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TEXTILE INDUSTRY IN THE PRC

The Chinese textile industry has undergone certain changes as China opened up
its economy and the competition in the textile industry increases. The changes in the
government policies to encourage private capital to invest in the textile industry have led
to an increasing number of non-state-owned textile enterprises. In 1980, State-owned
enterprises in the textile industry accounted for approximately 66% and the remaining
were mainly collective enterprises. In 2003, non-state-owned enterprises accounted for
approximately 84% of all the enterprises in the textile industry. Non-state-owned enterprises
have become the major investment force in the textile industry.

The changes in the PRC government policies also led to an increase in foreign
invested capital. In 2002, approximately 30.9% of the actual capital injected in the textile
industry was foreign invested capital. The foreign investors also brought in advanced
technologies and management expertise to the PRC. This significantly improved the
technologies and the management skill of the textile industry in the PRC.

From 2001 to 2003, the PRC imported a large amount of machines to achieve
technology advancement which led to changes in the industry and the product quality.
The competitiveness of the textile products manufactured in the PRC has increased as a
result. The textile machineries imported into the PRC amounted to approximately USD4,600
million in 2003 which represented a CAGR of approximately 35.7% over a three year
period.

The reform of the China textile industry brought about a number of international
cooperation, from setting up of factories with single-form fund or joint ventures, authorised
productions and OEM productions. At the same time, advanced production and
management approaches, sophisticated processing technologies and highly developed
marketing concepts, were also introduced to China. These approaches, technologies and
concepts are valuable for the future development of China’s textile industry.

During the mid-1990s, around 60% of the garment fabrics were imported. The
improvement in the technologies and management skills has led to an increase in the
product quality of the garment fabrics. In 2003, garment fabrics export increased by 30%
from the previous year to approximately USD10,818 million, while imported garment fabrics
reduced slightly to approximately USD5,869 million.

The improvement in textile product quality and relatively inexpensive prices have
attracted an increasing number of large retailers and importers to relocate their global or
regional purchase centres to China and have contributed to the advancement of China’s
foreign trade of textile products and garments.

Domestic demand constitutes the major pulling force of the textile industry. With a
vast population of about 1.3 billion, the rapid economy growth, the increase in the
disposable income of the general population and rising living standard, there is a significant
potential for the increase in the demand for textile products.
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The value of industrial output of the PRC textile industry grew at a CAGR of about
13.0% from 1999 to 2002.

Annual textile production value in the PRC
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Source: (#j#k L % 7 £ # 20024F ) (Textile Industry Statistics Annual Report 2002) Statistics Center
of China National Textile Industry Council.

Currently, the fibre consumption of the Chinese population is still relatively low. In
2001, the fibre consumption per head was only approximately 6.4 kg which was a long
way from the world average of approximately 7.9 kg and the United States average of
approximately 38.1 kg. The consumption of textile production in the PRC, both in quantity
and quality, cannot be compared with that of the United States. There is still much room
for improvement with regard to fabric innovation and garment design. From 2000 to 2003,
the production of yarn and fabric in the PRC increased at a CAGR of about 14.4 and
10.5% respectively.
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10 40 ~
35+
8+

- 30
< =

= 6 2 25+
= 5

p » 20+
e o

E 41 B 15f
S =

10 -

2+
5+
0 — 0
2000 2001 2002 2003 2000 2001 2002 2003
Year Year
Source: (China Textile Industry Development Source: (China Textile Industