented or active in the field of high technology was dropped. This decision
brought existing regulations in line with the so-called trade-related investment measures (TRIMs) and,
more importantly, opened more of China’s huge domestic market to local but foreign-owned production. However, the most substantial concessions were made in the area of market access for services,
where China’s commitments were extremely far-reaching. China agreed to open a number of sectors
(e.g. financial services, telecom) formerly completely closed to foreign investors.
A steady stream of laws and regulations has improved the legal framework for trade and investment
since WTO accession. A milestone was the amendment of the Chinese constitution in March 2004 in
order to recognize the inviolability of private property. Of great practical importance was the entry into
force of a new foreign trade law on 1 July 2004, which greatly simplified the authorization procedure
ahead of schedule.
China's main commitment in services under the WTO
Sector

upon accession

2003

2006

Banking

foreign currency businss to all Chinese
clients

local curreny business to Chinese
no restrictions
companies with geogaphic restrictions

Distribution retail

joint-ventures in Special Economic Zones
and six cities incl. Beijing and Shanghai

foreign majority control of jointventures; all provincial capitals; most

restrictions of products only for
foreign-controlled chain stores

Insurance life

50% foreign-ownership in joint-ventures

Insurance non-life branch or 51% foreign-ownership in jointventure; 50% for large scale commercial
risks and reinsurance

wholly-owned subsidiaries;51% for
large scale commercial risks and
reinsurance (2004)

wholly-owned subsidiaries for large
scale commercial risk and
reinsurance

Telecom mobile

max. 35% (2002); relaxed geographic
restrictions; max. 49% (2004)

no geographic restrictions

max. 25% foreign-ownership in jointventures; limited to Shanghai,
Guangzhou, Beijing

*different time schedules apply for other services

Source: WTO
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… but intellectual property
rights remain a problem

China also accepted to implement, from the date of accession, the trade-related aspects of the
intellectual property rights agreement (TRIPs). The protection of intellectual property rights repeatedly
caused tensions with trading partners in the past and even after the accession remains a bone of
contention. Thus, according to a report of the American Chamber of Commerce in China, in 2004
China was substantially in compliance with WTO obligations and deadlines except in the field of
intellectual property rights. Although the legal and regulatory framework is more or less in place to deal
with the issue, enforcement remains insufficient to the extent that the situation may have worsened.
Since violations of intellectual property rights increasingly also affect Chinese companies, some
observers are confident that the government will renew its efforts in this domain.
1.10.2 Development of investments and trade
FDI flows into China reached new record levels last year. Evidence for the current year indicates that
these flows continue quite strongly but that they may be stagnating at high levels. The cumulative
value of actually utilized foreign capital stood at USD17.5 billion for the first four months of 2005, 11%
below the previous-year level. Whether the expected revaluation of the Chinese currency will significantly affect FDI flows is open to debate. While some export-oriented sectors may become less attractive, investments aimed at the domestic market could well benefit.

Most FDI originates in the
wider Chinese orbit

Although many companies from Europe, North American and Japan have established a significant
presence in China, the main sources of FDI are from within the wider Chinese orbit. At least since
1990 has it been official policy to encourage investment by non-resident Chinese. Hong Kong, which
reverted to Chinese sovereignty in July 1997, remains the largest investor overall with over 43% of
realized value of FDI. Much of this capital was and still is funneled through Hong Kong from the Mainland mainly in order to benefit from the advantages (tax treatment etc.) offered to foreign investors.
Important flows also originate in off-shore markets (e.g. Virgin Islands and Cayman Islands), which
also is mostly associated with recycled mainland money or with capital from Chinese expatriate
communities in Asia. Some additional Taiwanese capital probably also enters the country through this
channel.
Outside this group, the U.S. is the largest single investor with over 9% of the total value of realized FDI
up until 2003. The largest four European investors (U.K. Germany, France and the Netherlands) make
up less than 6% of the total.
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Europe accounted for less
than 10% of FDI as of
2004

China: FDI cum ulative by 2003
(in % of total value realized)
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In the past few years, flows from off-shore centers increased considerably to reach more than 16% of
the actually realized FDI in 2004. This may be a result of new investment opportunities becoming
accessible following the WTO entry.
China: FDI in 2004
(in % of actual input of foreign capital)
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From the outset and, more specifically, with the establishment of the first Special Economic Zones
(SEZ) in 1980, Chinese policy regarding foreign investment projects favored ventures in the manufacturing sector.
Official policies have
favored export-oriented
manufacturing

Key criteria were either production for export or the import of advanced technology. To this day, the
sector distribution of FDI matches these priorities as the relative abundance of cheap labor maintains
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China’s allure as a location from production. The gradual opening of the services sector since 2001
has yet to be reflected in the overall figures. Announced new investment projects since 2001, however, suggest a rapid expansion of foreign activities in retail and financial services in particular.
China: Sector distribution of FDI (% of contractual value)
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As a result of the focus on manufacturing, the foreign-funded sector’s contribution to Chinese exports
remains disproportionately large compared to its overall size. In 2004, these enterprises accounted for
no less than 57.1% of total Chinese exports, up from 54.8% in 2003. By comparison, as a share of
total fixed asset investment in 2004, the FDI represented, depending on the criteria used, 18.1%
(contracted) or only 7.1% (actually utilized).
China: Share of foreign-funded enterprises in exports and imports (in % of total)
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Guangdong province has
received more than 25%
of FDI

The regional distribution of FDI reflects the original policy emphasis on exports. The easily accessible
coastal regions and in particular the three large river deltas have attracted the lion’s share of foreign
capital. As of 2003, over 30% of all FDI was concentrated in the Pearl River delta, the hinterland of
Hong Kong.
Regional distribution of FDI (as of 2003)
Region

City/Province

% of total FDI utilized

Pearl-River Delta

Guangdong Province
Shenzhen

25.8
4.6

Yangtse-River Delta

Shanghai
Jiangsu Province
Zhejiang Province

8.5
14.2
4.3

Yellow-River Delta

Shandong Province

7.1

Beijing

Beijing
Tianjin

4.0
3.7

Coast

Fuijan Province

8.8

Total

80.9

Source: MOFCOM

1.11 Development of Swiss-Chinese trade
Chinese foreign trade has experienced spectacular growth since the mid-1980s. Nevertheless, by
2004 China’s exports represented only about 38% of GDP, drawing level with Korea but leaving still it
behind the exporting nations of Southeast Asia where exports make up 50% and more of total GDP.
China's spectacular growth of trade
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30

30

25

25

20

20

15

15

10

10

5

5

0

0
1981

1983

1985

1987

1989

World exports

1991

1993

1995

China exports

1997

1999

2001

2003

China im ports

Source: IMF, Bloomberg

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

20/120

Equity

Special Topic Report

Swiss-Chinese trade has
grown at phenomenal
rates…

Swiss bilateral trade reflects the dynamic growth of overall Chinese trade during the past two decades.
Between 1980 and 2004, Swiss exports to China nominally increased more than thirteen-fold, growing
at over 11% a year, while total Swiss exports merely tripled. The import side presents a similar picture,
with annual growth rates of almost 14%. What is striking is that the trade balance, having been in
surplus in the 1980s, turned negative for Switzerland throughout the 1990s until 2002. Only then did
exports catch up to yield a surplus of CHF250 million in 2004.

Swiss-Chinese trade since 1980
(index, 1980 = 1)
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… but remains modest in
overall value

In spite of these impressive growth rates, trade with China continues to represent only a small proportion of total Swiss trade. In the past few years, the share in both total exports and imports may have
doubled. With about 2%, it is now roughly equal to the share of exports to Belgium and Luxembourg
combined and slightly below the share of Japan for imports. In absolute nominal terms, in 2004 Swiss
exports to China amounted to CHF3.1 billion and imports to CHF2.8 billion.
China as a percentage of total Swiss trade
Year
1990
1995
2000
2001
2002
2003
2004

China's share of Swiss
Exports
Imports
0.5%
0.9%
1.0%
1.2%
1.5%
1.8%
2.1%

0.4%
1.1%
1.7%
1.6%
1.7%
1.9%
2.0%

Source: Swiss Customs, Julius Baer

Historically, Swiss-Chinese trade has been dominated by a few industrial sectors, namely machinery
for Swiss exports and textiles for imports, which in 1990 accounted for 73% of exports and 47% of
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change of goods became more broadly based, although by 2004 exports still remained dominated by
machinery.
Swiss-Chinese trade: main industry sectors
Exports to China

Imports from China

1990

2004

Sector

1990

in % of total Sector

1 Machinery &
electronics
2 Chemicals

72.7

3 Precisions
instruments

8.2

11.1

in % of total

1 Machinery &
electronics
2 Chemicals

51.0

3 Precisions
instruments

13.8

16.2

2004

Sector

in % of total

1 Textiles &
apparel
2 Other goods

46.6

3 Machinery
&electronics

9.7

11.6

in % of total
1 Machinery &
electronics
2 Textiles &
apparel
3 Precisions
instruments

25.4
24.0
13.8

Source: Swiss Customs. Julius Baer

Swiss exports still dominated by machinery
(as share of total exports)
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Swiss imports from China
have moved up the value
chain

The composition of imports, on the other hand, reflects the rapid change of the structure of the
Chinese economy since the 1980s. Thus Chinese exports have been moving up the value chain.
Textiles have slipped behind machinery & electronics into second place of total imports by value.
Swiss imports of precisions instruments (including watches) of Chinese origin, on the other hand, have
registered since 1990 a compound annual growth rate of 30%, the highest growth rate among the
large goods categories.
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Im ports from China m oving up the value chain
(share of total Swiss im ports)
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In terms of final use, consumer goods and semi-finished products, already in 1990 the largest
categories for imports, kept their position in 2004. Although capital goods continue to lead Swiss
exports, consumer goods have experienced the fastest growth rates among the largest categories
over the past five years.

1.12 Swiss investments in China
Swiss companies helped
to open up China to FDI

The Swiss presence in China has come a long ways since Schindler Elevator Co. set up the very first
joint-venture in 1980. Still, in 2004, the value of the Swiss FDI in China stood at a paltry CHF2.8 billion
of contracted investments and at CHF2.1 billion for investments realized. Other, unofficial estimates
assume a total figure that may reach double the amount. Compared to total stock of Swiss foreign
direct investment for the same year of CHF423.7 billion, either number obviously is minute. However,
if the dynamics of the development since 1993 are taken into account, China emerges as one of the
fastest growing destinations for Swiss direct investment projects. Arguably starting from a very low
level, the Swiss capital stock in China increased over that period by a factor 30, while the total Swiss
foreign investment only tripled.

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

23/120

Equity

Special Topic Report

Swiss Foreign Direct Investment since 1993
(in bn CHF)
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Published annual investment flows show a slightly different picture, but largely because they include
disinvestments and profit repatriation. The official Swiss statistics show net outflows for both to 2002
(CHF -64m) and 2003 (CHF -188m). Just as the level of FDI, these figures may be underestimated or
distorted. Thus, data compiled in China for Swiss projects in 2003 accounted for CHF200 million in
actual FDI. This discrepancy suggests, among other things, that some investments may originate from
foreign subsidiaries of Swiss companies which in turn are not captured in the official Swiss data.
In 2004, 700 Swiss
companies were present
in China

In 2003, some 300 Swiss companies were present in China employing over 60,000 people. By 2004,
some 700 Swiss projects were registered in China with some 90 launched during that year.
Geographically, the bulk of them (63%) is located in the Yangtze River delta region, where again the
majority is concentrated around city of Shanghai. That city alone is home to 41% of all Swiss FDI in
China.
By sector of activity, industry still dominates the Swiss presence in China. In 2003 industrial ventures
accounted for 82% of the capital stock and 83% of employees. Compared to industry, activities in the
service sector have, however, shown faster growth rates during 1995-2003, the period for which
detailed data is available, both in terms of capital stock and employees. With the opening of the
service sector, Swiss financial companies emerged as first movers. UBS received one of the first
banking licenses granted to a foreign bank, and Swiss Re was the first foreign reinsurance company to
set up for business in China. Thus the implementation of the WTO agenda is opening new business
opportunities in sectors where Swiss companies have traditionally been very competitive.

1 When Hong Kong, an important gateway to Mainland China for many goods, is included, the picture changes fundamentally. With
Hong Kong Switzerland enjoys a structural trade surplus, which is almost exclusively attributable to the export of watches.
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2 Swiss companies in China – the statistical evaluation of a
survey
2.1 Statistical relevance of the gathered data, evaluation method
2.1.1 Companies surveyed
Our survey comprises 95 Swiss companies, which were selected primarily based on their market
capitalization but also on the sectors they are part of. Of the 95 companies surveyed, 50 were included
in our statistical evaluation. The remaining 45 either have no activities in China (a statistical evaluation
would therefore yield no information on trends) or declined to disclose information about their regional
presence in a single market. A detail of statistical relevance is the fact that, in this regard, large
companies are more rigid in their information policy. This is remarkable in that these same companies
do actually release data on significant individual markets – as long as these markets have a critical
size (e.g. data on the U.S. market). Since China continues to be a relatively small market on an
absolute basis, companies usually combine it with other Asian markets to form one large region, which
is not split up into individual activities.
All in all, the result of our survey reflects the structure of the listed Swiss companies relatively well, not
least because almost half of the companies surveyed generate annual sales of between CHF500
million and CHF5 billion.

CHFm

Total revenues in 2004 in CHF millions

>10,001
5,001 - 10,000
2,001 - 5,000
501 - 2,000
≤500
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30%

Source: companies, Julius Baer

2.1.2 The growing importance of the Chinese market
The companies questioned for our survey expect their market ranking to clearly shift in favor of China
in the next five years. Close to 20% expect China to rank second in terms of sales generated in a
country come 2010. More than 50% expect it to be among the top five key individual markets by then.
Less than 25% of companies said China would not be one of its five most important markets in 2010.
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Ranking

Ranking of PRC sales (in % of total group sales 2004)
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2.1.3 Projected annual growth rate of markets
(according to the products manufactured or services offered by Swiss companies in and
outside of China (CAGR 2005-2008))
Our evaluation indicates that companies make a rather optimistic assessment of the growth opportunities China offers. More than half of the companies surveyed said they expected the relevant markets
other than China to grow by at least 5% a year. China, meanwhile, is expected to reach an average
growth rate twice this high. Since we believe that the companies surveyed are a representative crosssection of the Swiss economy, these expectations can only mean two things:
 The companies define sharp boundaries for the relevant market segments
 They include a great deal of wishful thinking in their projections for global growth

Estimated sales growth (CAGR 05-08E)
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Markets outside China
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5 - 10%
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2.1.4 Geographic sales split
In light of the limited size of the Swiss home market, it is hardly surprising that the majority of
companies surveyed generate most sales in European countries (50-70% of group sales). North
America ranks second, accounting for 21-35% of sales.
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2.1.5 Significance of sales generated in China
Of the remaining sales, generated outside Europe and North America, Asia takes the lion’s share. And for
most Swiss companies, China is the most significant individual market in this region. Swiss companies
achieved an average 6-10% of sales in China in 2004. The rest of Asia accounted for 11-20% in most
cases. Engineering and technology companies are over-represented from a statistical point of view,
which can in part be attributed to an easing of economic-policy restrictions when basing these companies
in China.
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2.1.6 Geographic split of production costs
It is for a number of reasons that Swiss companies are interested in adjusting the geographic distribution of their production costs to the respective sales volumes: proximity to clients, lower logisticsrelated costs, avoidance of transaction effects in case of unfavorable currency relations, to name but a
few. This is why Europe continues to be one of the most important production platforms for companies,
followed by North America.
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Share of EU, ME, Africa in % of total COGS in 2004

S hare of North America in % of total COGS in 2004

>70%

>70%

51 - 70%

51 - 70%

36 - 50%

36 - 50%

21 - 35%

21 - 35%

11 - 20%

11 - 20%

6 - 10%

6 - 10%

2 - 5%

2 - 5%

<2%

T otal number of answers = 100%

No production

Total number of answers = 100%

<2%
No production

0%

10%

20%

30%

40%

50%

60%

70%

0%

5%

10%

15%

20%

25%

Source: companies, Julius Baer

With regard to China, this harmonization has yet to be achieved: Swiss companies still produce less in
China than they sell. We will touch upon the reasons for this situation starting in paragraph 2.6.

S hare of PRC in % of total COGS in 2004

S hare of other Asia in % of total COGS in 2004

>70%

>70%

51 - 70%

T otal number of answers = 100%

51 - 70%

36 - 50%

36 - 50%

21 - 35%

21 - 35%

11 - 20%

11 - 20%

6 - 10%

6 - 10%

2 - 5%

2 - 5%

<2%

<2%

No production

No production

0%

5%

10%

15%

20%

25%

30%

35%

40%

45%

T otal number of answers = 100%

0%

10%

20%

30%

40%

50%

Source: companies, Julius Baer

2.2 China – the market
2.2.1 Existing / planned activities in China
No less than three-fourths of the Swiss companies surveyed are already active in China or plan to
enter that market in the short term (i.e. within the next two years). This status nicely illustrates just how
attractive China is from a Swiss point of view. It can also be used as an indicator to show that being
represented in China has almost become an obligation for globally-active companies.
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Roughly one-fourth of the companies entered China during the first wave of investments in the
Eighties. Another third expanded into China in the course of the second wave, which started in the
mid-Nineties.
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2.2.2 Reasons for investing in China
Our survey crystallized a clear list of incentives for companies to invest in the Chinese market. Clearly
the most important factor is the size of the potential market for a company’s products. The focus here
is much more on the projected future growth achieved by establishing a new client base rather than
the cost savings resulting from a shift in production to a low-wage country. Implicitly, this suggests that
China is not currently considered a general production base for export purposes (yet). Developing
China’s relatively stable home market is the top priority at the moment.
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Reasons for expanding activities into the PRC
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In contrast to what is commonly assumed, the lower wage level in China therefore tends to be of
secondary importance when Swiss companies decide to invest in China. Not even 20% of the
companies surveyed said this consideration played a decisive role in favor of an expansion into that
market. This fact must also be seen in the context of the overall share wage costs have in these
companies’ total costs: It reaches to no more than 10-35%. Consequently, other cost factors are more
important for the future development of the operating margin.
2.2.3 Staff
Even though the wage level is clearly lower in China than in North America and Europe, the number of
staff hired in China is not disproportionately high. We see this as further proof of our assumption that
Swiss companies do not primarily invest in China in order to shift staff-intensive activities.
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2.2.4 Activities from a regional viewpoint
As expected, most activities of Swiss companies are located in the thriving coastal regions. While
Shanghai and Hong Kong are preferred for historical reasons and can offer a well-developed
infrastructure and plenty of skilled workers, other regions and large cities are increasingly attracting
investors’ attention. Guangdong and Shenzhen are two cases in point.
Chinese regions of main activities
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2.2.5 Production in China
Due to regional regulations and the sometimes peculiar interpretation of laws by local authorities,
manufacturing in China is so far not without obstacles. This is one of the reasons why so many
companies (25%, according to our survey) have so far limited their activities to the distribution of
imported goods and have not built any own production facilities. Of the companies surveyed, 20% run
production with a highly vertical range of manufacture comparable with locations in other regions.
Almost as many (18%) say their activities in China are limited to the manufacture of intermediate
products or goods using intermediate products. This way, these producers try to avoid another
significant problem area: the uncontrolled drain of technical and production-related know-how.
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Right in line with this picture is the high volume of imported intermediate products or raw materials that
these companies use for production in China.
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2.2.6 Fixed investments
The fixed investments the companies make in China roughly reflect these companies’ regional sales
split. Therefore, the costs of building up activities in China neither are disproportionately higher nor
lower than in other regions. At first glance, this could suggest that the production facilities in the region
are built and maintained according to industry-wide or company standards. Yet it must be noted that
the investments can vary in scope from one region to another. Depending on the cost of investments
in infrastructure relative to investments in manufacturing facilities, for instance, the standards of the
manufacturing facilities are likely to vary. Talks with companies lead us to conclude that fixed investments are handled differently not only from sector to sector but also from company to company.
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2.2.7 Profitability
Almost all companies achieve break-even within three years of the initial investment in their Chinese
activities. We see this as in line with investments in comparable regions such as other countries in
Asia or South America.
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More than two-thirds of the companies surveyed are planning to achieve EBIT margins of 5-20% in
China by 2008. From our point of view, this corresponds with the average operating margin of the
respective group as a whole. None of the companies apparently expects to be able to achieve a return
that is substantially higher compared to mature markets, despite the sometimes considerable growth
rates of the target markets. We believe this is due to the strong presence of local and international
competitors.

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

33/120

Equity

Special Topic Report

EBI T margin

Projected EBIT margin of PRC revenues in 2008

> 35%
20 - 35%
10 - 20%
5 - 10%
1 - 5%
< 1%

Total number of answers = 100%
0%

5%

10%

15%

20%

25%

30%

35%

40%

45%

Source: companies, Julius Baer

2.3 Different investment strategies
2.3.1 Presence
Fully-owned subsidiaries are what 50% of the companies surveyed run in China. On the one hand, this
is surprising, as during the first wave of investments in the Eighties and even sometimes in the
Nineties, an entry into the Chinese market was only possible by way of partnerships with local players.
On the other hand, the subsequent assumption of full control of activities underlines how important
these commitments are for the Swiss companies. Our survey showed that only companies in the
financial services industry are involved in joint ventures with Chinese partners, with the Swiss party
holding a minority of voting rights.
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2.3.2 Risks
There is no doubt that next to the opportunities it offers, the Chinese market also includes significant
risks. The most significant risk, companies say, is the infringement of intellectual property. This
comprises Chinese companies’ producing cheap copies of high-quality branded goods as well as the
unwanted - albeit more and more common - transfer of technical and production-related know-how.
The second most significant risk is legal uncertainty as a result of the difficulty in assessing changes
and interpretations of laws and rules. We were surprised by companies’ low satisfaction regarding the
contractual loyalty of Chinese partners, which was rated the third most significant risk. In comparison,
trust in China’s political stability is sound – less than 10% of the companies surveyed deemed it a
primary risk.
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2.4 Competition
Competition in China has stiffened considerably. By now Swiss companies generally not only compete
against local counterparts but also come up against their key foreign competitors. Almost 80% of
Swiss companies said four or more of their ten most important competitors were also present in China.
We view this as an indication that, despite the risks outlined earlier, companies must go to China if
they wish to survive in the global competition for clients and growth.
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2.5 Products
2.5.1 Price and quality of goods manufactured or sold in China or exported from China
The goods sold and / or manufactured in China are all but cheap mass products. Rather, they target
potential buyers among China’s growing middle and upper class. This also underscores the danger of
potentially spawning local competitors via a transfer of know-how. The goods sold in China are
equivalent with those in other regions, thus reflecting a large part of the supply chain the companies
cover.
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2.5.2 R&D capabilities in the PRC
In contrast to this, the development of Chinese know-how for the development of new products aimed
both at the local and the export market is still in its infancy. Nearly 70% of the companies surveyed
currently do not conduct any research and development in China. In our opinion, this stands in
contradiction to the claim of mainly wanting to produce for the Chinese market. We doubt that, in the
long run, companies will be able to work with the local market without developing products tailored to
Chinese needs. As a result, this should make it inevitable for companies to make at least some R&D
efforts in that country. Recent corporate news has confirmed our assumption.
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2.6 Distribution in China
More than half of the Swiss companies that replied to our survey no longer make use of existing local
distribution channels but are establishing their own. The inefficiency of existing structures apparently
obstructs a rapid development of the market. In some cases, however, companies said that the inefficiency of existing distribution channels led to considerable costs. As a result, they added, circumventing them was an implicit way of achieving a higher margin.
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2.7 Problem areas and level of satisfaction
In terms of satisfaction, two-thirds of the companies surveyed said they were very satisfied or relatively
satisfied with their activities in China. Only some 10% replied to have encountered considerable
problems.
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Roughly one-third of these problems were related to finding or replacing sufficiently skilled staff (staff
fluctuation is much higher in China than in Europe or North America). Problems with rules and
regulations or illicit transfer of intellectual property were only mentioned as the second-biggest issue.
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3 Chemical industry
3.1 Summary


Swiss chemical companies are continuously strengthening their activities in China, seeking to
achieve above-average market growth also in the medium term and benefit from the large,
relatively stable market environment. From the companies’ point of view, additional incentives are
the low production costs and existence of skilled workers.



Yet as the large multinational groups are increasingly establishing a presence in China, chemical
companies are literally forced to follow these important customers and move there as well.



Management teams of these chemical companies must largely put aside their concerns over such
a move, for instance fears of an erosion of know-how, due to the strong momentum of this trend.

3.2 The global chemical industry: slowly shifting the production base to Asia

The chemical industry is a
pioneer in globalization

Asia is the world’s second
most important market for
chemicals

3.2.1 The historic background of global chemical trade
The chemical industry can rightly lay claim to being one of the most globalized industries. There are
considerable trade ties among the three large geographic blocks of Europe, the U.S. and Asia. These
ties were created in the mid 20th century and have steadily strengthened ever since. This development was favored by the historical geographic separation of raw materials and markets: base chemicals (i.e. chemicals that are close to the relevant raw materials in the supply chain) are needed in large
amounts around the world. However, the necessary raw materials (mainly oil, natural gas and minerals
such as salts) usually are not found in the vicinity of the processing industries. These industries are
close to the relevant markets (e.g. oil production in the Mideast, oil processing in Europe). The large
chemical producers are therefore present in the most favorable locations, for instance close to large
inland waters or sea ports, which facilitates a subsequent distribution of the manufactured chemicals,
even over great distances, at economically sensible costs. Nowadays base chemicals are mostly
quoted in USD or EUR, they are fungible, their quality is standardized and thus independent of the
manufacturer and manufacturing location, prices can be fixed via liquid commodity forward contracts,
and sufficient transport capacity is available (which does not exclude temporary or regional restrictions). In other words, the chemical industry was ideally placed to assume a pioneering role in
globalized trade. And indeed, it has extensively benefited from this role.
3.2.2 China: an expanding market for chemicals
In the recent past, NAFTA and Europe were the biggest producers of chemicals. Yet this dominance
has come up against a substantial challenge from the higher growth in Asia. China in particular is
taking an increasing share in the global chemical production. The geographical sales split in the
chemical industry looked as follows in 2004: Europe had a 37% share, Asia ranked second with a 30%
share, while the Americas were third with 28%.
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Geographical spread of global chemical sales
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The reasons for this are:


The average growth of the Chinese economy was considerably higher over the last 20 years than
in the industrialized nations in Europe and North America.

Growth in industrial production: EU versus China
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Based on its structure, the Chinese market is more influenced by the demand for chemical
products than established industrial nations. In China, agriculture and the consumer durables
industry therefore make a higher percentage contribution to gross domestic product than in
mature western economies. The latter generate a disproportionately higher percentage of GDP in
the services sector.
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Increasing presence in
China of major customers
forces chemical
companies to follow suit

Much like other Asian nations, China has tremendous growth momentum in areas such as
electronics, textiles, leather, plastic processing and construction. The ambitions of the local
industries to become global leaders in their area are supported by the federal industrial policy. All
these industries consume significant amounts of chemical products.
The share of chemical products that offer a higher added value is increasing in China. Fine
chemicals for pharmaceutical purposes, plant protection, fluoride and silicon chemicals, vitamins,
technical plastics, specialty plastics, high-quality dyes and pigment preparations have a higher
average growth rate than base chemicals. The share of specialty versus base chemicals in
China’s chemical industry has risen by 6 percentage points between 1993 and 2003, from roughly
31% to 37%.
Due to the strength and stability of the Chinese market, which is in the process of overtaking
Germany and Japan in size and importance, growth in demand for chemical products has held
steady at 1.3x to 1.4x Chinese GDP growth. Moreover, demand also benefits from the lower
susceptibility of the Chinese economy. For instance, the global economic slowdown between
1997 and 2003 was much more modest in China (-30%) than in the worldwide average (-70%).

3.2.3 The chemical industry follows its major customers to China
It therefore comes as little surprise that the international chemical industry is focused on intensifying
production efforts in Asia in general and China in particular. An additional driver of this trend is the
increasing presence in China of large western corporations from many different industries, for which
chemical companies act as suppliers. As the chemical industry supplies a number of different sectors,
the pressure on the industry is not limited to one customer segment.

Customer industries for the chemical and pharmaceutical industry
T extile & clothing
Rest of Maufacturing
6%
Construction
6%
Services
5%
Automotive
17%
Metal products
5%
2%
Paper & printing

Industrial machinery

products
4%

2%
Office machines
1%
Electrical goods
4%
Agriculture
6%

Consumer products
31%
Rest of industry
11%

Source: CEFIC

The following detailed description of the auto industry shall serve as one example of the already highly
consolidated consumer industry:
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3.3 Case study: the auto industry, a major customer
The auto industry is a key
customer

Chemical products account for approximately one-third of the material costs of an average European
medium-range car (ca. EUR800/car in absolute terms), according to a survey by the European Chemical Industry Council (CEFIC).
Chemical products
Standard plastics
Engineering plastics
Coolants
Brake fluid
Adhesives/coatings raw materials
Plasticizer
Leather chemicals
Metal treatment
Leather chemicals
Rubber
Body protection/sealants
Textiles
Catalytic converters
Lubricants
Carbon black
Fibers/Dyes
Pigments
Coatings
Polyurethane

Exemplary material value of various chemical products per car (EUR)
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4
4
70
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50
8
10
50
50
120
60

Source: CEFIC

Disproportionate growth in
China’s auto production

The first western companies to gain a foothold in China in the early Eighties through joint ventures with
local producers were Volkswagen (production of the Santana model) as well as IVECO, which manufactured minibuses and trucks. The second wave of investment – during which almost all well-known
producers from Europe, North America and Japan opened production facilities in China – followed in
the Nineties. Since 1995, production growth in the auto industry, measured in units produced, has
averaged some 2% a year. Estimates until 2015 show that this growth rate should be sustained. Yet
considerable changes should result in terms of geographic split. China, for instance, accounted for
approximately 1% of the auto industry’s global production. By 2015, this share is projected to rise to
10%. On a percentage basis, this implies that China’s average annual growth rate is going to slow
from 26% between 1995 and 2003 to a mere 8% between 2003 and 2015. Despite this projected
slowdown, China will still significantly outpace growth in other regions.
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W orldwide car production
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Suppliers under pressure
to follow auto producers to
China

The Chinese auto market is dominated by large international corporations. Local manufacturers (still)
account for a relatively modest share of the market. The corporations are keen on working with the
same suppliers in all regions, as the suppliers are tightly integrated into the production process due to
the increasing trend towards integrated system suppliers. Consequently, the supplier industries are
under constant pressure to follow their customers into the new markets.

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

43/120

Equity

Special Topic Report

Chinese car market per brand (2003: 2,16m units)
Local OEM's
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10%
Hyundai
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T oyota
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Source: Marketing Systems

Such a move makes it inevitable for suppliers to build up focused know-how with regard to local rules
and market mechanisms. When it comes to the color of a car, for instance, Chinese consumers are
much more inclined to choose white or other colors than their European counterparts, who much
prefer their cars to be gray, silver-gray or black. Chemical suppliers therefore must be able to offer the
according products for the Chinese market.

Most popular automotive colors in China...

..and in Germany

Green
Yellow
5%
Red
7%

2%

White Yellow Others
2%
1%

Others
3%

Green 2%
Black
32%

Red

5%

5%
Grey/Silver

Blue
8%

44%

Blue
19%

White
17%
Grey/Silver
26%

Black
22%

Source: BASF

Building production facilities in the relevant locations is essential for suppliers to ensure full availability
of their products – a prerequisite due to the just-in-time manufacturing standard in the auto industry –
and to take advantage of the, compared with Europe or North America, lower production costs in order
to reduce transport costs and minimize currency risks.

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

44/120

Equity

Special Topic Report

3.4 Will a significant proportion of jobs in the chemical industry be transferred to China?
Brighter prospects for
specialty and fine
chemicals

Based on an assessment by A. T. Kearney, a consultancy, the chemical industry’s presence in Europe
will diminish drastically by 2015 and be shifted to China. Up to one-third of jobs are likely to be transferred there as a result. In Germany alone, a country that has the most jobs in the chemical industry,
150,000 to 200,000 jobs are said to potentially be affected by this development. In order to illustrate
these dimensions: the Swiss chemical and pharmaceutical industry employed 61,700 individuals in
2003, or 10% of all individuals working for industrial employers.
The CEFIC does not see the upcoming changes in that period quite as pessimistically. A study by the
council outlines four different scenarios. Depending on the assumed macroeconomic and political
conditions over the next ten years, economic growth in the EU area is projected to range from +1.7%
to +2.5%. Again depending on the scenario, the production of the European chemical industry is
expected to experience an annual change of between +3.3% and -0.6%. Of particular importance from
a Swiss point of view is the differentiated assessment of the expected developments in the two areas
of basic chemicals/plastics and specialty chemicals/fine chemicals. According to the study, specialty
and fine chemicals, which dominate in Switzerland as 90% of the portfolio of the Swiss chemical and
pharmaceutical industry is based on these products, will manage to increase production regardless of
the underlying scenario and clearly outperform the development of base chemicals and plastics.
Scenario 1

Scenario 2

Scenario 3

Scenario 4

GDP (%)

2.5

2.2

2.1

1.7

Chemicals demand (total, %)
Petrochemicals & Plastics (%)
Specialties & Fine chemicals(%)

2.5
3.5
3.7

2.1
3.0
2.7

1.9
2.1
2.5

1.5
1.7
1.7

Chemicals production total, % )
Petrochemicals & Plastics (%)
Specialties & Fine chemicals(%)

3.3
3.5
5.0

1.6
2.0
1.0

0.8
-0.5
1.5

-0.6
-2.0
1.5

Source: Global Insight Data, CEFIC

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

45/120

Equity

Special Topic Report

3.5 Particularities of the Swiss chemical industry and their impact on an expansion into China
As previously mentioned, the Swiss chemical industry is focused on producing fine and specialty
chemicals. Consequently, the Swiss players are in a globally leading position in many market
segments.
Swiss chemical companies with a leading position in market segments
Ciba SC
Ciba SC
Ciba SC
Ciba SC
Ciba SC
Ciba SC, Clariant
Ciba SC, Clariant
Clariant
Clariant
Clariant
Dottikon
Dottikon
Firmenich, Givaudan
Firmenich, Givaudan
Lonza
Lonza
Lonza
Lonza
Lonza, Siegfried
Sika
Syngenta
Syngenta

Antimicrobials
Imaging and coating additives
Optical brighteners
Paper chemicals
UV protection agents
Pigments
Textile chemicals & textile colors
Aluminium colorants
Masterbatches
Paper colorants
Indolderivatives, Tetrazoles
Nitrate esters
Flavors
Fragrances
Diketen, Hydrogencyanide and its derivates
Biozides
Niacin, Niacinamid
L-Carnitin
Exklusive syntheses of active ingredients and intermediates for the agro-and pharmaceutical industry
Construction chemicals
Pesticides
Seeds for vegetables, flowers and crops

Source: SGCI

Protection of intellectual
property is particularly
important for Swiss
chemical companies

Due to the focus on innovative products, it is imperative for the Swiss chemical industry to maintain its
competitive advantage with above-sector-average investments in research and development. The
companies are continuing to focus on the careful treatment of proprietary knowledge of processes and
substances. Swiss players have found it relatively difficult to expand into the Chinese market as a
result of the reluctant way in which the Chinese authorities, at least in the past, took action against
infringements of intellectual property rights (laws protecting intellectual property also took effect in
China when the country entered the WTO in 2001) and as a result of the sometimes rather peculiar
verdicts of regional courts in cases involving the copying of intellectual property. In this context, it is
also worth pointing out that staff fluctuation is much higher in China than in Europe, which adds to the
drain of a company’s know-how. As a result, Swiss chemical companies at least initially did not manufacture any patent-protected products in China so as to not give local competitors the opportunity to
transfer technologies. In light of increased plans for investment in China, this strategy can certainly not
be upheld in the long term. What’s more, many companies are establishing research departments in
the relevant locations and are thus increasingly banking on local staff. The driving arguments behind
this change are not only the lower personnel costs but also the staff members’ better understanding of
the needs of local customers.

Demographic trends favor
establishment of R&D

A third aspect that suggests that this development will intensify in the future is the demographic trend
in Europe. Due to the declining number of European university graduates (e.g. with degrees in
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chemistry), industrial players should be interested in building up research teams in China, even for
development projects whose applications go beyond the Chinese market.

Chemical and industrial chemicals graduates in major EU countries
(Index 1990 = 100)
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The extent of this problem becomes tangible when comparing the number of university students
graduating in IT in Europe (currently 5,000 a year) with China (250,000 a year). From our viewpoint, it
remains to be seen whether the Swiss chemical companies will indeed be able to take advantage of
the Chinese pool of researchers or whether this advantage will be more than offset by a strong knowhow drain to local competitors.
In absolute numbers, the export of chemicals and related products (excl. pharmaceutical products,
diagnostics and vitamins) from Switzerland to China rose 2.2-fold between 1998 and 2004.
Exports of S wiss chemicals to China (w/o pharmaceuticals, vitamines, diagnostics)
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As impressive as this rate may be, it is below the growth rate of overall exports of Swiss products to
China (2.8% increase over the same period).
S wiss exports to China (total)
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The percentage share of chemical exports from Switzerland in total exports declined accordingly
(1998: 8.1%, 2004: 6.8%). From our point of view, this decline can only partly be attributed to the
build-up of production capacities in China. It must also be attributed to the disproportionate price
erosion of Swiss chemical products measured in Swiss francs.

Price trend of chemicals in comparison in local currency
(I ndex 2000 = 100)
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Irrespective of which scenario will become a reality in Europe, China is certain to achieve higher
growth rates than the European and Swiss markets. In order to take this development into account, it
is understandable that companies based in Switzerland and the EU are planning to achieve one-fifth to
one-fourth of group sales in China. Jürgen Hambrecht, CEO of BASF, the world’s largest chemical
producer, and head of the German Chemical Industry Association (VCI), already calls China the
world’s future basis of production.

3.6 Swiss chemical companies are expanding to China: a development with great momentum
Being present in China is
a must

From our point of view, it is futile to talk about whether the Swiss chemical industry should press
ahead with expansion into China, despite the undisputed legal risks and the danger to proprietary
know-how such a move represents. In order to secure existing market shares, companies quite simply
are forced to continuously expand their activities in Asia. Should they not do so, local and other foreign
competitors will be more than happy to step into the breach. Due to the superior momentum of the
Asian market and China in particular, the management of each and every globally active chemical
company is likely to find it very difficult to explain to the board of directors, shareholders and analysts
why it opts for no or only a slow expansion into China. The relevant decision-makers are literally
forced by the basic conditions to potentially run a higher entrepreneurial risk in China in an effort to
take advantage of the undisputable higher growth and earnings potentials that country has to offer.
3.6.1 Ciba Specialty Chemicals
Including the companies that later lay the foundation for Ciba SC (1997), this Swiss company established its first representation, Ciba Chemical Company Ltd., in Shanghai in 1935. Today Ciba SC has
a holding in Shanghai and two trading companies in Shanghai and Hong Kong. Furthermore, there are
six branches in Beijing, Guangzhou, Hangzhou, Xiamen, Kunming and Chengdu. Ciba SC has a total
of nine production facilities, which are located in Shanghai, Qingdao, Panyu, Guangzhou, Shekou,
Zhenjiang, Zhenjiang and Suzhou. Most of them are joint ventures with local partners in which Ciba
SC holds a controlling stake. The company manufactures antioxidants, colors, pigments, textile chemicals, optical brighteners and latex. The Shanghai headquarters, which opened in 2001, is responsible
for the entire region of northern Asia, which, in addition to China and Hong Kong, also includes
Taiwan, Japan and Korea. Over the course of 2004, Ciba strengthened its strategic focus on Asia and
particularly on China. For the time being, it is unlikely to build any new facilities in Europe, as investments in new capacities are primarily made in Asia. On 28 April 2005, Ciba opened a research and
development center in Shanghai that has 100 scientists working for it. This project represents a
USD20 million investment (ca. 8% of the total investments we expect Ciba to make in 2005) and
underscores Ciba’s ambition to develop and manufacture technologically advanced products in China
itself. Yet at the moment, there is a clear discrepancy between sales in the Asian region (2004: 27% of
sales in Asia-Pacific) and the geographic location of the company’s assets (2004: 9% in Asia-Pacific).
3.6.2 Clariant
Clariant, the former chemical division of Sandoz that became independent in 1995, entered into two
joint ventures in China and began construction of a factory in Tianjin in the first year following its
foundation. Hoechst Specialty Chemicals, which merged with Clariant in 1997, established two joint
ventures in China in 1996 (in Guanzhou in the area of Masterbatches and in Tianjin in Pigments).
Clariant currently has representative offices in Hong Kong, Shenzen, Shanghai, Beijing, Qingdao,
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Wuhan, Guangzhou and Tianjing. It also maintains production facilities in Guangzhou and Shanghai,
where it manufactures, among others, masterbatches, textile dyes and pigments. In 2004, the
company generated 22% of group sales from continuing operations in Asia/Australia/Africa. In
comparison, 21% of Clariant’s net operating assets were located in this region.
3.6.3 Syngenta
Syngenta has a holding company in China, domiciled in Kunshan. In addition, it has two further
companies, which are in charge of distributing seeds (Beijing) and agrochemicals (Hong Kong).
Syngenta also has at its disposal two production companies in Kunshan and Nantong that manufacture agrochemicals and intermediate products. In 2004 Syngenta generated 13% of sales in the
Asia-Pacific region.
3.6.4 Givaudan
Since 1995 Givaudan bundles its activities in China in Shanghai Givaudan Ltd., a former joint venture
with China-based Shanghai Sunve Pharmaceutical Corporation Givaudan assumed full control of in
2002. The company also has a production facility in Shanghai, where it manufactures both flavors and
fragrances. This facility was established in 1997 and expanded in 2000. Givaudan is currently building
a second location also in Pudong region, which is scheduled to become operational in 2006. In addition to production, Shanghai is also home to Givaudan’s headquarters for Greater China and a research and development center for flavors and fragrances, which specializes on developing products
for the Asian region. In addition to Shanghai, Givaudan also has representative offices in Guangzhou,
Beijing, Chongqing and Hong Kong. In 2004, the company generated some 4% of group sales in
China and 19% in Asia-Pacific.
3.6.5 Sika
Sika founded its Sika Ltd., China subsidiary in 1994. The company owns production facilities in
Guangzhou (where the headquarters of Sika Ltd., China are located) and Tianjin as well as representtative offices in Shanghai and Beijing. In 2000 Sika established Sika Ltd., Dalian, a joint venture with
Dalian No. 2 Organic Chemical Works. Two years later, in 2002, Sika assumed full control of the joint
venture. In fall 2004, a new factory was put into operation in Dalian. As of 2004 12% of Sika’s assets
were located in Asia-Pacific, with the region contributing 12% to group sales.
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4 Financials
4.1 Summary


Swiss asset managers enjoy good opportunities in the increasingly open Chinese banking market.
However, a successful move into China requires a lengthy preparatory phase, which is why the
two large Swiss banks, UBS and Credit Suisse, have an advantage over their smaller counterparts. An entry through local banks does not seem sensible from today’s point of view, as the
local players first need to clean up their balance sheets.



In the insurance sector, entering the Chinese market is only worthwhile for companies that are
experienced in international expansion and dispose of the necessary resources to finance such a
move during a longer period of time, in order to finally achieve sustainable profits. Longstanding
relationships, particularly in the corporate world, are very important in China – and building them
up takes time. Own agent networks are also indispensable in the retail business, even if
bancassurance has already shown first promising signs.



Entering the Chinese insurance market will require companies to take the time to train their own
staff. Trained professionals are rare in China, which also explains why the gap between the
salaries of Chinese insurance experts and their foreign counterparts is almost non existent,
according to companies surveyed. This contrasts with other sectors, where such a gap does
indeed exist.

4.2 Banks – waiting for the market to open
Different strategies

Presence and strategy in the fast-growing Private Banking market of Asia are two of the major differentiating factors of listed Swiss banks: While Credit Suisse and UBS as well as Sarasin report considerable to substantial net new money inflow in this region, Vontobel and we at Julius Baer do not
generate any growth worth mentioning. Yet China has had no direct influence on this growth so far, as
foreign banks have been denied access to the market.

WTO entry opens up
market

Accession to the WTO has got things moving, however: By 11 December 2006, the Chinese government must grant foreign financial institutions geographically unrestricted access to the market, lift the
rigorous controls of capital flows, and grant unrestricted business relations even to Chinese retail
clients. It remains to be seen how this process will look in practice and whether it will go hand in hand
with a revaluation of the renminbi (RMB). For the time being, the RMB remains pegged to the USD,
though there is speculation that this will soon change in favor of a peg to a basket of currencies.
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Positioning of Swiss
banks

Swiss asset managers therefore have yet to take a decision over a serious market entry. The individual institutions are currently positioned as follows:
Branch office
no
yes
no
yes
no

Credit Suisse
UBS
Julius Baer
Sarasin
Vontobel

Where?
Bejing
Hongkong

Rep. Office
yes
yes
no
no
no

Where?
Bejing, Hongkong, Shanghai
Hongkong, Shanghai

Source: media reports

Market entry requires
staying power

In the medium to long term, the success of a market entry should depend above all on whether
companies can make a name for themselves in China and establish the necessary client relationships.
Credit Suisse and UBS have the means to create such relationships, not least because their existing
branches have enabled them to gather initial experiences with the Chinese mentality and establish
contacts. For the other banks, however, a successful market entry appears to be a long way off. A
business can only thrive with solid relationships, which cannot be built in one or two years. Cooperating with local private banks is unlikely to be possible, as genuine private banks don’t actually exist.

Retail business has great
potential…

According to a survey by Boston Consulting Group, growth expectations are particularly high in retail
banking. After all, the personal loan and mortgage business still only has a minor share in loan portfolios in China. In developed markets, it accounts for over 50%. The major national Chinese banks’
unresolved problem of non-performing loans (NPL), which were granted mostly to state-owned
enterprises (SOEs), could also open up opportunities. These major banks are extremely well
connected and have extensive networks of branches.
Major banks year-end loan balance
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Source: BCG; company reports from ABC, BOC, CCB, ICBC, which accounted for > 60% of the market in 2003; Almanach of
China’s Finance & Banking; Hang Seng Economic Monthly Feb. 2005, Economist April 2005
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Swiss players show little
interest

Nevertheless, none of the mentioned Swiss banks has made retail banking its main focus so far.
Foreign banks, however, are ready to snatch market share from the major national enterprises (ABC,
BOC, CCB, ICBC). Almost all of them have already secured licenses for the establishment of branches
or representative offices and are awaiting liberalization. As of end-June 2003, there were already 150
branches of foreign banks in China. UBS was one of the first to obtain a national license. The Chinese
government will certainly do its utmost to make its own banks competitive as quickly as possible, a
venture with a foreign partner might not be all too simple, considering the fact that non-performing
loans still account for 20-40% of the entire loan portfolio!

Focus on Private Banking
with a top risk/return
profile

From a risk/return point of view, the strategy adopted by UBS, CS Group and Sarasin of focusing on
wealthy clients should prove to be the most sensible. It does, however, imply that the Chinese
government truly grants free capital flows and helps the domestic capital market along. If not, wealth
managers will probably have less business than expected, and the wealthy Chinese will continue to
prefer investments in own companies over internationally diversified financial products.

4.3 The insurance industry in China: a highly concentrated market – until now
Insurance market is no
issue for most foreign
groups

For a long time, the Chinese insurance market was not an issue for foreign companies. It was only in
1992 that AIG managed to gain a foothold in China and obtain a license to establish an insurance
company. The life insurance provider AIA that AIG then set up remains the only player in China that is
fully controlled by a foreign parent. It has been able to gain a market share of approx. 2%. Other
foreign groups have bought into domestic players, though their stakes have not been allowed to
exceed 24.9%.

Domestic companies
China Life Insurance
Ping An

Number of
branches
35
35

China Pacific
New China Life

32
29

Minsheng Life
Sino Life
Taikang Life
Taiping Life

4
4
23
15

Strategic Foreign Investors
Dai-Ichi Life
Goldman Sachs*
HSBC*
Morgan Stanley*
none
Meiji Life
Zurich Financial Services
none
Millea Group
Winterthur
Fortis

Source: Milliman Global Insurance, July 2004, Swiss Re sigma 5/2004, PWC Insurance Digest
* HSBC plans to acquire stakes in Ping An currently held by Goldman Sachs and Morgan Stanley, raising its holding to 19.9%

China’s WTO entry will change this limit, however. Since 11 December 2004, all geographic restrictions are lifted, and foreign companies can apply for national licenses.
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Foreign insurers
Company
AIU
Ming An
Tokio Marine & Fire
Winterthur
Samsung
Royal & Sun Alliance Plc
Mitsui Sumitomo
BoC
Chubb Insurance
Liberty Mutual
Allianz
Sompo-Japan Insurance Inc.
Federal Insurance

Market share* Operation in:
0.35% Shanghai, Guangzhou, Shenzen
0.21% Shenzen, Haikou
0.09% Shanghai
0.04% Shanghai
0.03% Shanghai
0.03% Shanghai
0.03% Shanghai
0.02% Shanghai
0.01% Shanghai
n.a. n.a.
n.a. n.a.
n.a. n.a.
n.a. n.a.

Sources: Milliman Global insurance, July 2004, Swiss Re sigma 5/2004
* market share in 2002
Source: Milliman Global Insurance, July 2004, Swiss Re sigma 5/2004; * market share in 2002

Many foreign companies have opted to enter the Chinese market by way of joint ventures:

Foreign (joint venture)
AIA
Aegon - CNOOC
Allianz Dazhong
Aviva - COFCO
Axa - Minmetals
China Life CMG
Cigna & CMC
CITIC Prudential
Citi (Travelers)
CNP
Generali China
Haier New York Life
Heng An Standard
ING Capital
John Hancock Tianan
Manulife Sinochem
Nissay SVA
Pacific - Aetna (ING)
Sino-US Metlife
Skandia - BSAM
Sun Life Everbright

Number of
branches
8
1
1( 3 planned)
1( 3 planned)
2
1
1
2
1
0
2
1
1
1
1
3
1
2
1
1
2

Foreign partners
AIG (100%)
Aegon (50%)
Allianz (51%)
Aviva (50%)
Axa (51%)
CMG (49%)
Cigna (50%)
Prudential UK (50%)
Citigroup
CNP
Generali (50%)
New York Life (50%)
Standard Life (50%)
ING (50%)
John Hancock (50%)
Manulife (51%)
Aetna (ING) (50%)
Metlife
Skandia (50%)
Sun Life (50%)

Source: Milliman Global Insurance, July 2004; Swiss Re Sigma 5/2004, PWC Insurance Digest
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The large national players
dominate

China’s life insurance market continues to be dominated by major national players: China Life, Ping An
and China Pacific retain a share of over 90% in the market. Yet the reason why so many companies
are nevertheless pushing into China is obvious: The expected market growth is so attractive that international companies active in rather saturated markets do not want to miss this business opportunity.

China's life insurance: Gross premiums written
RMB bn
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CAGR 96-03: 40%; CAGR 03-08: 20%
Source: Boston Consulting Group: Building Professionalism - The next step for life insurance in China

Life offers enormous
growth potential

An international comparison also makes apparent the deficit in life-insurance products, even if the
upside potential in terms of penetration (insurance premiums as a percentage of GDP) does not look
all too attractive. This impression can be countered, however, by the argument that GDP is expected
to continue to grow strongly. Moreover, there simply is no federal pension system in China at the
moment, which leaves tremendous room for private solutions to jump in (be it on an individual level or
on a corporate level in the form of pension funds).
Comparison life business 2003
Country/Region
China
Japan
U.S.
U.K.
Switzerland
Europe
Asia

Penetration
2.30%
8.38%
4.38%
8.97%
7.43%
4.65%
5.67%

Density*
25.1
2'927.9
1'661.4
2'724.9
3'290.6
729.3
138.4

* USD premium per capita
Source: Swiss Re Sigma 5/2004, 3/2004; Penetration = Premiums/GDP

Bancassurance is on the
march

At the moment, it is hard to predict which distribution channels will ultimately dominate. Yet bancassurance activities have already gained influence. According to the China Insurance Development
Report 2004, bancassurance revenues rose from near zero to almost USD12 billion. This is also the
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likely reason why HSBC recently announced plans to increase its holding in Ping An, China’s secondlargest life insurer, to 19.9% by acquiring stakes from Goldman Sachs and Morgan Stanley.
Similar potential in the
non-life segment

The picture is largely the same in non-life insurance. Local players continue to dominate the market as
well, with the three biggest providers controlling over 90% of the market. The clear leader, PICC, is
losing market share but continues to dominate about 70% of the market.
Company
PICC
CPIC Property
Ping An Property

Market share
70.5%
13.1%
10.6%

Huatai
Tianan
Sinosure
China United
Da Zhong
Yong An
Sinosafe
TaiPing

1.0%
0.9%
0.7%
0.7%
0.7%
0.4%
0.4%
0.3%

Strategic foreign investors
AIG (9.9%)
none
HSBC (10%)*
Morgan Stanley (6.8%)*
Goldman Sachs (6.8%)*
Dai-ichi (1%)
Ace (22.1%)
None
None
None
None
None
None
None

Source: Milliman Global Insurance, July 2004
*HSBC plans to acquire stakes in Ping An currently held by Goldman Sachs and Morgan Stanley, raising its holding to 19.9%

In the area of non-life insurance, China also faces a substantial deficit compared with other countries.
Comparison non-life business 2003
Country/Region
China
Japan
U.S.
U.K.
Switzerland
Europe
Asia

Penetration
1.03%
2.28%
5.25%
3.83%
4.95%
3.20%
1.82%

Density*
11.2
795.2
1'989.7
1'162.4
2'193.3
500.9
44.5

* USD premium per capita
Source: Swiss Re sigma 5/2004, 3/2004; Penetration = Premiums/GDP

Key factors of influence

The following factors play a decisive role in creating demand for non-life insurance:
 A positive GDP development
 Risk awareness (general liability can only be conducted to a limited degree so far)
 Compulsory insurance (e.g. motor liability insurance only became compulsory on a national level
as of 1 May 2004)
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Exposure to natural catastrophes (Swiss Re estimates that China suffered some 25% of the
global economic losses that resulted from natural catastrophes between 1994 and 2003). Yet of
these 25%, the insurance industry helped cover less than 1%)

The distribution of premiums therefore comes as somewhat of a surprise compared with more
developed insurance markets.

Switzerland: non-life premium split 2003

China: non-life premium split 2002
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Source: Milliman Global Insurance, July 2004; SVV Zahlen und Fakten 2005

Good results so far…

The results of the non-life insurance sector, the combined ratios (combination of non-life claims ratio
and expense ratio), appear to be favorable in a historical comparison. A Swiss Re study showed that
the combined ratios consistently were below 100% between 1999 and 2002, with the lowest level,
93%, reached in 2002. It is doubtful whether this favorable development will be upheld in the future.

…but how sustainable?

For one, even China’s business mix should see a shift towards segments that traditionally have a
higher combined ratio (e.g. general liability). What’s more, insuring natural catastrophes is bound to
become increasingly important also in China, which will make results more volatile. From this point of
view, it will be key for the national Chinese competitors to have adequate capital resources at their
disposal. It remains to be seen when exactly the national watchdog CIRC will indeed step up pressure
on these companies. International actuary Milliman believes that timing one’s market entry will be
more essential for financial success than being first to market. (Milliman, Global Insurance, July 2004).

4.4 Swiss insurers – only the big ones are interested
Direct insurance: only the
major players are active in
China…

As expected, Swiss insurance companies provided only little feedback to our survey. Of the direct
insurers contacted, only Zurich Financial Services (ZFS) and CS Group (the owner of Winterthur)
talked about their activities in China. For their Swiss peers, China so far plays no or only a minor role
in their corporate strategies. This was reflected in their replies.

…but so is Swiss Re in
reinsurance

Among reinsurers, it is Swiss Re that is already very active in this market. Converium provided a
guarded answer regarding its activity, saying that stabilizing its business model currently was a top
priority after the turbulent 2004 and that entering new markets would only later become an issue.
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Since the amount of data is relatively small for a statistical evaluation, it seems appropriate to briefly
look at the three Swiss insurers’ activities individually.

European pioneering role
in China

Life business: stake in
local player

4.4.1 Winterthur
In 1997 Winterthur became the first European insurance company to obtain a license for a branch in
Shanghai. On 9 May 1997, the company issued its first ever insurance policy in China. The non-life
operations are mainly geared towards large clients that may give the company a competitive edge due
to its expertise. The web site of Winterthur Insurance Shanghai Branch states that another area is
multinational clients. This is surprising in that Winterthur sold this particular segment to XL Insurance
(Bermuda) in 2001.
In life insurance, Winterthur chose to go down a different path. It did not seek a license but instead
took a stake in the fifth-largest local life insurer, Tai Kang Life. In addition to Winterthur Life &
Pensions (share of almost 10%), GIC (Government of Singapore Investment Corp.) and Japan-based
Softbank also bought stakes in Tai Kang Life. These foreign investors hold a joint 24.9% in the
Chinese group, which is slated to become a market leader by way of know-how transfer.
Winterthur currently has some 50 employees in the non-life segment. Tai Kang’s workforce is likely to
be larger than this.

Diminished expectations
for the future

The group’s expectations correspond with what is generally expected of a move into China: a growth
stimulus for a company that otherwise operates in markets that offer unexciting growth rates.
Winterthur is well aware of the fact that the commitment in China will require a great deal of staying
power. Moreover, it neither expects China to become one of its top five markets within the next five
years nor to generate even 1% of total premium volume in that market.

Recruitment of qualified
professionals presents a
problem

To date, Winterthur says it is pleased with the activities in China, though it does have some reservations. Recruiting professionals who have the necessary expertise and connections appears to be a
serious problem. And Winterthur is not the only insurer to face it.

Early commitment but little
information

Higher stake in China Life

4.4.2 Zurich Financial Services (ZFS) 2)
ZFS has chosen a similar strategy: By now, the group has three offices in China (in Beijing, Shanghai
and Guangzhou) which it began to establish in the Nineties. ZFS places particular emphasis on its
commitment to training local professionals – a practice that was adopted in the early Nineties –
particularly in the area of actuarial services. When it comes to providing details on business volumes,
the insurer remains largely quiet. This leads us to suspect that, in its non-life business, ZFS prefers to
primarily focus on catering to multinational corporations. This is a sensible focus indeed, as ZFS is
very well anchored in this global business area.
In life insurance, ZFS acquired a 10% stake in New China Life Insurance Company (NCL), China’s
fourth-largest life insurer, for USD39 million. And recently, it added the 4.9% stake held by FMO (NL)
to this initial purchase for another USD35 million. Other NCL shareholders are Japanese-based Meji
Life and International Finance Corp., which is a part of the World Bank. ZFS is seeking to contribute to
the success of NCL via the active transfer of know-how. In 2003, NCL achieved a premium volume of
USD2.1 billion. It employs some 20,000 staff and 25,000 agents. Its network was deliberately expanded nationwide to also include less-developed regions in China’s interior.
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Limited risk

Since ZFS’ activities in China are largely focused on the stake in NCL, the insurer does not directly
face the recruitment-related problems with which its peer Winterthur is forced to deal. From an outside
perspective, the commitment by ZFS looks decidedly smaller, as it is essentially limited to the USD74
million already invested.

Possible change in
strategy

This leads us to presume that ZFS is rather skeptical with regard to the developments in China and
therefore prefers to avoid sustaining painful losses. In light of the insurer’s more recent experiences of
necessary restructurings related to the era of former chairman and CEO Hüppi, this caution is understandable. Yet we would not be surprised if ZFS eventually changed its strategy and increased its
focus on China, as competitors such as Generali and AIG in particular are much more active already.
According to media reports, Generali even moved ahead of AIG in Q1 2005 to become the largest
foreign insurer in China. The joint venture with the biggest Chinese oil producer generated premium
income of USD2.4 billion in the group life business, which is set to become significantly more important because a social security network barely exists in China.

Market liberalization
makes progress

4.4.3 Swiss Re
The Chinese reinsurance business is also subject to dramatic change since the WTO entry. Compulsory cessions enabled China Re to dominate roughly 90% of the market until 2003 (according to Willis,
The China Insurance Experience, January 20 2005). However, these compulsory cessions are being
cut to 0% by 2006 (2004: 10%, 2005: 5%, 2006: 0%). It goes without saying that this will considerably
diminish China Re’s market share in the years ahead.

Excellent growth
perspectives

The prospects for reinsurance are even brighter than for the overall insurance sector. The following
factors are accelerating market growth on top of the of the primary insurance sector:
 The generally insufficient coverage of natural catastrophes, as a result of which national players
in particular will be in increased need of capital and reinsurance as soon as coverage of such
risks becomes customary.
 Newly-founded companies: No fewer than 12 local insurance companies were founded in 2004
alone. These players are in particularly great need of support from reinsurers. And Swiss Re with
its national license will certainly be a primary provider to turn to.
 The share of cessions currently is on an unusually low level in China. An adjustment, if only to
European levels, would provide a tremendous additional boost for growth.

Swiss Re: early mover

Much like market leader Munich Re, Swiss Re, the world’s second largest reinsurance company, has
had offices in Beijing, Shanghai and Hong Kong for a number of years. In fact, its Hong Kong office
opened in 1956. In September 2003, Swiss Re was granted a full national reinsurance branch license,
which also enables the group to issue policies in RMB, the national currency. Munich Re holds such a
license as well, while other competitors such as General Re and Employers Re are only just getting
started. Many smaller players (e.g. Mapfre Re) are focusing on the international part of business.
Although Hannover Re has offices in Shanghai and Hong Kong, we have no knowledge of it holding a
national license (yet). Swiss Re thus deserves to be called an early mover. The number of competitors
it has in China remains limited to only a few.

Own branches are
preferred over joint
ventures

In the future, Swiss Re plans to continue to operate through own branches. It currently does not view a
joint venture or even the foundation of a subsidiary as a desirable option. However, Swiss Re is part of
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a minor joint venture with China Re in the area of asset management. This commitment is not to be
seen as reflecting an interest in a potential stake in China Re, Swiss Re maintains. Yet the legal form
of a branch, the reinsurer adds, makes the already onerous negotiations with authorities about legal
and fiscal issues even more difficult.
Staff training takes priority

Swiss Re already has well over 100 staff dedicated to the Chinese market (approx. 40 of them in
China). Yet, much like Winterthur, one of its main problems is the recruitment of qualified professionals. This is why Swiss Re dedicates particular efforts to training staff itself. The related build-up costs
are fully charged to Swiss Re’s Asia division. Since the division must reach its earnings target nonetheless, a generous but possibly exaggerated expansion of infrastructure has its “natural” limits. To
date, some CHF200-300 million have been invested in the Chinese market – less than 1% of Swiss
Re’s current market capitalization.

China is increasingly
important for Swiss Re

How significant China is for Swiss Re also becomes obvious when considering the importance the
executive responsible for this market has within the group: He is a part of the management team of the
Asia division, which reports to the Head of the P&C Business Group, who, in turn, is a member of the
Executive Board. However, the recent reorganization announced in June has lowered the importance
of China from a managerial point of view.

Detailed information is
scant

When presenting full-year results 2004, Swiss Re outlined the strategic direction it plans to take in the
next ten years. The “expansion of market leadership in Asia” is a key issue in this move. Even so, the
group does not provide a detailed geographic split of its premium income. At the moment, China’s
influence is of little relevance for Swiss Re – but this is bound to change dramatically in the coming
years.

P&C and L&G Business Group growth in Asia
CHF m
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Source: Swiss Re, analyst presentation 17 March 2005
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2005: strong volume
growth in Asia…

What’s more, taking cycle management into consideration, Swiss Re will be keen to increase business
volumes in Asia – at least in 2005 – as the Asian reinsurance markets promise to deliver higher
returns in today’s environment than markets elsewhere in the world. During the January renewal for
2005, the Asian treaty portfolio grew by 18%, a rate that was mainly driven by large proportional
contracts in China. However, growth may slow again once competitors enter the Asian market in
general and China in particular.

…due to China!

Swiss Re says it is satisfied with what it has achieved in China so far. But it does have some reservations. Premiums totaling more than CHF100 million were generated with the renewals for 2005 (an
insignificant amount for Swiss Re), mainly thanks to a few large proportional contracts made with the
leading Chinese insurers. On top of that, the Financial Services Business Group also accepts contracts in the facultative business. Yet Swiss Re is well aware of the fact that it will take another few
years until the facultative business will break even on an operational level. For the time being, a breakeven clearly remains a distant goal.

Main problems

Swiss Re sums the main problems it has encountered in China up as follows: qualified employees are
scarce, the inadequate risk-management standards of local players and the regulatory environment
with its often sudden changes. The latter will gradually be brought in line with international standards
in the years ahead. However, this process is not always linear and therefore creates uncertainty.

4.5 Conclusions
Our conclusions

Even though we received few responses to our questionnaire, the facts we have gathered enable us to
draw the following conclusions:








No Swiss financial services provider has so far attempted to enter the Chinese market or access
it via a joint venture (excluding the minor investment of Swiss Re). This is a clear difference
compared with numerous international competitors.
In the banking arena, UBS is an early mover, while Credit Suisse is keeping rather mum on the
subject. No Swiss group has acquired a local Chinese bank, which is hardly surprising in light of
the looming problems these institutions face (non-performing loans, particularly those granted to
SOEs, lack of know-how).
In the direct insurance business, the two international players Winterthur and ZFS early on made
the preventive move of taking a stake in local insurers. As a result, all options are available to
them in the longer term. For the time being, the strategy of taking stakes in local players saves
the Swiss companies the recruitment of suitable and qualified employees and the setting-up of an
own distribution network, which can be very expensive and time-consuming.
Due to the lack of qualified professionals in the market and the fact that China Re, which to date
has been strongly influenced by the state, will lose its most important privilege (compulsory
cessions) by 2006, foreign reinsurers prefer to build up their own structures in China. Both Swiss
Re and Munich Re are early movers in this respect.
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Credit Suisse Group (Banking)
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Source: Julius Bär analysis
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5 Luxury goods: solid market potential in China
5.1 Summary


China accounts for an estimated 8% of total revenues in the luxury goods industry, the majority of
which comes from travel purchases. The Chinese customer is similar to its Japanese counterpart
some 10-15 years ago. It is commonly believed that China is likely to become as important in 10
years’ time. The country is expected to be a substantial catalyst for luxury goods players in the
future, as Japan currently has a 40% share in total industry revenues. The relaxations on store
openings in place since early 2005 should accelerate this process, as luxury goods brands now
are able to open stores independently and thus have better control over their brands’ image.



China has traditionally been a male market for luxury goods. Male customers still have a
dominant value share in sales, though the share has declined from some 90% to 65-75% in the
past ten years. This explains the strong demand for hard luxury items such as watches.
Nevertheless, the increasing number of female customers is translating into higher demand for
more fashionable products such as leather, perfumes and jewelry.
Tourism-related sales from China are an important driver of luxury goods sales and account for
approx. 2/3 of total Chinese revenues. The relaxation of travel restrictions by the Chinese
authorities and the growing income of Chinese households are expected to become an
increasingly relevant source of revenues in the luxury-goods industry, since Chinese tourists are
estimated to spend at least twice as much on luxury products when traveling abroad than they
would locally. It is worth noting that traveling in China is also undergoing important structural
changes, which are likely to further accelerate outbound travel in the near term.



Hard luxury players Richemont and The Swatch Group entered China nearly 30 years ago. Their
sales exposure in China is estimated at 5% and 10%, respectively, whilst their brands already
enjoy solid brand awareness among consumers. Since 2005, the two groups are able to open
stores independently, implying a better control of sales flow to that market. This, coupled with the
above factors, should represent a solid sales trigger for Swiss luxury goods players, although we
do not expect them to be very aggressive in terms of store openings.
We do not expect luxury goods brands to manufacture in China in the long term; not for technical
reasons but for reasons of brand identity and perception of the sophisticated Chinese consumer.
Swatch Group is an exception, as it already has manufacturing activities in China in the mid-tolow price watch segment (electronic components related to quartz technology).

5.2 Luxury goods: solid market potential in China

Luxury: a new venue in
China.
Similar patterns to
Japanese

5.2.1 Market size, players and sales exposure
Consumers in China have a young relationship with luxury goods, which first came to China nearly 20
years ago on average. Chinese consumers are showing similar characteristics as the Japanese did
some 10-15 years ago. It is commonly believed that they are likely to become as important in ten
years’ time. Yet for the time being, the Japanese remain the sector’s key customer base, generating
an estimated 40% of global luxury goods sales.
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20-30% of luxury goods
sales in 15 years

Currently, China represents an estimated 8% of the luxury industry’s annual revenues of USD170
billion, the majority of which (nearly 2/3) comes from travel purchases. This would represent some
USD15 billion at retail level. The Chinese customer base is estimated to account for 10-15% of total
industry sales by end-2008E and become as important as the Japanese by 2020E. This forecast is
confirmed by most luxury goods companies, which expect China to account for 20-30% of their global
sales in ten years’ time.

Value breakdown of luxury
goods market, 2004 vs.
2020E

Luxury goods market, 2020E

Luxury goods market, 2004
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Source: industry data, Julius Baer

2/3 of total luxury goods
market in China is male…

…this explains the strong
demand for men’s
accessories (watches)

5.2.2 Products and consumers: still a watch / male dominated market
By definition, China’s luxury goods market is dominated by male customers. The value share of sales
related to male customers still dominates, though it has declined from some 90% to 65-75% in the past
ten years. Chinese consumers of luxury brands have historically been people who were able to afford
these products and had the capability to travel, i.e. male business people and government officials.
This helps explain the strong demand for hard luxury items such as watches - the men’s accessory by
definition – and luxury menswear. Other key product categories are spirits (Hennessy), pens (Montblanc), suits (Zegna, Dunhill, Ferragamo) and leather goods (Louis Vuitton).
This is also reflected in statistics of the Swiss Watch Federation (FHS), which show that China including Hong Kong - accounts for nearly 20% of exported Swiss watches.
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Swiss watch exports by major countries

Share of total sales to China
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Female customer base
growing rapidly…

Nevertheless, it is important to highlight that the female customer base has been growing rapidly over
the past ten years, so the mix of Chinese consumers of luxury products is gradually rebalanced towards women.

…whilst age of luxury
goods consumer is
declining

China’s rapid economic growth is expected to translate into more economic and social independence
for women and higher available income for the younger Chinese. The age profile of luxury brand
consumers is also declining: the most important category now is the age group of 25-34, down from
the previous >35.

RTW, leather and
cosmetics as new venues

As a result of this trend, ready-to-wear (RTW), leather goods and luxury cosmetics are expected to
increase their share in the Chinese market, as they predominantly target women, are more accessible
in terms of pricing and more easily identifiable given the importance of logos.

Global luxury goods market, value split by category
Accessories
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Chinese luxury goods market, value split by category
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Source: industry data, Julius Baer

Huge nation with
significant disparities of
wealth

5.2.3 Demography and wealth
The Chinese market is potentially huge, with China being the most populous country in the world with
some 1.3 billion people. The urban population is vast and growing rapidly: 13 cities have more than 4
million inhabitants, and 171 cities have more than one million. Even though per capita income was still
below USD1,000 in 2004, China is a country with significant wealth disparities.
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Currently 13m people as
potential luxury goods
customers

Nevertheless, a large number of wealthy individuals are potential consumers of luxury goods. The
national statistics bureau reported that in 2004, people with high-level incomes (at present above
USD24,000 per annum) constituted approx. 1% of the total population, or some 13 million people. If
we consider that this percentage could rise to 5% in the next five years, the potential customer base of
luxury goods would be 65 million. This compares with Japan’s total population of 127 million.

Much younger population
than in Japan

China has a much younger population profile than the rest of the world, where populations are ageing
rapidly. Currently, the largest age group in China is the 25-39 bracket (in Japan, it is the 40-60
bracket). In other words, there are more than 700 million people in China who are less than 40 years
old. They make up more than 50% of the country’s population. This compares with nearly 30 million
Japanese between the ages of 20 to 39, or approximately 20% of the total population.

One-child policy: a new
wealth generation

China’s population is likely to age gradually in the coming years as a result of the one-child policy.
This policy is also expected to result in a nation of pampered children, who may come to spoil
themselves as they grow older.

Homogeneous age
profile… even by 2020

Projections suggest that even in 2020, the age profile in China will be more homogenous than in
Japan, with a large percentage aged between 30 and 50 years. It is important to note that luxury
brands’ growth in Japan was largely fueled by the female office workers, aged 30-50, over the last few
years. This age group predominates in China. And, as disposable income continues to rise, spending
on luxury and fashion brands is likely rise considerably.

Will China give the relay
to Japan?

China: population pyramid by age group (in millions)
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GDP growth in China
bodes well for luxury
goods players

Our macro economic team expects China’s GDP to grow by 9% in 2005E and 2006E. Their view is
that growth will likely settle at a robust and sustainable pace in 2005, although it will slow from the
rapid acceleration seen in early 2004. Economic growth is expected to be driven by solid domestic
demand, with private consumption playing an increasingly important role relative to investments.
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Sustained GDP growth

GDP per capita in USD
1,800
1,600
1,400
1,200
1,000
800
600
400
200

2007E

2006E

2005E

2004

2003

2002

2001

2000

1999

1998

1997

1996

1995

1994

1993

1992

1991

1990

1989

1988

1987

1986

-

Source: industry data, Julius Baer

On top of that, major events such as The Beijing Olympic Games in 2008 and the 2010 Expo are likely
to provide an additional boost to China’s economy. All these factors should also become solid drivers
of luxury goods in that market.
5.2.4 Consumer profile
In addition to the segmentation by age, there are three distinct profiles of Chinese luxury goods consumers.
Segment 1: traditional
male client base

The first group is a highly educated and sophisticated group, comprising senior executives, the established elite and businessmen who emphasize the artisan quality of a luxury product. This segment has
been the major source of revenues of the luxury goods industry and is mostly male.

Segment 2: new young
fashion-driven consumers

The second segment is young consumers at the beginning of their careers, with large disparities
between their income and their purchasing power. Their salaries are estimated to total RMB 2,000 a
month (approx. EUR200). This segment comprises mostly fashion-driven women. It is extremely important for these consumers to be on the cutting edge of the latest trends. This particular segment is
willing to save for months to buy a single Prada or Gucci bag.

Segment 3: new wealthy
businessmen

The third group is the newly wealthy businessman or entrepreneur, who has a great deal of spending
power but is extremely value conscious. He mostly focuses on easily recognizable luxury brands with
a strong status. Among the brands popular in this segment are those with famous logos such as Louis
Vuitton, Versace, Dunhill in the menswear segment and Rolex and Omega in the watch segment.

New source of growth
would introduce higher
volatility

We expect growth in the Chinese luxury goods market to be mostly supported by consumption in the
latter two segments, whilst we do expect the pace of growth in the first segment to remain contained.
Nevertheless, we would point out that this process is also expected to introduce more volatility in the
luxury goods market, given the less stable source of revenues and wealth profile compared to the
traditional, well-established clientele.
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2/3 of total sales are
tourism-related

Considerably lower prices
than in mainland China

5.2.5 Tourism
Tourism-related sales from China are an important driver for luxury goods (approx. 2/3 of total Chinese
sales). The Chinese are expected to spend at least twice as much on luxury products when traveling
abroad than they would at home. The reasons behind this include:
Chinese consumers are generally price conscious. What’s more, consumers of luxury goods
typically seek the lowest price if it is easily identifiable. Prices for luxury products can be 20%30% (or more in some cases) higher in mainland China than in Hong Kong or Europe as a result
of high import tariffs and consumption taxes.



Price differences of up to
35%

In mainland China, tariffs can go up to 35% on certain pieces of jewelry. They range from 12% to
20% on watches and are 10% on leather goods. Consumption tax on non-essential items is 10%
(though not all products [e.g. accessories and apparel] are subject to this), and VAT is 17%.

Spend per tourist in Hong Kong
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Gift giving as an important
cultural aspect



Like in Japan, gift-giving is an important aspect of Chinese culture. When traveling, the Chinese
tend to bring back gifts of the country they visited, often branded luxury products otherwise not
accessible in China. In addition, for businessmen or entrepreneurs, buying expensive gifts in
business relations is a common and accepted practice and is seen as a show of respect.

Wider offering of luxurygoods products



Despite the recent expansion of most luxury brands, the variety of luxury products available in
China is still limited compared to Hong Kong and Europe. Some brands do not sell their full range
of products in China, which is an additional incentive for the Chinese to buy when traveling. Many
Chinese see Hong Kong as a “shopping paradise.” In addition to selling at lower prices, luxury
stores in Hong Kong have a much wider range and provide a better shopping experience than
Chinese stores. The Chinese retail network is also less developed (and typically concentrated in
shopping malls), clearly making the shopping experience abroad more complete and attractive.

Liberalization in tourism to
represent a major driver of
industry sales

Some 20 million Chinese traveled abroad in 2004. Going forward, several industry observers expect
travel by the Chinese to increase dramatically as Chinese authorities relax travel restrictions and the

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

68/120

Equity

Special Topic Report

available income of Chinese households increases. The Economist Intelligence Unit (EIU) expects the
number of Chinese travelers to rise to nearly 50 million by 2008 and 100 million by 2015.
This view is shared by the World Tourist Organization (WTO), which expects the number of Chinese
travelers to reach 100 million, though only by 2020. In the first three months of 2005, nearly 10 million
Chinese traveled abroad, an increase of nearly 25% over the same period last year. This increase in
activity is likely to benefit luxury brands, as the Chinese show a high propensity to spend when abroad
and as traveling will also increase their brand awareness.
Chinese tourism to grow
at double-digit rate
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5.3 Hong Kong vs. Europe: the old and new El Dorado?
Hong Kong: the major
gateway for travelers to
mainland China

Luxury brands have long had a significant presence in Hong Kong, a major gateway for travelers to
South East Asia and the most important business center in the region. In the short term, Hong Kong is
likely to remain the favorite destination for Chinese shoppers due to its proximity and attractive pricing.

Hong Kong: 40% of total
Chinese tourism

According to the Hong Kong Tourist Board, nearly 9 million Chinese visited Hong Kong in 2004, about
40% of the total number of Chinese traveling abroad. European countries such as France and Italy are
expected to soon attract a significant number of Chinese shoppers.

SARS epidemic: double
impact on luxury goods

The importance of tourism for luxury goods players explains why such epidemics as SARS, whose
epicenter was in Asia, came as a double whammy for the luxury goods industry. First, the epidemic
dented growth in Asian markets, which, as we have seen, are key for the luxury goods industry,
especially for hard luxury goods such as watches. Second, overall tourist traffic both within and from
the region experienced a sharp decline.
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"Exclusive" luxury watches value export 1993-2004
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5.4 Reforms in the Chinese travel market
As we have seen, Chinese tourism is expected to represent a relevant source of revenues for the
luxury goods industry. It is worth noting that traveling in China is also undergoing important structural
changes, which are likely to further accelerate travel outflow in the near term.
Approved Destination
Status



Europe is increasingly becoming an attractive shopping destination for the Chinese, since 27
European countries were granted “Approved Destination Status” (ADS) by the Chinese authorities
last September. Under this agreement, group travel of no less than five persons is now allowed to
the designated countries, and visa procedures are made easier. The agreement covers all EU
countries, except the U.K., Ireland and Denmark. Switzerland has had ADS status since 2004.
Previously, the Chinese were only allowed to travel to Europe with professional or family visas.
With the recent addition of Brazil, Argentina and Chile, the total number of ADS countries has
increased to nearly 60 from only 18 at the end of 2000.

Widening travel offer



Reforms in the local travel market are also likely to boost international travel since China’s inclusion in the WTO agreements allows foreign tour agencies to operate independently in China. As
an example, there were only 67 travel agencies in China in 1997, but at the end of 2004, there
were more than 600. These changes are likely to translate into cheaper and better offers for
Chinese consumers, making international travel easier and more accessible.
The number of flights to and from China is also increasing rapidly, with more destinations and
options available. The internationalization of China’s flight offer is set to increase in the next few
years due to the Beijing Olympic Games in 2008 and the World Expo in 2010.

More flexible payment for
Chinese while traveling



In September 2003, the amount of cash the Chinese can take into Hong Kong was roughly
doubled from an average USD2,000 to USD4,000. Since the end of February 2004, Hong Kong
banks have also been allowed to take renminbi deposits. In addition, the Bank of China started
providing renminbi credit card services in April 2004. Several other banks have followed suit.
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Distribution in China: an
issue in the past

5.4.1 Distribution in China
International luxury brands needed to operate in China via an agent, partner or joint venture before the
introduction of WTO rules in 2001, as foreign retailers could not obtain a license to trade independently. This implied that expansion plans were limited, mostly due to a lack of control over the distribution network, which is seen as an important instrument to ensure brand equality.
Finding the right partner to conduct business with is also an issue, given that the local partner is often
responsible for hiring store personnel, dealing with local parties and finding new store locations.

A headache for hard
luxury players, although…

This has been an important issue for hard luxury goods players such as Bulgari, Richemont and
Swatch Group, considering that:
 Products such as watches, fragrances, cosmetics are distributed mostly through third party
retailers (we estimate approx. 90% of sales),
 China has been a predominantly male market, oriented towards hard luxury products.

…exclusive agreements
were concluded

Despite these difficulties, luxury brands have been present in China for many years (e.g. Louis Vuitton,
Montblanc, Dunhill, Givenchy, Zegna, Omega or Cartier). In the case of Cartier, Richemont has benefited for many years from an exclusive right to import gold jewelry in China. This has put Richemont at
an advantage versus the likes of Bulgari and Tod’s, which only entered China in the last couple of
years and are still relatively unknown among Chinese consumers. Nevertheless, it is also true that
brands that have leading market positions in China are often not necessarily as strong elsewhere.
Richemont’s Dunhill is a good example: Although the brand is one of the leading and most well-known
brands in ready-to-wear in China, it remains rather weak in Europe.

Distribution in China: an
overview
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The future: new
regulations on store
openings

Regulations on store openings relaxed have been since early 2005 as China is committed to providing
non-discriminatory treatment to all WTO members. Since 2005, luxury brands have been able to open
stores independently. It is worth noting that compared with Hong Kong and Japanese real estate,
Chinese rents are at low, with rents in many locations between 12 – 18% of revenues. Important com-
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mercial centers specializing in luxury goods are developing rapidly in all the major costal cities: four in
Shanghai, five in Beijing, three each in Guangzhou and Shenzen.
Distribution strategy:
“tailor made” instead of
standard

Among luxury goods players, we cannot identify a common retail strategy in China. Some menswear
brands such as Zegna, Dunhill and Burberry are opening many smaller stores in a larger number of
cities, whereas others (e.g. Louis Vuitton, Gucci and Prada) are targeting bigger stores in the major
cities.

Expansion will be
cautious, though the latest
liberalization

The new regulations on store openings are a good opportunity to expand business in a still untapped
and highly promising market. Nevertheless, given the many peculiarities of the Chinese market, most
brands are expected to continue to operate with a local partner in the short term and not be too
aggressive in terms of store openings. This is because the more shops you open, the more likely they
are to be spread out geographically, the less control you have on them and their environment.

Brand perception: a key
success factor

5.4.2 Manufacturing of luxury goods in China?
We do not see luxury goods brands manufacture in China in the long term, not for technical reasons
but more for reasons of brand perception among the sophisticated Chinese consumer.

Consumer sophistication

On the one hand, consumers of luxury goods are becoming increasingly sophisticated – luxury goods
are perceived as exclusive European items, with France, Italy, Germany and Switzerland the core of
this exclusive market. On the other hand, the breakdown of costs per manufactured luxury good
suggests that personnel costs make up a limited portion (less than 30%) of total costs.

Labor: limited share in
total luxury goods
manufacturing costs

This is more true for hard luxury products such as exclusive watches or jewelry than for RTW or
fragrances. Consequently, luxury goods players such as Bulgari or Richemont do not intend to
manufacture in China, unlike brands such as Coach, which already produces many of its products in
China.
Breakdown of manufacturing cost per luxury watch
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Counterfeiting: a thorn in
the side of the luxury
brands

China is renowned for manufacturing high-quality counterfeit products. Surveys suggest that China
produces up to 40% of the world’s counterfeit goods. Counterfeit is difficult to prevent due to flaws in
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Chinese law. This might raise some questions among investors as to whether fakes might compete
with genuine products locally. Interestingly, research has shown that counterfeit products are not
popular with locals and that the Chinese consumer takes pride in purchasing genuine products. This is
very different from the wealthy Hong Kong women, who enjoy mixing fakes and real items.
Chinese consumers seek
the real thing

Ironically, Chinese counterfeiters mostly produce for European and American consumers. In contrast,
Chinese consumers with considerable spending power are looking for brand authenticity and are not
interested in fakes: They want the real thing. Thus, even if counterfeiting doesn’t really pose a
significant problem with regard to sales of the affected brands, it is regarded as a serious issue for
luxury brands’ image. When a particular bag or watch is copied extensively and found all over China,
the real customer of that particular brand may no longer wish to wear or buy that brand.

5.5 Swiss luxury goods companies in China

Less than 5% of group
sales….

…but growing rapidly

5.5.1. Richemont
Richemont started activities in China in the early 1990’s. We estimate that sales in China so far
account for approx. 3-5% of total group sales or less than EUR200m, of which more than half are
travel-related.
As highlighted in a recent presentation by Francis Gouten, Head of Richemont Asia, sales growth in
China has been extremely robust over the past years, though its basis was very low. As an example,
sales grew by approximately +50% in the quarter ended December 2004.
Today Richemont is present with 15 brands, over 100 external boutiques and more than 500 points of
sale in 47 cities. It was among the first to enter this market and establish brand awareness.
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Specialist watchmakers: a
new venue in China

It is worth noting that although Richemont entered the Chinese market 15 years ago, many of its
specialist watchmaker brands were introduced only quite recently: We would mention Jaeger
LeCoultre and Vacheron Constantin introduced in 1998/99, IWC in 2003, Panerai in 2004. Since the
Chinese market is male-dominated, this leaves plenty of opportunities for the group’s watch brand
portfolio. Nevertheless, we are aware that the price positioning of products such as Vacheron
Constantin, Jaeger-LeCoultre or IWC might be too high to attract a significant number of Chinese
consumers in the near term.

Strong market presence
with Dunhill and
Montblanc

Meanwhile, Richemont is well placed in leather goods, accessories and ready-to-wear with its Dunhill
and Montblanc brands, which have strong market positions. The following charts show that Dunhill is
one of the most desirable luxury brands among a sample of Chinese consumers.

Desirability of the different
luxury brands in China
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Dunhill: well known in
Asia, but not in Europe

As a reminder, Asia accounts for 70% of Dunhill sales, with 41 directly operated stores (DOS) of a
total of 73. In the long term, we believe that certain western brands that have benefited from a strong
position in the Chinese market but did not have strong franchises in Europe – such as Dunhill – may
now suffer as more Chinese will be increasingly able to travel abroad and become more exposed to
more brands and products. This certainly does not bode well for loss-making Dunhill, whose restructuring is still underway.

Cartier: well positioned in
China

As we have seen, after being an exclusively male market for decades, the female market in China has
been expanding rapidly. This looks set to benefit jewelry brand Cartier (estimated 80% of group
operating profit), which is present in China since 1990 and has an exclusive license to import gold
jewelry. Compliance of China with WTO rules starting in 2005 is expected to make the expansion of
Cartier in that market easier, given the possibility to directly control distribution.

Shanghai Tang: an
exception within the group
portfolio

Richemont’s Shanghai Tang is an interesting exception in the group’s product portfolio, though revenues currently make up a marginal share in total group sales. The brand has strong Chinese roots
since it was founded in 1994 by a Hong Kong businessman. Today it has boutiques in Hong Kong,
New York, Singapore and London. The brand’s product offering comprises RTW, tableware, watches
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and fragrances. Richemont aims to turn Shanghai Tang into the first global Chinese lifestyle brand,
though brand revenues make up a marginal share of Richemont’s group sales.
Richemont sales by brand 2004 (EURm)
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Manufacturing: exclusively
in Europe

Manufacturing in China
Richemont is a pure player in the luxury goods arena, as its products are manufactured almost
exclusively in Switzerland and other European countries. Following talks with the company, we
understand there is no intention to shift production activities to China or to source components from
Chinese manufacturers. This rationale is supported by the fact that the key element of Richemont’s
manufacturing is watch-making, which has strong roots in Switzerland.
This is also reflected in the major investments the group has made over the past five years, which
continued to be focused on Europe and in particular on Switzerland.
RICHEMONT’S ACQUISITIONS (1996 TO DATE)
Company
Category Country
Vacheron Constantin
Watches Switzerland
Officine Panerai
Watches Italy
Lancel
Leather France
Van Cleef & Arpels
Jewellery France
Old England
Luxury retailing France
Stern Group
Watches (dials) Switzerland
Montegrappa
Writing instruments Italy
LMH
Watches Switz./Germany
Petitjean
Watches (cases & bracelets) Switzerland

Date
December 1996
April 1997
October 1997
May 1999
October 1999
July 2000
November 2000
January 2001
October 2001

Sales
EUR44m
< EUR5m
EUR110-120m
EUR100m
EUR10-15m
EUR25m
< EUR5m
EUR235m
< EUR5m

CAPITAL EXPENDITURE (2000 TO DATE)
Brand
Description
Piaget
Manufacture Plan-les-Ouates (CH)
Cartier
Manufacture Le Cret du Locle (CH)
Baume & Mercier
Manufacture Les Brenets (CH)
Panerai
Manufacture Neuchatel (CH)
Lange & Söhne
Production extension at Glashütte (D)
Vacheron Constantin
Manufacture Plan-les-Ouates (CH)
Jaeger-LeCoultre
Production extension at Le Sentier (CH)
IWC
Plan to double production capacity (CH)

Date
Dec. 1999-March 2001
Start 2001
April 2001-July 2002
Oct. 2001-July 2002
2002-2003
August 2002-Nov. 2003
Nov. 2002-June 2004
Jan. 2003-Dec. 2004

Investments
EUR20m
EUR10m
EUR10-15m
EUR5m
EUR5-10m
EUR20-25m
EUR20m
EUR5m

Source: Julius Baer, company data
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Other businesses are
craftsman oriented

The other key business – jewelry – remains primarily and traditionally craftsman-oriented rather than
industrial. Much jewelry work is still outsourced to third-party Paris boutiques, so operating leverage in
this area is avoided.

Partly- integrated
structure

In short, we can say that Richemont has a partly-integrated structure compared to the fully-integrated
structures of Swatch Group and Rolex or the ‘outsourced’ structures of Gucci and Hermès.
Richemont’s vertical integration has been intensified since LMH (Jaeger-LeCoultre, IWC and Lange &
Söhne) and a number of smaller watch-component manufacturers were acquired. In our view, these
moves had to do with:
 Securing credibility of its ‘exclusive luxury’ and/or specialist watch brands; and
 Reducing dependence on Swatch Group, which supplies an estimated 65% of all its mechanical
watch movements, 40% of all its quartz movements and an estimated 90% of all components.
Of all movements manufactured in-house at Richemont, one-third is made from scratch, one-third from
purchased components and/or semi-finished movements, and one-third is customized from preassembled movements. We do not believe Richemont has gained a cost advantage from these moves.

Entry in China: more than
30 years ago

Omega as number one
watch brand in China

5.5.2 The Swatch Group
The Swatch Group first entered the Chinese market in 1974 with Rado and Omega. It generates some
10% of its revenues in this market. Omega has been present in China for 30 years, is the company’s
largest brand and the estimated number one watch brand in China in terms of market share.
Omega is estimated to have a 20% market share in China’s watch market, followed by The Swatch
Group’s accessible luxury brands Longines and Rado. Private company Rolex is estimated to have a
smaller market share than Omega. The Swatch Group has 40 outlets in the country - three of which
are directly operated - and is distributed in 74 Chinese cities.
Omega’s leadership is even more apparent when considering the contribution of the Chinese market
to the brand’s revenues: At roughly 14%, it is well above the 2-5% other luxury brands contribute. This
position will likely strengthen in the years ahead as the brand has become the only official timekeeper
of the 2008 Beijing Olympics. This event should give Omega a strong competitive advantage in a
market where brand awareness is generally low among consumers. Omega has already placed a
countdown clock in Beijing’s Tiananmen Square, the first ever advertisement in that location.
Omega enjoys a first-mover advantage and is one of the most visible brands for Chinese consumers.
Given this strong track record, we believe the company will benefit from a strong expertise in this
market compared to other luxury groups, which entered the market quite recently.
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Breakdown of watch sales by brands, 2004 in CHFm
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The leadership of Swatch Group’s brand is shown in the next table, where we have displayed the
percentage of sales Chinese travelers have in LVMH’s duty free shops (DFS) in Hong Kong.

The Swatch Group: currency exposure of total sales
CHF
12%

USD
13%

Rest of Asia,
Others
19%

EUR
39%
JPY
13%

GBP
4%

Sales to Chinese in LVMH's DFS in Hong Kong
Brand
Longines
Rado
Tissot
Omega
Pierre Cardin
Burberry
Dunhill
Montblanc
Ferragamo
Cartier
Bulgari

Company
The Swatch Group
The Swatch Group
The Swatch Group
The Swatch Group
Private
Burberry
Richemont
Richemont
Private
Richemont
Bulgari

% of sales to
China
80%
77%
71%
66%
63%
44%
41%
28%
18%
15%
5%

Source: industry data, Julius Baer

Mid-to-low price segment
to benefit from market
potential

We believe China represents a potentially large market for the Swatch brand. We assume that China
accounts for about 5% of the brand’s sales, a share we expect to increase gradually as the more
accessible price points allow the brand to reach a wider target audience. During the latest analyst
meeting, management commented that sales of the Swatch brand in China are expected to rise
considerably over the next five years and that it plans to open around 500 stores and counters in
China, 20% of which in major cities such as Shanghai.

Watch manufacturing in
China in the mid-low price
segment

The fully vertically-integrated Swatch Group is present in Asia with distribution and manufacturing
activities of watch components and watch movements, almost exclusively in the low-price quartz
segment. As a reminder, 30% of Swatch Group’s total workforce, or some 6,000 employees, work in
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Asia in the distribution of watches, manufacturing of electronic components, quartz movements and
related products.
Personnel expenses by country

Cost structure: split by currencies

China
11%

US D
12%

EUR
12%

Other Asia
21%
S witzerland
51%

Rest of Asia,
Others
5%

CHF
71%

America
4%
Europe
13%

Source: industry data, Julius Baer

Approx. 10% of group
workforce in

Nearly 10% of Swatch Group’s workforce (Julius Baer estimates) is based in China. Moreover, the
company has distribution subsidiaries in Hong Kong and Shanghai and manufactures movements and
components in Zhuhai. Zhuhai SMH was set up in 1995 and is specialized in the watch and car supply
business, with products both for export and domestic sale.
There are ten other manufacturers in Zhuhai, including Zhuhai Gree Rossini Watch Co., Ltd.; Timecore
Precision (Zhuhai) Co., Ltd. (Japan); Xonix Watch Co., Ltd. (Taiwan); and France Ebauches Watch
Co., Ltd. (France). These players are mostly active in the manufacturing of components for the watch,
car and telecom industries.

Tough competition in
electronic components
manufacturing

Swatch Group recently announced plans to transfer production of components from Malaysia to
Thailand. Around 500 employees will be affected by this move, which should be completed by the end
of 2005. The affected employees make up less than 3% of the total group workforce and 12% of the
Asian workforce.
In our view, even if this measure does not directly affect operations in China, the shift in manufacturing
highlights the tough trading conditions in the mid-to-low-price watch segment, which mostly relate to
quartz-operated watches. This is the result of increasing competition and resulting price pressure in
the manufacturing of electronic components and quartz movements, which mostly stem from a decline
in demand for quartz-operated watches.
In conclusion, we see solid sales growth potential in the Chinese market for the company’s luxury
watch brands, which are mostly based on mechanical technology. We maintain our cautious stance
with regard to business developments at Swatch Group’s mid-to-low-price watch segment as well as
the related activities in the manufacturing of electronic components.
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6 Machinery industry in China
6.1 Summary


The machinery industry has always been an important market segment for China. If a country’s
industrialization advances, the machinery industry should benefit from this development. China’s
industrialization is expected to advance at 8-9% of GDP in the years to come.



Most Swiss machinery companies discovered China as a future market in the mid-Nineties. The
main opportunities in China are accelerated revenue growth, lower manufacturing costs and
better access to relevant markets in the region. The risks of working with Chinese companies
mainly are a lower contractual reliability, a high level of management capacity needed and
possible infringements of intellectual property rights. China is and should be an important country
for all internationally-active Swiss companies.



Growth in China's machinery industry is expected to slow in 2005 from 2004 due to Yu Zhen,
chairman of the China Machinery Industry Federation. Total output value is projected to grow by
about 15-20%, and profits are forecast to rise by 10% compared with last year. In 2004, profits of
farming machinery, electrical machinery and machine tool companies showed fast growth.

6.2 Output from the People’s Republic of China yesterday and today
Before the foundation of New China in 1949, China's highest annual output of major industrial and
agricultural products was 445,000 tons of yarn, 22.79 billion meters of cloth, 61,880,000 tons of coal,
320,000 tons of crude oil, 6 billion kwh of electric energy, 150 million tons of grain, and 849,000 tons
of cotton. Since the foundation, especially in the 20 years after the start of reform and opening to the
outside world in 1978, China has made great strides in economic construction and social development.
In 1998, GDP reached RMB7,955.3 billion (CHF1,113.7 billion), a 6.4-fold increase since 1978 at
constant prices. Output of major industrial and agricultural products such as grain, cotton, meat, edible
oil, coal, steel, cement, cloth and TV sets surged, taking China from a low ranking to first in the world.

6.3 Specifics of the Machinery sector in China
If a country’s industrialization grows, the machinery industry should benefit from it. In the last 20 years
China has been growing rapidly, achieving economic growth rates of more than 5% year after year.
Most market participants still do not see an end of this trend, which should offer the machinery industry
further growth opportunities.
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6.4 China’s machinery industry and its segments
The machinery industry is
a major part of industrial
China

The machinery industry, a major part of industrial China, is deemed the country's largest industrial
sector. It comprises the full range of categories and enjoys large economies of scale as it constantly
improves its technical standard. The Chinese machinery industry is divided into 12 major categories.
They are: automotive industry, electrical equipment manufacturing, heavy-duty and mining equipment
manufacturing, petrochemical and general machinery, agricultural machinery, construction machinery,
internal combustion engine manufacturing, machine tool and tools industry, instruments and meters,
general machinery basic components, environmental protection machinery, food-processing and
packaging machinery. Among these 12 categories, there are 271 subordinate industries. The whole
country has 120,000 machinery enterprises and research institutions. They employ some 20 million
workers, or 1.7% of the total population.
6.4.1 Automotive industry
The automotive industry manufactures heavy-duty trucks, light vehicles, passenger cars, buses and
coaches, transformed vehicles, jeeps, motorcycles, vehicles for industrial purposes, auto parts and
components. At present, there are 3,000 major enterprises in all of China.
6.4.2 Electrical equipment industry
The electrical equipment industry produces hydro-power equipment, thermal power equipment,
nuclear power equipment, wind-power generation equipment, power transformation and transmission
equipment, industrial boilers, electric motors, lower-voltage apparatus and devices, wires, cables,
electric furnances, welding machines, insulation materials, electric carbon products, accumulator and
storage battery, and special electric equipment. There are more than 2,000 enterprises at present.
6.4.3 Heavy-duty and mining machinery industry
The heavy-duty and mining machinery industry is split into metallurgical equipment, mining equipment,
cement fabrication equipment, crane machinery, transportation equipment, port equipment, loading
machinery and water-conservancy equipment. Nearly 1,000 major enterprises are active in this area.
6.4.4 Petrochemical and general machinery industry
The petrochemical and general machinery industry includes the equipment for petroleum & natural gas
drilling, extracting, gathering and transportation, chemical equipment for oil refineries, industrial
pumps, blowers and fans, valves, compressors, air separation equipment, refrigeration and airconditioning equipment, gas separation and liquefaction equipment, vacuum acquisition and
application equipment, printing machinery, plastics processing machinery, cycloid speed reducers,
drying equipment and separators. There are over 800 major enterprises in this industry at present.

About 4,000 companies
are active in agricultural
machinery

6.4.5 Agricultural machinery industry
The agricultural machinery industry is divided into tractors, cultivation machinery, plant protection
machinery, irrigation and drainage machinery, agricultural transportation machinery, harvesting
machinery, agricultural by-product processing machinery, forestry machinery, animal husbandry
machinery, forage processing machinery, and fishery machinery. There currently are about 4,000
enterprises active in this area.
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6.4.6 Construction machinery industry
This industry manufactures excavators, loaders, bulldozers, scrapers, graders, truck cranes, forklift
and industrial vehicles, piling machinery, road surface compacting machinery, rock-drilling machinery,
and pneumatic tools. There are more than 500 major enterprises in construction machinery.
6.4.7 Internal combustion engine industry
The internal combustion engine industry covers the areas of general purpose diesel engines, petrol
engine and gas engine used in vehicles, construction and agricultural machinery, motive power
machines for marine application and power generation sets as well as engine parts and components.
There are about 1,100 major enterprises in this field.

The machine tool industry
is important. A Swiss
sector play is Agie
Charmilles

6.4.8 Machine tool and tools industry
The machine tool and tools industry is divided into metal-cutting & metal forming machine tools,
foundry equipment, wood-working machinery, abrasives and grinding tools, measuring & cutting tools,
electric apparatus for machine tools and machine tool attachments. There are now over 1,000 major
enterprises in the whole industry.
6.4.9 Instruments and meters industry
The instruments and meters industry covers automatic instruments for industrial control, electric
meters and instruments, optical instruments, analytic instruments, laboratory instruments,
meteorological instruments, maritime instruments, film projectors, cameras and copiers. There are
about 2,000 major enterprises in this field.
6.4.10 General machinery basic components industry
The general machinery basic components industry produces bearings, hydraulic components,
hydrodynamic components, pneumatic parts, sealing materials, powder metallurgical components,
fasteners, chains, springs and elastics, dies and moulds. There now are more than 800 major
enterprises in the country.
6.4.11 Environmental protection machinery industry
The environmental protection machinery industry includes the equipment for air and water pollution
control, equipment for solid water disposal and comprehensive utilization, noise and vibration control
devices and environmental monitoring instruments. There are about 2,000 major enterprises in the
whole industry.
6.4.12 Food-processing and packaging machinery
The food-processing and packaging machinery industry includes machinery for food-processing,
packaging, packaging materials, packaging containers and packaging decorations. There are over
1,600 major enterprises active in this industry.

6.5 The machinery industry after World War II
The machinery industry
has been a top priority
since the People's
Republic was founded

The machinery industry has been a top priority since the People's Republic was founded. The industry
expanded from a few small assembly and repair facilities before 1949 to a large machine-building
sector producing many kinds of modern equipment. By 1987, however, the overall level of technology
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was still relatively backward. In the late 1970s and early 1980s, China intended to use large-scale
imports to modernize the machinery industry, but later decided that limiting imports to critical areas
would be less costly. The plans of the Ministry of the Machine-Building Industry called for about 60
percent of the industry's products in 1990 to attain the technological level the industrialized countries
reached during the 1970s and 1980s. Products manufactured according to international standards
received priority in the allocation of funds, materials, and energy.

6.6 The machinery industry in the late Eighties to the new Millennium
China's leaders realized
that the quality of
machinery would
determine the success of
modernization in all areas
of the economy

In 1987 the machinery industry was scattered across the country. Nearly all counties and towns had
one or more machinery factories. The major machinery centers were Shanghai, Tianjin, Shenyang,
Beijing, Harbin, Changchun, TaiRMB, Luoyang, Wuhan, Chongqing, Chengdu, Xi'an, and Lanzhou.
The machinery industry was selected by the State Council to lead the way in management reform.
China's leaders realized that the quality of machinery would determine the success of modernization in
all areas of the economy. The industry's extreme compartmentalization (a legacy of the Maoist obsession with self-reliance) showed a lack of communication among departments or within regions.
Skilled managers were also few and far between. Therefore, the development slowed. After 1992, the
increase of foreign direct investment gradually shifted to capital- and technology-intensive sectors,
especially chemicals, machinery, transport equipment, electronics and telecommunications. Industry –
defined as manufacturing, mining, and energy production – continued to dominate the Chinese
economy in 2002, contributing about 45 percent to total GDP.

6.7 Machinery industry in 2000 and its future due to the tenth five-year plan
Large-scale industrial
investments boosted
machine tool consumption
in China

China's foreign trade increased dramatically in the first three quarters of 2000. The total value of
import and export trade was USD352.4 billion, a 35.7% increase over the previous-year period. The
Chinese government invested tremendous amounts of capital in technological renovation in major
industries such as aviation, aerospace, defense, and automotive. This large-scale industrial investment boosted machine tool consumption in China. The total import value of all foreign-built machine
tools was USD1.925 billion in the first three quarters of 2000. This was a substantial increase in
imports of 28.69% from the year-earlier period. In the first three quarters of 2000, the total value of
imported metal cutting machine tools amounted to USD872 million. The total import value of machining
centers was USD154 million, and the value of custom-built machining centers was USD132 million.
China thinks in five-year plans. Therefore, the State Economic Trade Commission (SETC) defined
goals and strategies for the Chinese machinery industry. The Tenth Five-Year Plan (2000-2005)
includes the following: The primary goal of the plan is for China's machine industry to meet domestic
industry needs with machines manufactured in China. The program has two steps, three directions,
four developments, and five strategies.
Two steps:
The action plan consists of two steps over the next ten-year period. Step one is to continue to
reorganize the machinery industry’s structure for the duration of the Tenth Five-Year Plan 2000-2005.
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The second step is to create a strong foundation for maximum machinery industry development during
the next Five-Year Plan, 2006-2010.
Three directions:
The first direction is for China to strive to become a powerful manufacturing country; the second is to
transform China from a big importing nation into a powerful trading nation; and the third is to develop
the machinery industry's capability to customize product output.
Four developments:
China placed great emphasis on the development of CNC (computer numeric controlled) machine
tools and parts. The three other areas of key development are high technology equipment used in the
power generation industry, and the equipment used in the agriculture machinery and auto
manufacturing industry.
Five strategies:
Developing the machinery industry solely on the basis of accurately projected real market demand,
implementing whatever institutional reforms necessary to advance the development of the machinery
industry, improving the ability to customize and modify products, and creating new technology,
reorganizing organizational infrastructures, and maximizing industry outreach to international markets.

6.8 China’s WTO entry
China's domestic
machinery industry was
for the first time subject to
internal competition from
global competitors

In 2001 China entered the WTO. Consequently, it has had to adhere to the rules of global trade.
China's domestic machine tool industry has for the first time also been subject to internal competition
from global competitors. Nevertheless, the main competitors continue to be Chinese.
After China’s entry into the WTO, the Chinese companies had numerous international business
opportunities but were also faced with many more domestic challenges. Today Chinese companies
hold 50% of the domestic market. Their main products are general-purpose machine tools, low-cost
machine tools and general-purpose CNC machine tools. Foreign companies provide the fastest and
most sophisticated machine tools for the Chinese market.
The China State Bureau of Machinery Industry points out that China's machine tool manufacturers
should cut back on general-purpose machine tool production and instead aggressively step up their
capacity to manufacture CNC machine tools.
The State Bureau of Machinery Industry has also stated that machine tool manufacturers should:
 Continue to deepen individual enterprise reform to help promote the establishment of a modern
enterprise system in China.
 Chinese enterprises should continue to strive to improve quality, cut production costs, meet or
advance promised customer delivery dates, and improve after-market service for their generalpurpose machine tools. At the same time, they are expected to absorb and adopt the advanced
technologies and expertise of successful international business management techniques.
 Chinese enterprises need to attract people who are creative, have an appropriate education, are
willing to learn and understand new management concepts, are skilled in management, and are
good team players.
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We believe that China
should offer many
opportunities for
international machinery
companies

We believe that China should offer many opportunities for international machinery companies. We
estimate that growth opportunities will continue to exist for another ten to fifteen years. Yet we also
see some threats. China has always tried to promote its own industrialization. At present, growth is at
such a high level that the country does not have the power to respond to all the needs. However, the
Chinese are much better educated than some 20 years ago. Ten to fifteen years from now, they
should be as well educated as Europeans or Americans. Therefore, we see sound growth opportunities for Chinese companies, particularly in the machinery sector. The big question at the moment is
whether large multinationals will create their own future competitors, if they don’t protect their knowhow adequately.

6.9 Machinery industry trends in 2005
A list of the top 100 machinery companies, based on sales revenues in 2004, was released by the
National Bureau of Statistics, the China Machinery Industry Federation and the China Association of
Automobile Manufacturers. According to the list, the top three Chinese machinery companies are
Shanghai Electricity Corp., with sales revenues of RMB49.7 billion (CHF7bn) , Chunlan Corp., with
sales revenue of RMB16.8 billion (CHF2.4bn), and Xuzhou Engineering Machinery Co. Ltd., with sales
revenue of RMB13.6 billion (CHF1.9bn). These three companies make up a mere 0.28% of all Chinese
machinery manufacturers. However, their sales income accounts for 20% and profits for 22% of all
machinery companies in China. Due to the high number of companies, we expect the sector to
consolidate, probably starting in the next five years.
Among these 100 companies, 31 are manufacturers of electric appliances. Their sales revenue
accounted for 37% in 2004. The list also included 14 office-equipment producers, whose sales
revenue accounted for 12% of the total among the top 100. Ten companies that produce transportation
machinery and twelve companies that manufacture engineering machinery were also included in the
list, with their sales revenue making up 10% and 9% of the top 100, respectively.
Growth is still expected to
be high but China's
machinery industry should
be slower in 2005
compared to 2004

Growth in China's machinery industry should slow in 2005 from 2004, due to Yu Zhen, chairman of the
China Machinery Industry Federation. The growth rate of total output value is projected to be 15% to
20%, added value is forecast to grow by 15% and profit by 10% compared with 2004. According to the
federation's statistics, the sector's total output value surged to RMB3.27 trillion (CHF457bn) in 2004,
up 27.4% year-on-year. Added value and profit grew to RMB863.5 billion (CHF1,221bn) and
RMB185.8 billion (CHF26bn), which represents gains of 27.7% and 16.5%. In 2004, profits of farming
machinery, electrical machinery and machine tool companies enjoyed fast growth. The farming
machinery grew because the central government had increased its support of rural areas.
Engineering machinery and motor vehicles saw profit decline by 27.7% and 5.7%, respectively. The
decline of the former was a result of China's macro regulation, which caused construction projects to
slow or be abandoned. The decline in the motor vehicle sector was due to a price increase in raw
materials and a drop in vehicle prices, according to Yu Zhen. Growth in these two sectors is expected
to slow this year compared with the high growth rate in the previous two years.
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6.10 Swiss investments in China are increasing steadily
China is an important
investment destination for
Swiss enterprises

China is an important investment destination for Swiss enterprises, with direct investments totaling
over CHF3 billion. A total of 380 Swiss companies have operations in China, most of them in the
Shanghai, Beijing and Guangdong / Hong Kong regions. All major global companies are present.
China is becoming increasingly important for Swiss companies. The following graphs show how
machinery exports developed over the last three years. In this period, exports to China grew by 25%,
while exports to Asia grew by 18%. This illustrates the importance of China within Asia.
Machinery Exports in 2003
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6.11 Swiss machinery companies in China
Most Swiss machinery
companies discovered
China as a future market
in the mid-Nineties

Most Swiss machinery companies discovered China as a future market in the mid-Nineties. The main
opportunities in China are seen to be accelerated revenue growth, lower manufacturing costs and
better access to relevant markets in the region. The risks of working with Chinese companies are
mainly identified as lower contractual reliability, a high level of management capacity needed and
possible infringements of intellectual property rights. China is and should be an important country for
all globally-active Swiss companies. The Chinese market is still not as mature as the European one.
Therefore, we believe the machinery sector should continue to benefit from above-average growth
rates for another 10 to 15 years.
6.11.1 ABB
Just before leaving the company in 2004, ABB’s former CEO Jürgen Dormann announced that it would
be reasonable for ABB’s headquarters to move from Switzerland to China within the next ten years.
This statement shows that China is a very important market for ABB. ABB should experience strong
growth in all of Asia. Yet already in 2004 did China account for half of total Asian sales.

ABB’s headquarters could
be moved from
Switzerland to China

ABB’s relationship with China dates back to the early 20th century, when the company supplied the
country with a steam boiler in 1907. In 1974, ABB formally established operations in Hong Kong. This
was followed by the first permanent office in Beijing in 1979. In 1994, ABB took a decisive step forward
and moved the China headquarters to Beijing. Only a year later, ABB (China) Limited was set up in
Beijing. Today ABB has more than 20 joint ventures and wholly-owned companies and sales offices in
30 major Chinese cities. The company employs more than 7,000 people in the country. It ranked first
in the Best Employer Survey conducted by Watson Wyatt, Fortune China and Sohu in 2003.
By setting up joint ventures and wholly-owned companies across the country, ABB China has built up
production, engineering and service bases in the fields of power transmission and distribution,
automation products and systems. China rank third in sales after the U.S. and Germany. In 2004 ABB
achieved total sales of USD2.0 billion. Its goal is to double total sales to USD4.0 billion until 2008.
Once this goal has been reached, China is likely to be the second largest market for ABB. To achieve
this ambitious sales growth target, ABB plans to increase its number of staff to 12,000 by 2008.
Furthermore, ABB has defined a strategy for profitable growth in China, which includes maintaining
organic growth (20% p.a. until 2008), investing in new product lines and factories (USD100m until
2008), buying materials locally and using them to build complete product lines, opening a new global
R&D center in Beijing, and promoting local talent.
Major orders in China in 2004:
 USD390 million contract for the Three Gorges-Shanghai HVDC project, the world’s largest power
transmission project in 2004
 USD360 million contract for the Three Gorges-Guangdong HVDC project
 Electrical equipment for metro systems and light rails in Beijing, Shanghai, Guangzhou and
Tianjin
 USD40 million contract to supply process automation, drives, quality control and electrical
systems and related services for Asia Pulp & Paper (APP) in China
 USD24 million contract to supply hoist equipment for eight coal mines of the Huainan Mining
Group
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USD60 million contract to supply one 500kV GIS and 12 power transformers for the Right Bank
Power Plant at Three Gorges
USD5.5 million (RMB55m) contract to supply the world’s largest cold annealing and pickling
processing line to TaiRMB Iron & Steel (Group) Co., Ltd. in TaiRMB, Shanxi Province
USD6 million (RMB50m) contract from the East China Electrical Power Group Corporation
(ECEPGC) for integrated IT systems which will increase the East China Electric Power Grid’s
efficiency and provide it with the country’s first regional trading system
USD11 million order to supply high-voltage GIS for Phase II project of Jiaxing Power Plant in
Zhejiang Province
USD200 million order from Shanghai SECCO Petrochemical Company to provide an innovative
propylene process technology which cuts energy consumption and reduces greenhouse gas
emissions. It is the first time this technology has been used in China.

Regional total sales split of ABB in USDbn
25
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Source: Company data

6.11.2 Sulzer
For the time being, China is not among the top markets for Sulzer. The company first entered China
before 1990. In 1999 the Sulzer Pumps division strengthened its position in the country by founding a
joint venture with Dalian Pumps. Today, some 2-5% of the group’s production is in China, while Asia
has a production share of 11-20%. A reason for Sulzer to enter China is the market’s penetration.
Sulzer’s main activities are located in Hong Kong and Shanghai. At the moment, some 500 to 1,000
employees work for the group in China.

In 1980, Schindler
established China’s first
industrial joint venture

6.11.3 Schindler
In the late 1970s, Schindler began to think about possible ways to enter the Chinese market. In light of
the political and economic situation in China at the time, joint ventures were regarded as the best
solution because a suitable local partner could provide Schindler with know-how of local competitive
conditions, market conditions and business systems. Meanwhile, Schindler wanted to act quickly in
order to benefit from a first-mover advantage. In 1980, Schindler established China’s first industrial
joint venture – China Schindler Elevator Ltd. (CSE) in Beijing. CSE was immediately successful,
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earning a profit of USD4 million in its first year and developing overseas sales to approximately 40
countries. CSE was named Top 10 Joint Venture in China in the mid-1980s.
During the 1980s, the Chinese elevator market changed significantly. First, competition in the Chinese
elevator industry was becoming fiercer, with major global elevator companies entering the Chinese
market by means of joint ventures. For example, Tianjin Otis was established in 1984, Shanghai
Mitsubishi in 1987 and Guangzhou Hitachi in 1988. Second, based on the greater involvement of
foreign companies, the level of elevator technology in China market increased significantly. Third,
demand for elevator services increased, especially from customers operating in China. Although China
achieved enormous economic growth in 1980s, it was not without unfavorable effects. In the late
1980s, the Chinese economy slowed, state budgets raked up substantial deficits and inflation rose. By
1989, the construction and elevator industry was depressed, with sales down 25% compared with
1988. A further drop was projected for 1990. Many smaller elevator companies collapsed.
In the early 1990s, Schindler formulated several important business strategies:
 To reshape its major joint ventures in China from production-oriented companies to serviceoriented companies. This involved not only the mission and the organizational structure, but also
the management style and information system.
 To constantly improve quality of products and service.
 To specialize the manufacturing facilities to achieve the economies of scale.
 To reinforce research and development activities in China.
 To reinforce employment training.
In adapting these strategies, Schindler largely improved its responsiveness to customers and achieved
greater customer satisfaction – two joint ventures were certified with ISO9001 quality standards. In
1996 and 1998, Schindler established two wholly-owned enterprises in Suzhou to produce the key
components of elevators and escalators, respectively. It unveiled its first Asian research and
development center and its China Training Center in Shanghai.
In 2004 Schindler generated total sales of about CHF1 billion in Asia-Pacific, with China and Hong
Kong believed to have accounted for some 80% of this total. Due to the dominant modern architecture
of high-rise buildings in Hong Kong and Shanghai, the elevator and escalator business prospered in
China. In 2004 the Chinese market grew strongly and continued the pace of rapid growth despite
intervention by the Chinese government to cool the economy. Schindler plans to expand production
capacity to absorb this strong growth and improve its competitiveness.

Rieter’s textile division
achieved close to 70% of
sales in Asia in 2004

6.11.4 Rieter
Rieter has supplied machines to China for more than 70 years and is among the recognized market
leaders of spinning machines for the short staple fiber and filament process as well as for the nonwovens and palletizing industry. Rieter has a workforce of over 300 people in China. Its headquarters
are in Shanghai, and it has offices in Beijing, Hong Kong, Jinan and Urumqi. Rieter recently
established another office in Wuhan, Hubei Province. It also operates a production plant in Changzhou
and a service center including a spare-parts warehouse and a spin center in Shanghai. Rieter’s textile
division achieved close to 70% of sales in Asia in 2004, while the automotive division generated about
3% of sales in that region. We believe that especially the textile division of Rieter should benefit from
the strong growth of the Chinese economy. Even though the most substantial investments may have
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been made in the last three years, we think that Rieter should further increase the proportion sales it
achieves in Asia.
6.11.5 Saurer
The group's principal activities are to develop, manufacture and sell machinery for spinning, twisting
and embroidering textile products and transmission systems for motor vehicles. Saurer’s textiles
solutions invested in China at a very early stage, in 1985, establishing a service center. In the early
Nineties, the company strengthened its presence through joint ventures and license contracts. In 2000
Saurer started to build its own productions sites to increase local sourcing. About 10% of all
preliminary products are bought in China. Furthermore, the company can take advantage of the still
low personnel costs. Investments in China inevitably raise an important issue: protection of property
rights and know-how. In 2004 textile solutions generated 72% of sales in Asia, 38% of which were
generated outside of China. We believe that further investments in China are likely although there is a
need to digest the high investment levels of recent years. Moreover, demand slacked in China in the
second half on 2004 in response to the government’s “soft landing” measures to contain growth.
6.11.6 SIG
With its growing economy and increasing consumption power, Asia will remain the powerhouse of the
brewing and beverage industries, with China taking the lead. In 2001, Asian consumption of distilled
water and carbonated drinks reached USD10 billion to USD15 billion, followed by dairy with USD5
billion to USD10 billion. China contributed most to this growth due to its huge population and soaring
economy. In 2001, the national production of beverage amounted to 16.8m tons, an increase of almost
55x over 1980. China's accession to the WTO is expected to lead to a further boom in the Asian
brewing, beverage and related processing industries. We believe that these trends should offer many
opportunities for SIG. In 2004 the company generated 14% of total sales in Asia, and we believe that a
high proportion was generated in China. However, we also believe that entering the Chinese market
should not be that easy due to SIG’s only and strong competitor Tetra Pack. Therefore, the company
also has to focus on other regions such different countries in Eastern Europe.

In 1997 Bobst opened a
factory in Shanghai

In 2004 Georg Fischer´s
Asian sales amounted
13% of total sales

6.11.7 Bobst
Bobst is a supplier of equipment and services for the folding carton, corrugated board and flexible
materials industries. In 1997 Bobst began operating a factory in Shanghai. This factory was expanded
in 2001. In 2004 the company put in a strong performance in China, as it continued to profit from
investments in the BOPP (biaxially oriented polypropylene) film sector. The tobacco industry also
contributed to the sales rise, as it demands a very high level of packaging quality. Continued political
stability has supported Bobst’s China strategy, with China having become the driver of business in
Asia. Asia’s contribution to total sales increased from11% to 13.5% in 2004. We believe that the
nation’s economic growth should lead to further demand in Bobst machines, which in turn should
increase total Asian sales in the near term.
6.11.8 Georg Fischer
Within the Georg Fischer Group, Asian sales account for about 13% of total sales. All three of Georg
Fischer's business divisions are present in China. The company's 1,200 employees generate sales of
more than CHF200 million at 18 different sites (nine of them production facilities). Last year, sales
grew by 20% in local currency terms. We believe that China is becoming more important for the group,

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

89/120

Equity

Special Topic Report

as next to Piping Systems and Machine Tools, the Automotive division is now also active in the
country.

Asian sales of GF Group in CHFm
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Source: Company data, Julius Baer

GF Automotive has built a new plant in Suzhou, China, for light metal die cast components to supply
local production of European and Chinese manufacturers. It took this step to supply local manufacturers and tap new sources of growth. The company expects that the market is growing at about
20% p.a. The commitment of GF Automotive in China is still small and was driven by orders received
from European and Chinese customers.
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7 Swiss medical technology companies – activities in China
7.1 Summary


Osteosynthesis – becoming a more important area
Through the acquisition of Mathys in early 2004, Synthes has become very active in China. China
is Synthes’ 3rd largest market in the Asia-Pacific region. Synthes developed one main strategic
guideline for the entire area and has invested heavily. The AO Foundation, which is the main
“brain” of Synthes, has long been active in China. Many workshops and seminars in China have
taken place with more than 8,500 Chinese orthopedic surgeons attending. This is why we believe
that Synthes has enormous potential for further growth in China.



Hearing instruments – China is crucial
GN Resound and Phonak both have substantial production capacities for labor-intensive hearing
instruments in China (80% and 45% of production volume in China). Gross margins for Phonak,
for example, are expected to increase some 300 basis points to 60.6% within two years after
Chinese production began in 2003. China accounts for about 3% of the global market, but its
importance is growing.



Dental implants – low importance in China
Gross margins are above 80% and manufacturing is not labor-intensive. Hence, activities of the
two world leaders Nobel Biocare and Straumann are concentrated in Western European and U.S.
factories. The very low dental implant penetration in China (less than 1/100 of that in some
Western European markets) promises substantial market growth in the long term through
education of dentists and new distribution networks.

7.2 Medical technology in China
China Medtech: USD3
billion market – still small

China still plays a relatively modest role in medical technology. The global medical technology market
is expected to achieve sales of around USD180 billion in 2005. While solid statistics on the Chinese
market are not widely available yet, the U.S.-based Advanced Medical Technology Association estimates that the Chinese medical technology market is currently valued at a mere USD3 billion. However, it is growing rapidly and should be on track to surpass some of the key European markets in a
few years.

Same growth drivers as in
other countries

Similar to other countries around the globe, innovative medical technologies offer a solution for the
many nations that face serious health care budget constraints and the needs of ageing populations.
Innovative medical technology can save and improve patients’ lives, lower health care costs, improve
efficiency of the health care delivery system and increase productivity by allowing people to return to
work sooner.

Some issues need to be
solved first

We believe that these growth drivers will also apply to the medical technology market in China in the
long term. However, some issues have yet to be solved, such as excessive regulation, government
price controls and arbitrariness as well as reimbursement cuts. Also, various Chinese state agencies
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are involved in regulating medical technology, thus adding to the time and cost of getting technologies
to the Chinese market. For instance, the Shanghai Pricing Bureau recently proposed mandatory price
ceilings for medical technology to address concerns related to alleged excessive margins charged by
distributors.
Heterogeneous picture for
the Swiss sector

With regard to the Swiss medical technology sector, the picture in China looks quite heterogeneous.
Phonak, for instance, produces mainly labor-intensive hearing instruments in China (around 40-45% of
all units). In terms of highly automated dental implants, neither Nobel Biocare nor Straumann has
manufacturing activities in China. The same applies to Synthes. From a sales point of view, no company achieves more than 20% of sales in the Asia-Pacific area. Yet all companies say the area, including China, will be of increasing importance going forward.

7.3 Swiss medical technology companies in China

Number 3 market in Asia
for Synthes

7.3.1 Synthes
Synthes - Chinese activities overview
China is the third largest turnover contributor for Synthes in the Asia-Pacific region. Synthes achieved
sales of USD167.2 million, or 9.3% of its 2004 group sales of USD1,796.4 million, in the region. This is
up from USD1.2 million in 2003. More than half of sales are generated in Japan, followed by Australia,
China and Korea. The acquisition of Mathys is the main reason for the stronger growth in Asia-Pacific
in 2004.

Mathys acquisition crucial
for Asia

Mathys was acquired by Synthes in August 2003 (effective February 2004) and was the missing part in
the Synthes „puzzle.“ Synthes, Stratec and Mathys originally split the world into three parts to sell
products under the Synthes brand. Synthes, mainly responsible for North America prior the Stratec
acquisition in 1999, finally completed global coverage by the acquisition of Mathys, which mainly
covers the Asia-Pacific area and many European markets.

AO – extremely crucial for
Synthes

A very crucial organization for Synthes is the AO Foundation. AO (Arbeitsgemeinschaft für Osteosynthesefragen) is a unique, non-profit, surgeon-driven organization in the field of trauma surgery,
orthopedics and diseases of the musculoskeletal system. AO was set up in 1958. AO-owned Synthes
AG, Chur licenses out all patents from its inventions to one global industrial partner, Synthes. We
believe that AO will become increasingly important in Asia, as described on the next page.

One major strategy for
Asia implemented

Synthes - Distribution
In March 2004, Synthes opened a head office in Australia in order to develop the Asia-Pacific region.
Synthes has eleven subsidiaries and seven distributors in that area and is confronted with a very
heterogeneous market (languages, health systems, currencies, local competition). However, Synthes
has developed one main strategic guideline for the entire area, expanded its sales force and heavily
invested in instrumentation samples to support the sales team in the field.
On a pro forma basis, Synthes sales grew by 26.5% in Asia-Pacific in 2004, above the group’s own
17.7% CER growth rate. China spends 5.5% of its GDP on healthcare, still significantly below the level
of the United States (14.8%), for instance. As a result, we believe this and the strong leverage potential from the Synthes organization will be a further catalyst for high growth in these areas.
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8,500 Chinese surgeons
trained so far

Synthes and the AO in China
The first Chinese AO fellowship was received in 1981 by Dr. RuBing Cai from Beijing’s JiShuiTan
Hospital, the biggest trauma center in China. It was the beginning of AO education in China. Over the
last 15 years, AO International has held more than 90 courses with workshops and seminars in China,
and over 8,500 Chinese orthopedic surgeons have attended various types of educational activities. AO
International set up a National Trauma and Hand Reference Center in Shanghai, which enables
Chinese-speaking surgeons to do their AO fellowship locally in these two large centers.

Synthes global products
also successful in China

In late 2001, the AO Alumni Association China Chapter – acting as a medium of communication
between AO and the Chinese orthopedic community – was set up in Qsingdao, China. The China
Chapter currently has 118 members. Furthermore, a “holy bible,” the Chinese version of the AO
Manual, was published in 1995. Since then more than 20,000 copies have been published. Chinese
surgeons use the manual in their daily work. Last year, AO Publishing established an academic publishing alliance with the Chinese Journal of Orthopedic Trauma. Various university hospitals in China
also use Synthes’ latest and best selling products, such as the Locking Compression Plate (LCP)
system, in training. The concept is well accepted and gaining popularity in China. Consequently, it is a
key driver for Synthes in that area.

Large AO reference
center in Shanghai clinic

Another good example of how Synthes approaches the Chinese market is the recent inauguration of
the first national AO Orthopedic Trauma Reference Center at the largest orthopedic clinic in Shanghai
and in East China, the Sixth People’s Hospital. This hospital belongs to the Shanghai Jiaotong University where current President of China, Jiang Zemin, studied engineering from 1945-1947. The clinic
will serve as an educational center for young Chinese orthopedic surgeons based on the concept of
“Chinese train Chinese” in orthopedic trauma surgery using the AO philosophy.

AO also dedicated to high
growth spinal market

Late 2003, AOSpine China was formed in Sanya, China. Spine is the fastest-growing segment within
the orthopedic and neurosurgical markets, so the assembly of dedicated AOSpine teams in the
AOSpine Asia-Pacific area (Australia, New Zealand, China, Japan, India and Hong Kong) was crucial
for the group. AOSpine is the first group within AO to adopt a true regionalization program.

40-45% of production in
China – in a very short
time

Competitor GN Resound
even with 80%

7.3.2 Phonak 5)
Phonak – Manufacturing in China
In late 2003 Phonak opened its first and only Chinese low-cost manufacturing facility in Suzhou, about
100 km west of Shanghai. The manufacturing facility is an important factor in Phonak’s strategy of
reducing product costs and improving gross margins. It took Phonak only around six months to establish this facility. The first products manufactured in China were Phonak’s entry-level hearing instruments, such as the digital In-the-Ear product MAXX, and Aero, a mid-range hearing instrument. Apart
from manufacturing lower-end products in China, Phonak also established a central reprocessing
center to streamline and reduce the costs of processing returned products in the same location in
China. We estimate that Phonak currently produces around 40-45% of the group’s total production
volume in China.
The main goal of all hearing instrument makers in moving production to low-cost countries like China
is to shift labor-intensive work away from high-cost countries. GN ReSound, the number 3 in the hearing instrument market (after Siemens and William Demant, on par with Phonak), has manufactured
hearing instruments in China’s Xiamen since the 1980s and employs 650 workers at the factory. The
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company mentioned access to a skilled, flexible and loyal labor force, paired with competitive wages
relative to the western world and good infrastructure (ports, airports, free-trade zone etc.), as the key
reasons for moving to China. The aim of GN ReSound is to handle 60% of the global volume (but
about 80% of all GN hearing instruments), whereas the company’s plant in Ireland will continue to
focus on complex products and Denmark, the company’s headquarters, will focus on other demanding
work like R&D. The following chart impressively illustrates GN ReSound’s development of its Chinese
production unit:
Shipments (units) grom GN Resound's Chinese facility in Xiamen
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Source: GN ReSound

Two former agents
recently acquired

Phonak - distribution
In February 2004, Phonak also announced the establishment of an own sales organization in China by
an acquisition of two former agents. It acquired KAM Hearing Technology (Guangzhou) Ltd., with
operations based in Guangzhou, Shanghai and Beijing. The operations include wholesale activities
and retail sales activities through owned retail or franchised shops. It also acquired Unitron Hearing
(Sichuan) Technology Ltd., the former Unitron (the second brand of the Phonak group) Hearing agent.
Both owners of the takeover targets have agreed to join the Phonak group in China and will play an
important role in further expanding Phonak’s Chinese hearing instrument business. We believe the
set-up of an own sales organization in China is feasible in the long term, as the trend in the still underdeveloped retail channels (only around 1,000 private hearing instrument shops exist in China) goes
towards multi-brand shops, hence enabling established players like Siemens, William Demant, GN or
Phonak to gain a foothold in the growing distribution network:
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Chinese hearing instruments market: Split in unit sales by channel
(trends in brackets)
Drug/other (→); 2%
Rehab (→); 8%

Hospital (↑); 15%

Multibrand (↑); 50%

Exclusive (↓); 25%

Source: GN ReSound

China = only 3% of global
market = large potential

Phonak - hearing aid market in China
The Chinese market offers great potential for hearing instruments, as purchasing power, also of the
elderly, will further increase. Phonak estimates that around 2/3 of the Chinese hearing instruments are
in the low-end segment of the market, and around 250,000 units of modern hearing instruments are
currently sold per year. China therefore makes up 3% of the global hearing instrument market, as
shown in the following pie chart:
Global hearing instrument market 2004 (units) by geographic areas
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Source: GN ReSound; Julius Baer

0.6% penetration in China
versus 9% globally

Phonak – Penetration of the hearing aid market
Not surprisingly, the current penetration rate, as shown in the next table, is very low when compared to
major industrialized nations. Our calculation of the potential demand per annum for China alone is
around 43.5m hearing instruments, or more than 4x the size of the current North American market.
However, lack of distribution, awareness and spending power currently reduces the potential audience, but the upside is tremendous in the years to come.
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Hearing instruments: Market size of main industrialized nations in comparison to China
Population
(all figures in million)
Europe (Major 15)
US/Canada
Japan
Australia
Other relevant markets
China
Total

370.0
290.0
128.0
22.0
210.0
1280.0
2300.0

Potential
customers
37.0
29.0
12.8
2.2
21.0
128.0
230.0

Potential
demand
62.9
49.3
21.8
3.7
35.7
217.6
391.0

Potential
demand p.a.
12.6
9.9
4.4
0.7
7.1
43.5
78.2

Current
market size
2.5
2.2
0.4
0.2
1.5
0.25
7.0

Penetration
rate

Proportion of
global market

19.9%
22.3%
9.2%
26.7%
20.3%
0.6%
9.0%

36%
31%
6%
3%
21%
4%
100%

Source: Amplifon, Julius Baer estimates

Enormous gross margin
improvement – partially
due to China

Phonak - Financial impact
In 2003/04 (March 2004), gross margins increased 700 basis points from 50.7% to 57.7% of sales,
mainly as a result of improved product mix (new products, complete product portfolio) and first benefits
from the Chinese production. Gross margins further improved by 470 basis points y/y in the first half of
2004/05 (April 2004-September 2004) to 59.5%, this time mainly impacted by reduced manufacturing
costs in China and savings in the purchase price of materials and further volume increases. Phonak
expects the full impact of manufacturing shifts to China to be seen in FY 2005/06. We expect gross
margins to further increase to 60.6% in FY 2005/06
Phonak achieved 6% of sales in the Asia-Pacific region in H1 2004/05 – a small share but already
more than the year-ago level of 4%.

Automated production –
no need to outsource

7.3.3 Nobel Biocare & Straumann 2)
Dental implants - manufacturing
Efficient production and logistics are a key requirement in the dental implant industry. Usually,
ordering, supply and stocking processes are handled through a standardized and integrated logistics
process. Straumann has a state-of-the-art factory in Villeret, Switzerland, staffed by 220 employees
who produce more than 4.5 million parts a year. Once the factory runs at full capacity, reserve space
will be equipped and accommodated with additional machinery. Straumann will create another 90 jobs
in Villeret by the end of 2007 to use reserve space for additional production. Furthermore, it will add its
2nd factory in the crucial North American market (26% of 2004 sales) in Andover near Boston.
Development is on track for production to start in mid-2005.
Nobel Biocare also has two main factories, one in Yorba Linda, California and one in Karlskoga,
Sweden to produce dental implants and abutments. Both locations have recently been expanded and
upgraded to support demand of its products. As a result of the already high level of automation, both
players achieve gross margins of above 80%, as the chart below illustrates. Hence, we believe neither
company will establish a manufacturing plant in China in the near future.
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Gross margin comparison Nobel Biocare and Straumann
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Nobel Biocare with high
growth rates in Asia

Straumann – using
distributors in China

Penetration in China 100x
lower than in Switzerland

Dental implants - Distribution
The number one player in the dental implant market, Nobel Biocare, has an own distribution in China
via its Hong Kong subsidiary. On a global level, Nobel Biocare sells through two primary channels, first
through its own direct sales force in the form of 28 own subsidiaries in various countries, and second
through distributors in an additional 15 countries, primarily in the Middle East and Asia. At the beginning of 2005, Nobel Biocare established a new subsidiary in India. Nobel Biocare achieved 11.8% of
its 2004 sales in the Asia-Pacific region, and growth reached 27.5%, above the group’s overall growth
rate of 22%. The company does not disclose its revenues in China alone.
Neither number two player Straumann nor number three player Biomet 3i has an own presence in
China. Instead, they cater to the Chinese market via independent distributors. Straumann products are
sold in over 60 countries through 15 own subsidiaries and a wide network of distributors. In the AsiaPacific area, sales grew 15.5% in 2004 and accounted for 9.7% of group sales. Chinese sales are not
disclosed, but Straumann mentioned Japan and South Korea as the most important markets for the
company in that region, followed by Taiwan, China/Hong Kong, Singapore, Indonesia, Malaysia and
Thailand. Until now, Straumann has been represented in the Asia-Pacific region exclusively through
distributors. Yet in Australia, the region’s third-largest market, the company achieved critical mass to
become a standalone operation. As a result, Straumann will establish its own full-fledged subsidiary in
Melbourne, Australia, scheduled to become fully operational in mid-2005.
Dental implants – penetration
The increasing number of people with a higher income in China, especially in the large cities, will act
as a catalyst for the Chinese to seek the best dental treatment. Thus, we believe, in the long term, the
relatively low penetration of the Chinese dental implant market (i.e. the penetration of dental implants
compared to the population is around a 1/100 of that seen in the most advanced markets, i.e.
Switzerland and Sweden). This will lead to substantial growth going forward. We believe that both
Nobel Biocare, through its own subsidiary, and Straumann, which will implement the successful ITI
(International Team of Implantology) approach (training of dentists, international networking) in that
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area, are ideally positioned to benefit from the foreseeable increase in China’s dental implant
penetration.

Market penetration dental implants (implants per 10,000 citizens)
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8 Swiss technology companies Activities in China
8.1 Summary


By 2010 25% of all semiconductors will be sold in China
Chinese demand in semiconductors is expected to grow above average in the next five years.
Most of these semiconductors will not remain in China, however, but will be exported as part of
PCs, cell phones, notebooks, PDAs, television sets, etc. China is seeking to take advantage of
this growth, investing heavily in building up its own semiconductor industry.



Customer base is going East
The trigger of this strong growth in demand has been the continuing shift of production of electric
and electronic devices to China. As a result, Swiss suppliers are confronted with a shift of large
parts of their existing European, American and sometimes Asian customer base to China and are
under increasing pressure to gain a foothold there themselves.



The aim is to penetrate the Chinese market
At the moment, China ranks sixth or lower in terms of sales of Swiss technology companies.
However, it is expected to move into their Top Five by 2008 due to the disproportionate growth it
enjoys.

8.2 The Chinese market and semiconductors
Market researchers at Gartner Dataquest expect worldwide demand for semiconductors to show compound annual growth of some 11% until 2010 (CAGR 2003-10). Demand in China alone is forecast to
grow by an average 17% during that period, while growth in all remaining markets is only estimated at
9%. As a result of these above-average growth rates, some 25% of all semiconductor components will
be sold in China by 2010 (2004: 16%). The driving force behind this buoyant demand should be the
increased outsourcing of production of electronic devices from Europe, the U.S. and even Asia to
China.

Worldwide semiconductor consumption 2003-2010E
400
350
China

Rest of the world

300
250

USD bn

Outsourcing production is
the driving force behind
chip demand

200
150
100
50
0
2003

2004

2005

2006

2007

2008

2009

2010

Source: Gartner Dataquest, SIA, Julius Baer
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Chips for communication
devices: 22% annual
growth until 2010

A look at the expected change in semiconductor demand by application until 2010 demonstrates that
industrial applications enjoy the highest annual growth rate, an average 25%. Yet with a share of
merely 1% of the overall Chinese market for semiconductors, this area is of secondary importance.
Much more important is the area of communication, where the use of chips is projected to grow by
22% a year (CAGR 2003-10) and reach an expected share of 36% of the semiconductor market by
2010. Chinese cell phone production is likely to be the primary driver of this development.
Producers of data-processing devices – primarily PCs and notebooks – look set to remain the biggest
buyer segment of semiconductors, even though China’s demand for chips used in data processing is
growing at a below-average rate of approximately 15% a year.
We estimate that, in value terms, more than two-thirds of semiconductors that were used in consumer
electronics, communications and data processing in China last year were exported again as part of the
finished products. Since these three areas accounted for a combined 96% of Chinese demand for
semiconductors in 2004, China’s domestic demand only made up chips worth some USD10 billion, or
roughly 5% of global semiconductor sales.
Chinese semiconductor demand by application 2010E
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Source: Gartner Dataquest, Julius Baer

Consumer electronics
stimulates domestic
demand for chips

Yet the increasing purchasing power of China’s population should boost domestic demand in the years
ahead. In addition to devices used in data processing, the main impulses should come from consumer
electronics. In the local market, they are expected to reach average annual sales growth of 8.2% until
2008, according to Euromonitor International.
The catalysts in the sub-segment of consumer electronics continue to be low penetration, the replacement of outdated products and the 2008 Olympic Games in Beijing. The Games will be broadcast
in a digital format, representing a milestone in the set-up of a national digital TV network (DTV),
scheduled to be completed by 2010. Chinese consumers are taking the switch from analog to digital
transmission format as an opportunity to purchase wide-screen TVs, back-projection TVs, flat-screen

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

100/120

Equity

Special Topic Report

TVs or beamers. This should boost growth of consumer electronics in general and of these products in
particular.
Potential foreign
newcomers are finding
the Chinese market

Today most electronics for the local market are produced by Chinese original equipment manufacturers (OEMs) rather than foreign OEMs with manufacturing activities in China, and this tendency is
growing. According to an iSuppli survey, national manufacturers already dominated the Chinese
market in 14 of 22 product categories surveyed in 2004. Among these categories were products such
as notebooks, PCs, set-top boxes, MP3 players, telephones and TVs. As a consequence of this
growing dominance of local manufacturers and their increasing market shares, the Chinese consumer
electronics market is becoming less and less attractive for potential foreign newcomers. For such
foreign players, it is increasingly difficult to fight the supremacy of the large national OEMs with their
established distribution networks.

8.3 Production in China and semiconductors
Only in recent years has China also been recognized as a producer of semiconductors – after the
major build-up of chip manufacturing capacities started in the late Nineties. The main trigger of this
development was the fact that European and American manufacturers began to outsource production
of their devices to Chinese original design manufacturers (ODMs) and providers of electronics manufacturing services (EMS). We believe that the reasons for strategically focusing investments on the
production of Chinese-made semiconductors are the continuing trend towards outsourcing production
and increasing demand in the local market. Foundries are the preferred business model in the production of semiconductors, much like in the production and assembly of electronic devices.
The federal basic conditions for establishing the Chinese semiconductor industry orientate themselves
by the model of Taiwan’s semiconductor industry. Financed with cheap loans obtained through the
federal government, new Chinese manufacturers are fighting for orders and market share by offering
low production costs. Since the up-and-coming Chinese semiconductor industry does not yet have the
most modern process technology and the necessary process know-how, newly-established foundries
apply the lever to the overall costs of wafer processing.
The following charts display the breakdown of the average aggregate costs of wafer production in the
U.S. The costs apply to fabs for 200mm wafers that are designed for 8,000wsw (wafer starts per week)
and have a structure width of 130nm.
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Split of total annual U.S. wafer manufacturing cost
(200mm wafer, 130nm technology, 8000wsw)
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The average annual costs can loosely be split into two components: 1) operating costs (60%) and 2)
depreciation on production facilities (38%). Dividing the operating costs into their constituent parts,
one can see that the average share of labor costs amounts to roughly 27% (direct labor costs: 14%,
indirect labor costs: 13%) of the annual operating costs. With the exception of some raw materials, the
remaining elements account for less than 3% of operating costs. However, due to their standard
prices, the former leave little scope for improving one’s competitive position.

Split of total annual U.S. fab operating cost
(200mm wafer, 130nm technology, 8000wsw)
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A comparison of the annual average operating costs of U.S., Taiwanese and Chinese manufacturing
bases shows that China’s direct and indirect labor costs amount to merely 16% and 22% of those of
comparable U.S. production facilities. The costs in Taiwan are clearly higher, amounting to 43% and
47% of costs incurred in the U.S. The costs of water, 10% and 14% lower than in the U.S., and the
minor differences in other operating costs are likely a result of less stringent environmental standards
in Taiwan and China. The comparison does not take into account any differences in capacity
utilization, production or potential subsidies.
Total annual fab operating cost comparison
(200mm wafer, 130nm technology, 8000wsw)
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We are making the thoroughly legitimate assumption that the costs of acquiring new installations,
buildings and infrastructure for a fab (excl. potential subsidies) do not differ greatly among these three
countries. On the basis of the same depreciation method and depreciation period, it becomes clear
that, thanks to its lower labor costs alone, China enjoys an advantage of location of 14% in terms of
total annual costs for the processing of 200mm wafers compared to the U.S.

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

103/120

Equity

Special Topic Report

Comparison of total annual wafer manufacturing cost
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In order to further reduce costs, Chinese semiconductor producers increasingly employ used equipment when ramping up their fabs. The lower acquisition costs also reduce the annual depreciation
charges, which is likely to increase the actual cost advantage when producing 200mm wafers to over
20%.
The above diagram also compares the three locations’ average annual total costs for the production of
state-of-the-art semiconductors (i.e. wafers with a diameter of 300mm and structure widths of 90nm).
Based on a fab for 6,000wsw, China’s advantage of location amounts to approximately 10%. The
difference compared to the 200mm production is a result of the higher level of automation of 300mm
fabs on the one hand and the higher share of depreciation in the annual total costs on the other.

8.4 Do Swiss technology companies have any China-specific characteristics?
The technology companies surveyed – largely active in the areas of electronics and semiconductors –
exclusively are Swiss companies generating sales of less than CHF2,000 million. The majority of them
achieved total sales below CHF500 million in 2004.
When looking at the geographic sales split, one can see that technology companies continue to be
strongly focused on Europe. In other words, almost all companies generated between 35% and over
70% of sales in the EMEA (Europe, Middle East, Africa) region in 2004. This result is in line with the
totality of the companies surveyed, with 81% of all companies achieving more than one-third of sales
in the EMEA region last year.
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The major sales regions
continue to be in Europe
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Substantial differences emerge, however, when looking at sales in Asia (excl. the PRC). While 90% of
the companies surveyed said their sales in Asia were below 20% in 2004, half of the technology
companies surveyed achieved more than 20% sales in that region.

Technology companies
generate higher sales
shares in Asia than their
peers in other sectors
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The larger the company,
the more even the
geographic sales
distribution

The companies that detailed the share of sales they generated in the PRC last year have no distinctive
features. And the sales shares of technology companies are roughly equivalent to those of companies
in other sectors. Only three companies (one of which a technology company) said they generated
between 11% and 20% of sales in the PRC in 2004. All the others we surveyed reported a share of
below 10%.
Taking into consideration only the technology sector, the survey shows that the larger the company,
the more evenly its sales are distributed among the EMEA, North America and Asia.
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Looking at the regions of origin based on the costs of the services with which the above-mentioned
2004 sales were generated, the EMEA region emerges as the dominant production location for more
than half of the companies. Almost 60% of the companies surveyed incurred more than 70% of costs
for the products sold in 2004 in EMEA countries.

China is becoming
increasingly important as
a chip manufacturer

As a location of production, the PRC is clearly under-represented. Only five companies said they
incurred more than 6% of their sales costs in China in 2004. The picture does not look very different
for the rest of Asia. A mere six companies stated that Asia accounted for between 11% and 35% of
their production costs.
One exception in the technology sector are designers and manufacturers of semiconductors. For
them, Asia has become one of the most important production areas, as the region is home to the
world’s largest semiconductor foundries. In addition to the established production locations of Taiwan
and Singapore, China is playing an increasingly important role in the production of semiconductors.
Following the example of the Taiwanese foundries – and in part with their financial, logistical and
technological help – tremendous chip production capacities are currently being built in China with
federal support (infrastructure, tax exemption, favorable loans, etc.).
This build-up is leading to increased demand in semiconductor equipment and a heightened presence
of semiconductor equipment makers in China. Furthermore, it is attracting more chip makers to the
country. Nevertheless, even in China, all good things have certain limitations. For one, Chinese
semiconductor makers are increasingly relying on used equipment, which is leading to considerable
price pressure in the market for new installations. Moreover, demand for 300mm equipment is still poor
in China as a result of the much bigger investments than in 200mm. The latter is likely to change in the
next few years, however, as Chinese semiconductor producers will begin to offer production of
semiconductors on 300mm wafers with structure widths of below 130nm.

Local buying of
outsourced electronic
production forces
companies to produce in
China

On a global level, small and medium-sized chip manufacturers already can no longer afford the
tremendous investments required to establish an own modern fab. Consequently, they are forced to
outsource production of extremely narrow structure widths for modern, digital circuits (processors,
memories, standardized interfaces, etc.). The established foundries in Taiwan, Singapore and the U.S.
have so far been the partners of choice for such outsourcing. Provided that Chinese foundries have
mastered the processes required for large production volumes, two important factors will almost
inevitably push the emerging Chinese chip industry into the circle of preferred partners. One, thanks to
their low cost base for high-volume chips with structure widths of 130nm and above, Chinese foundries
have a competitive advantage over established producers. And two, European and American
manufacturers of electronic devices are shifting production or assembly of their products to China and
are purchasing the components necessary for these activities in the local market. To remain
competitive and, above all, to stay in business, suppliers of components are forced to manufacture in
China as well. This holds true not only for producers of semiconductors but also for makers of passive
electric components and standardized sub-assemblies.

The aim is to produce for
the world markets

The target of the China offensive is not the local market, however. With the help of their Taiwanese
counterparts, their Chinese foundries (SMIC, BSMC, Grace or He Jiang) will increasingly master
process technologies and increase their production. In the medium term, newly-founded Chinese
semiconductor capacities will therefore become highly competitive in producing for the world markets.
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For all Swiss technology companies, the main motivation for becoming active in China is to develop
the Chinese market, be it as a supplier for manufacturing locations that European, American or
Japanese customers have shifted to China, or as a supplier for new customers in the up-and-coming
Chinese industry. The low wage level and supply of the remaining Asian markets from China are
important considerations for half of the technology companies.
Labor costs – 40% to 80%
lower – are a compelling
argument

One-third of the technology companies surveyed indicated that their labor costs in China were 40% to
80% lower than in their current main production locations. The difference was even more significant –
60% to 80% – for another third. As expected, the difference compared with production locations outside of China was smaller for work with high qualification requirements than for work that is done by
trained staff.
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With an average labor content of 20% to 35% among the technology companies surveyed, the positive
effect on margins and/or price flexibility, in order to maintain competitiveness, is significant.
Between 2000 and 2003, half of the companies surveyed established fully-owned subsidiaries in
China. Yet in order to benefit from the low production costs, only one-third of these subsidiaries work
with independent Chinese partners in matters concerning production and the assembly of equipment.
Investments in joint ventures are few and far between. Only one technology company is also active in
China through a joint venture in which it holds the majority stake.
Market is developed with
local partners

All Swiss technology companies surveyed distribute their products and services via an own distribution
network. To develop the Chinese market, which spans 9.6 million km2 from the 55th latitude (level of
Copenhagen) to the 20th latitude (level of Port Sudan), the distribution organizations of technology
companies rely on independent local Chinese partner companies. In addition to better access to the
Chinese market, the networks Chinese clans have with expatriates in neighboring Asian countries also
play a vital role.
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Even though the products Swiss companies manufacture in China are primarily destined for customers
in China, they are also sent to other Asian companies and even to U.S. customers. For the global
market, only standardized components subject to strong competitive pressure are manufactured in
China. However, most of the technology companies surveyed continue to generate a substantial proportion of sales with products that are manufactured in other locations and then imported to China.
Main risk: protection of
intellectual property

The biggest problem, cited by 63% of the technology companies surveyed, is the protection of intellectual property. This is one likely reason why technology companies that import semi-finished goods
into China generally report an above-average share of semi-finished goods in the total product value.
Between 20% and 50% of the final value are fed into the Chinese value chain in the shape of semifinished goods. The more critical the know-how, the higher this share. Characteristically, only few of
the technology companies that participated in our survey said they pursue research and development
activities in China. In the area of semiconductor production, R&D capacities are primarily being used
to satisfy the needs of local customers.
In an effort to protect intellectual property, some companies have chosen not to manufacture sensitive
products in China. Some even prevent local staff from gaining access to sensitive information about
processes and procedures. None of the companies said it trusts protection through lawful measures.
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The investments the Swiss technology companies have made in China are relatively small. To date,
they have been below CHF5 million per company, i.e. less than 5% of these companies’ total capital
expenditure of the last five years. Only one company has invested between CHF5 million and 30 million, or between 6% and 10% of total capex used in the last five years. Half of the companies active in
China have already passed break-even on an operational level. Generally, companies plan to reach
the operational break-even one to three years after making the initial investments.
All Swiss technology plays surveyed said they planned to step up investments in China in the next
three years, with the investments either on a par with or above those made so far.

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

108/120

Equity

Special Topic Report

The Swiss technology companies expect their current main markets to deliver average annual market
growth of between 5% and 20%. And all except one expect China to grow by 10% to more than 20%.
In light of this market growth and the future investments, the technology companies surveyed said they
project annual sales growth in China to range between 10% and 35% and expect to achieve an EBIT
margin of 10% on average by 2008.
As a result of this optimistic assessment, the companies estimate that China will move from 6th place
or lower in their sales-based market ranking to 5th place or higher over the next five years.

8.5 Swiss semiconductor and electronics companies: activities in China
8.5.1 austriamicrosystems (AMS) 2)
The company has been present in China via distribution agreements with Chinese partner companies
since the mid-Nineties. AMS develops and manufactures semiconductors in an own fab in the Austrian
town of Unterpremstätten and also is a supplier of foundry services. This is why China is currently
important only as a market for analog semiconductors. Having integrated an AMS chip into the electricity meters of Chinese manufacturer Linyang, which caters to the local market, AMS has already
achieved initial successes in China. Following the abolition of the discriminatory trade barriers for
semiconductor imports (17% VAT rather than 3% for chips produced locally), China is due to become
more receptive as a market for AMS products. The attractiveness of AMS products is likely to increase
above all for customers that have already outsourced to China their production of electronic systems,
devices and sub-assemblies in the areas of automotive, consumer, industrial, medical and communication electronics. Chinese OEMs, ODMs and EMS represent a significant growth potential for the
company.
8.5.2 Inficon
Inficon began activities in China already before 1990 via a sales company, Hong Kong-based Inficon
Ltd. In 2003 it founded Inficon Guangzhou Service Centre Ltd., another sales company, to support
market activities in China. The development of a semiconductor industry in China will inevitably increase the penetration of components used to measure and monitor vacuum processes.
For Inficon, China is primarily interesting as a sales market. In order to take full advantage of the
opportunities the country offers, Inficon is planning to strengthen its presence in China in 2005. Sales
and growth opportunities exist in the semiconductor industry, where Inficon’s products find their way
into Chinese foundries through the equipment used to manufacture semiconductors. With this, Inficon
can lay the foundation for additional market potential for its sensor integration and analysis system
FabGuard, used to optimize processes and increase yield. And in the area of environmental monitoring, Inficon’s mobile Hapsite (mass spectrometer/gas chromatograph) and Scentograph systems used
in environmental analyses are attracting more and more attention. As early as 2003 did Inficon receive
the first orders for Hapsite from China. As production locations for industrial products are shifted from
Europe, the U.S. and parts of Asia to China, local demand for vacuum components is increasing.
Simultaneously, there is a growing Chinese market for systems used to detect leaks in process chambers, hollow parts, cooling systems, etc. Therefore, China has every right to play a central role in
Inficon’s strategy for 2005.
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8.5.3 Komax
Komax develops the Chinese market, the fastest-growing cable-processing market in Asia, via its
wholly-owned subsidiary Komax Shanghai Co. Ltd., which was established in 2002 and was put into
operation in early 2003. At its Chinese headquarters, Komax offers sales and services, assembles
machines and puts them into operation and provides training and maintenance work. The development
of the Chinese market is supported by sales bases in Beijing, Changchun and Guangzhou. In order to
ensure a nation-wide coverage of the Chinese market for small machines and guarantee short delivery
times, Komax is currently building up a nation-wide network of representatives.
In the Asian market – which accounted for 9% of group sales in 2004 – Komax has observed a clear
shift from Japan and Korea to China since 2003. The increasing importance of China as a key market
in Asia becomes obvious when looking at Komax’s growth: In 2003, Komax reported stagnating or
even declining sales in the large Asia-Pacific markets. Consequently, the 25.9% growth rate it reported
for that region must have mainly been achieved in China. An even stronger shift became apparent in
2004, when sales in all of Asia-Pacific (incl. China) fell 9.1% short of the previous year, while sales in
China alone grew roughly 10%. Based on the positive experiences in China and the geographic shifts
in its Asian customer base, Komax also plans to make additional investments and expand activities in
China.
8.5.4 Kudelski
Kudelski is represented in China via Nagravision (digital TV) branches in Beijing and Shanghai. With a
population of some 1.3 billion, China is an important market for Kudelski, particularly for its access
controls to cable networks. In 1999, Kudelski signed first contracts with Hong Kong-based DVN Holdings for access control to DTV broadcasts on six cable networks. These contracts were expanded to
eleven locations and included a contract with Shanghai Cable TV in 2000. Until 2003, further contracts
were signed with NTC in Chengdu, Hong Kong Cable Television Ltd., He Nan Cable TV, Shanghai
Cable Network and Dalian Cable TV as well as Beijing Cable. By the end of 2003, Kudelski had signed
on more than 20 network locations. The Swiss company achieved another success by concluding a
contract with Beijing Gehua Cable TV in 2004 and by entering into a strategic partnership with CITIC
Technologies in order to promote Nagravision’s access control to all DTV programs. CITIC Technologies is a part of the CITIC Group, which operates 23 cable networks for analog TV programs with
some 10 million subscribers in China. It also broadcasts its signals to 3.3 billion people in 55 countries
across the Asia-Pacific region via satellite. The two partners are also seeking to develop business
opportunities (ticketing, physical access control) related to the 2008 Olympic Games. In a bid to secure opportunities to exploit the Chinese market potential in the long run, Kudelski filed for SARFT
(State Administration of Radio, Cinema and Television) certification of its access control technologies.
It was granted this certification in 2004.
The process of building a nation-wide DTV network, which was begun in 2005 and is scheduled for
completion in 2010, will have a stimulating effect on the distribution of DTV set-top boxes and the
demand for digital cable programs. Kudelski is set to benefit from this development via existing and
additional contractual partners through the sale of products for the control of access to cable networks.
8.5.5 Logitech 5)
“In terms of investments in Asia, China is Logitech Group’s first choice.” This statement Logitech CEO
Guerrino De Luca made in early 2005 underscores how significant China is for Logitech as a production location. Strict cost management is essential when producing bulk articles, when every cent
counts and the margins are extremely narrow. It was not least due to these factors that Logitech
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shifted production of computer mice to Suzhou, Jiangsu Province, ten years ago already. Today,
Suzhou Logitech Co. is the world’s largest producer of Logitech mice. Moreover, the company established an R&D facility with 50 engineers in Suzhou last year.
Only markets that are already saturated in terms of data-processing devices offer substantial market
potential for Logitech’s products. This is one reason why Asia had a sales share of 16% in 2004, lagging behind Europe (47%) and the U.S. (37%). For Logitech, market potential in Asia and China in
particular is only just emerging. But the region looks set to become significantly more important. In
2004, China ranked eighth among Logitech’s key markets, accounting for less than 8% of group sales.
However, this is likely to change over the next five years – Logitech’s management expects to achieve
annual sales growth of at least 30% in China. To achieve this growth, the company plans to double its
sales team in China from the current 30 members, intensifying the support of its distribution channels.
What’s more, 70 new “experience centers” across major Chinese cities that offer sales potential of
above USD1 million are to complement the 30 centers that already exist.
8.5.6 Micronas
The sales share of 44% Asia accounted for in 2004 was calculated according to the regional provenance of orders. When taking into consideration the sales share based on the delivery destination,
Asia’s share is estimated to exceed 60%. The list of 65 blue-chip customers that make up roughly twothirds of Micronas’ group sales also includes three Chinese companies. One of them is Sichuan-based
Changhong Electric Co., Ltd., the self-proclaimed world’s largest manufacturer of TV and back-projection TV sets with an annual production of 17 million units. With the worldwide annual production and
sales estimated at 140-150 million units, this translates into a market share of 11% to 12%. On top of
this, Changhong is also the largest Chinese manufacturer of DTV set-top boxes, producing approximately 3 million units a year.
Micronas’ blue-chip customers also include Skyworth Group Company Ltd. in Hong Kong, specialized
in the production and export of television sets, and Xiamen Overseas, another leading Chinese
manufacturer and exporter of television sets and consumer electronics.
Micronas became active in China before 1999 with a distribution company, Micronas Hong Kong &
China Ltd. In the first quarter of 2005, the company inaugurated an R&D center in Shanghai, in which
some 20 engineers develop chips and systems for the Chinese TV market. It is in three ways that
China plays a major role in the future business development of Micronas:
1. as a potential location for the manufacture of semiconductors (wafer processing, packaging,
tests);
2. as a market for semiconductors (the largest producers of consumer electronics are Chinese,
strong growth of China’s domestic market for consumer electronics, shift of electronics production for the consumer goods and automotive industries to China from other Asian countries);
3. as a trigger of an accelerated exchange of existing or outdated TV sets (2008 Olympic Games in
Beijing, establishment of a digital broadcast platform for TV signals between 2005 and 2010, disconnection of analog transmission systems in 2015).
8.5.7 Saia-Burgess
In 1998, a long-standing collaboration in the area of motor production between Saia-Burgess and
Shenzen Aerospace Micromotors was turned into a joint venture called Shenzhen Micromotor Co. Ltd.
The Swiss company holds a 49% stake in this joint venture. At the end of 2002, it founded its own
company in China, Saia-Burgess Guangzhou Ltd., which was put into operation in the summer of
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conditioning systems when it acquired the actuator division of the Bühler Motor Group. The assembly
lines for five actuator product families were integrated into the Guangzhou facility.
In establishing an own production in China, Saia-Burgess responded to the increasing price pressure
from competitors, which were seeking to conquer the global markets with products made in low-laborcost production locations. The company’s production in China is not aimed at mass production, however, but rather at the manual production of smaller and medium-sized production lots. Saia-Burgess
can already look back on a considerable growth development. In late 2003, the 50 workers at the
Guangzhou facility manufactured stepper motors for Chinese and European customers of the Industry
division. At the end of 2004, it was already 133 workers who manufactured DC motors for air-conditioning systems, switches, stepper motors, synchronous motors and solenoids for the Industry and
Automotive divisions.
Saia-Burgess has also seen its customer base shift east, as existing customers have transferred
production to the Far East. Consequently, China is important not only as a production location, but
increasingly also as a market for existing products. As a result, the Guangzhou facility has always
included a competence center where existing products are adapted to meet the specific needs of
Chinese customers and the specifications of the Asian household appliance market. The market is
developed via an internal, OEM-oriented distribution organization and, more and more, via catalogue
and added-value distributors in order to refine coverage of the Asian markets.
8.5.8 Schaffner 2)
In 1995 Schaffner, a specialist for products and solutions in the area of electromagnetic compatibility
(EMC), opened a representative office for the marketing and sales of test systems in Beijing. Mid-2002
saw the opening of Schaffner EMC Systems Ltd. Shanghai, a branch covering production, application
engineering and the logistics of components and test systems as well as the sales and marketing of
components. In order to take better advantage of the Asia-Pacific markets’ tremendous potential,
Schaffner had tripled production capacity at its Shanghai engineering and production center by summer 2004. In Shanghai Schaffner also builds complete EMC test chambers for the entire Asia-Pacific
market. The first test chamber made in China, used to measure the sensitivity to end emission of
radiation of electromagnetic interference, was completed in 2002 for a Chinese manufacturer of
products for the automotive industry.
For Schaffner, China is an interesting market both as a production location and as a market for components and systems. The specialized know-how in the area of EMC and the components that adhere
to the different national and international norms are in particular demand for use in export goods of
Chinese OEMs, ODMs and EMS. As the Chinese industry continues to step up its export activities,
demand for products and services needed to adhere to the norms of the various target markets is
likely to increase further as well.
Ever since Schaffner CEO Fritz Gantert inaugurated the Shanghai operations by saying, “This new
Chinese company is a key element in our global strategy…,” the importance of the Chinese market
has continued to grow. And Schaffner is well-positioned to benefit from the expected growth.
8.5.9 SEZ
In spring 2004, SEZ founded a Chinese subsidiary, SEZ China Co., Ltd., Shanghai. The 16 employees
in China (as of end-2004) are responsible for sales, the commercial and administrative handling of
orders and the maintenance of spin processors used in the production of semiconductors. Almost
simultaneously, SEZ announced it had won follow-up orders for several spin processors and the
delivery of the latest DV-28F Da Vinci system (200mm spin processors with eight process chambers) –
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for evaluation purposes – to a Chinese foundry. In February 2005, SEZ installed the first 300mm Da
Vinci spin processor in a leading Chinese foundry. As is standard practice in the sector, the name of
the customer was not disclosed. However, we assume it was SMIC (Semiconductor Manufacturing
International Corp.), as SMIC was the only Chinese chip manufacturer to ramp up a 300mm fab early
this year. This 300mm spin processor was the 20th installation SEZ put into operation.
Based on the expected increase in 300mm fabs, the Chinese market will become more and more
important for SEZ. Via its existing contacts to Taiwanese foundries, which support the build-up of the
Chinese semiconductor industry by providing process know-how, SEZ stands a good chance of benefiting from the future growth.
8.5.10 Unaxis 5)
China is important for Unaxis not only as a market but also as a production location. Today Unaxis has
three production facilities and four distribution branches with over 270 staff in China. The example of
optical components illustrates that the choice of China as a location was driven by significantly lower
labor costs (-40%) and in particular by the proximity to suppliers and customers. In 2003 Unaxis
focused its entire volume production of projection components in Shanghai and began to utilize the
location 24 hours a day. The company plans to expand production capacity in Shanghai in a bid to
retain its leading position as a manufacturer of optical components for beamers and back-projection
TVs, further reduce production costs and satisfy the increasing demand for its products.
China is likely to take on an even more vital role for Unaxis’ Vacuum Solutions division. At its
Shanghai and Tianjin production facilities, Unaxis manufactures vacuum pumps for the Chinese and
other Asian markets. Following the expansion in 2003, 2004 saw the beginning of a second phase of
expansion in Tianjin, with production expected to begin in May 2005. The additional production
capacity in China is likely to play a considerable role in the implemented restructuring measures due to
the country’s low production costs. What’s more, we believe that China is an integral part of Unaxis’
strategy of achieving a sustainable improvement in the profitability of the Vacuum Solutions division.
The new major shareholder of Unaxis, Austrian-based Victory Industriebeteiligung AG, also believes in
the company’s future in China. At least this is what can be deducted from Mirko Kovats’ statement that
Unaxis has great potential, but only if production is outsourced to China.
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9 China involvement of Swiss companies
The following survey tries to rank involvements of Swiss companies in China in order to get an
impression of companies for which China is of high relevance and of others for which this country is of
lesser importance for the time being.
This survey explicitly does not claim to make a mathematically precise classification based on exact
and complete information on each and every company into “crucial important”, “moderate important”,
“low important”. It neither provides a judgment on future importance of the Chinese market only for all
the Swiss companies analyzed.
The survey is much more about a picture of the degree of involvement in China of all the companies
analyzed for the time being and their current activities. We think that the same analysis will deliver a
complete different picture in a few years time.
This survey should provide an impression on how strong Swiss companies emphasize a “China
strategy” in 2005. This should also help the reader to assess who is more affected and who less
should exogenous developments with regard to China occur.

9.1 Companies where current China involvement is of crucial importance
Name
ABB
Agie Charmilles
Bobst
Geberit
Komax

Rating
Buy
Neutral
Not rated
Not rated
Not rated

Kühne & Nagel

Neutral

Logitech 5)
Panalpina

Neutral
Not rated

Phonak 5)
Richemont

Neutral
Neutral

Rieter
Saia Burgess
Saurer
Schaffner 2)

Not rated
Not rated
Not rated
Not rated

Schindler
Swatch Group
Unaxis 5)

Not rated
Neutral
Neutral

Comments
Until 2008 ABB plans to double its sales in China from USD2bn to USD4bn
25% of total sales should be generated in Asia, most of which in China
Bobst should benefit from improving economic standards
Production, distribution & research activities, 8% of total personnel
Subsidiary in Shanghai, three sales offices, plans to strengthen activities in
2005
Globalization and economic growth of China have increased demand for
transportation
R&D / mfg center in Suzhou, plans to double sales staff to 60 FTE
Globalization and economic growth of China have increased demand for
transportation
40-45% of production volume is located in China
100 boutiques in China, Dunhill 70% of sales in Asia,
Shanghai Tang as Chinese luxury brand
China is an important market for Rieter’s future growth
mfg and competence center in Guangzhou, own sales organization
China is an important market for Saurer’s future growth
mfg / application development / Asian sales subsidiary in Shanghai, sales
subsidiary in Beijing
Schindler should encounter further expansion opportunities in China
30% of group employees in Asia, only 10% in China
Three mfg locations and four sales subsidiaries
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9.2 Companies where current China involvement is of moderate importance
Name
Basilea Pharmaceutica
Ltd
Belimo
Clariant
Comet AG
EMS Chemie
Georg Fischer

Rating
Not rated

Comments
Own R&D center in Shanghai, around 90 FTE, 14% of l.t. assets

Not rated
Buy
Not rated
Not rated
Buy

Givaudan
Inficon
Kudelski SA
Kuoni
Leica Geosystems
Micronas
Nestlé 5)
Novartis

Neutral
Buy
Neutral
Not rated
Not rated
Neutral
Neutral
Not rated

Phoenix Mecano
SIG
Sika
Sulzer

Not rated
Not rated
Not rated
Not rated

China is a good growth opportunity
Two production sites in PRC
Own sales subsidiary in Shanghai; China is an attractive market for Comet
4.5% of revenues, but only 1.2% of production in the PRC
Its Machine Tools and Piping Systems divisions should encounter further
opportunities in China
Givaudan has a research center and production site in Shanghai
Subsidiary in HK and Guangzhou, plans to strengthen presence in 2005
Sales subsidiaries in Beijing and Shanghai
Asia tourism should grow further
Subsidiary in Shanghai, sales office in HK, Beijing
R&D center with 20 engineers in Shanghai, sales office in HK
20 factories, 10,500 local staff, investments of EUR670m
Own subsidiaries for all divisions in Beijing, H.K. and Shanghai; 16% of
sales in Asia/Africa
The company could encounter some opportunities in the PRC
There should be opportunities in China
Production in Guangzhou and Dalian
There should be opportunities in China

9.3 Companies where current China involvement is of low importance or nonexistent
Name
Actelion
Adecco
Amazys

Rating
Not rated
Neutral
Not rated

Ascom
Austriamicrosystems 2)
Bachem Holding AG
Bâloise

Not rated
Not rated
Not rated
Buy

Barry Callebaut
Bell
Berna Biotech AG
Calida
Card Guard AG
Carlo Gavazzi
Charles Vögele
Ciba SC

Neutral
Buy
Not rated
Buy
Not rated
Not rated
Buy
Neutral

Cicorel
Converium
Credit Suisse Group

Not rated
Neutral
Buy

Comments
Distribution agreement with PharmaLink in Asia signed in Q3 2004
Limited/marginal sales exposure in China
mfg, sales & support center subsidiary in Shanghai, sales & support branch
office in Hong Kong
Subsidiary for Asia/Pacific in HK
Sales, distribution and support activities provided by Chinese companies
Nalex Corp. acts as a distributor in China
Focused on the European market, minor exposure through active
reinsurance possible
No manufacturing in China, distribution activities only
No activities in China, focus almost exclusively on the Swiss market
Rep. office in Shanghai since 2003; own Asian subsidiary based in Korea
No activities in China, focus almost exclusively on Europe
Asia 2.2% of sales 2004; marketing office in HK, alliance with Samsung
No activities yet. Activities planned within 2007
Only sourcing of materials from Asia, focus almost exclusively on Europe
Production and research in the PRC, part of the production is being shifted
into PRC
No activities in China
Converium focuses on company issues before entering new markets
The Chinese banking market is only just opening up
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Cytos Biotechnology AG
Emmi
Galenica

Not rated
Neutral
Not rated

Generali (Schweiz)
Gurit-Heberlein
Helvetia Patria
Hiestand 2)
Huber+Suhner
Hügli
IsoTis
Jelmoli
Kaba
Lindt & Sprungli
Lonza
Mövenpick
National Versicherungs
Gesellschaft
Nobel Biocare Holding
AG
Oridion Medical Group
Publigroupe S.A.
Roche
Schweizerhall
Serono International S.A.

Not rated
Not rated
Not rated
Neutral
Not rated
Neutral
Not rated
Neutral
Not rated
Neutral
Reduce
Buy
Not rated

No activities in Asia
No activities in China, focus almost exclusively on the Swiss market
Since April 2005 in distribution agreement with Novartis Beijing for
Venofer®
No activities in China
Only distribution activities
Focused on the European market
No activities in China, focus almost exclusively on Europe
Subsidiary in HK and Shanghai
No activities in China, focus almost exclusively on Europe
No activities in Asia
No activities in China, focus almost exclusively on the Swiss market
Main focus not yet on China
No activities in China, focus almost exclusively on Europe
Production in China in the process of being expanded
No activities in China, focus almost exclusively on Europe
Focused on the European market

Buy

Own Chinese subsidiary in HK; 12% of 2004 sales achieved in Asia-Pacific

Not rated
Not rated
Not rated
Not rated
Not rated

SEZ
SGS

Reduce
Not rated

SHL Telemedicine Ltd.
Siegfried
Straumann Hldg AG 2)

Not rated
Not rated
Neutral

Swiss Life 5)
Swiss Re

Not rated
Neutral

Swisscom
Syngenta
Synthes
Tecan Group Ltd.
UBS AG
Unilabs
Valora 5)
Vaudoise
Vontobel
Ypsomed AG
Zurich Fin. Services 2)

Reduce
Neutral
Buy
Reduce
Buy
Not rated
Neutral
Not rated
Not rated
Not rated
Neutral

Asia 4% of sales, mainly in Japan with own subsidiary
China is not a key market
R&D / mfg center in Shanghai; ~1200 FTE in HK and Shanghai
No production activities in China
Asian headquarters in Singapore; 6.3% of sales in Asia; focused on Korea,
Taiwan
Sales subsidiary in Shanghai
19% of revenues from Asia-Pacific regions, holding companies and
laboratories in China
No presence in Asia, focus on USA and Israel
Minority stake in Taiwanese company (not consolidated)
Distributor model; 10% of 2004 sales achieved in Asia-Pacific - China ranks
fourth
Focused on the European market
Swiss Re as an early mover has a high market share, but not meaningful to
the group
Focused on the Swiss market.
Two manufacturing sites for agrochemicals in the PRC (Kunshan, Nantong)
Own subsidiary in China; wide network of distributors; China No. 3 in Asia
New office in Beijing; Asia accounts for 9.7% of sales
The banking market is just opening
No activities in China
No activities in China, focus almost exclusively on Europe
Focused on the Swiss market
China not a key market
Distributors in China
Limited exposure through stake in New China Life

You acknowledge to have reviewed the important legal information on the last page of this publication and understand and agree to the terms and conditions set therein.
Publikation of Julius Baer Group Investment Research

116/120

Equity

Special Topic Report

Glossary
ADS
AO Foundation
APP
ASEAN Countries
BOPP
CAGR
CAPEX
CCP
CNC
CSE
DFS
DOS
DTV
ECEPGC
EIU
EMC
EMEA
EMS
FDI
FHS
GIC
GLC
IMF
ITI
LCP
MNC
NCL
NPL
ODM
OEM
PPP
R&D
RTW
SARFT
SETC
SEZ
SOE
TRIM
TRIPS
VCI
WSW
WTO

Approved Destination Status
Arbeitsgemeinschaft für Osteosynthesefragen
Asian Pulp & Paper
Malaysia, Thailand, Singapore, Indonesia, Philippines
Biaxially-Oriented Polypropylene
Compound Annual Growth Rate
Capital Expenditure
Chinese Communist Party
Computer Numeric Controlled
China Schindler Elevator Ltd.
Duty Free Shops
Directly Operated Stores
Digital TV
East China Electrical Power Group Corporation
Economist Intelligence Unit
Electromagnetic Compatibility
Europe, Middle East, Africa
Electronics Manufacturing Services
Foreign Direct Investment
Fédération de l’industrie Horlogère Suisse
Government of Singapore Investment Corp.
Government-Linked Companies
International Monetary Fund
International Team of Implantology
Locking Compression Plate
Multinational Companies
New China Life Insurance Company
Non-Performing loans
Original Design Manufacturers
Original Equipment Manufacturers
Purchasing Power Parity
Research & Development
Ready-To-Wear
State Administration of Radio, Cinema and Television
State Economic Trade Commission
Special Economic Zones
(Not to be confused with the Swiss company of the same name)
State-Owned Enterprises
Trade-Related Investment Measures
Trade-Related Aspects of Intellectual Property Rights
Verband der Chemischen Industrie Deutschland
Wafer Starts per Week
World Trade Organization
(In Chapter 5 used for World Tourist Organization)
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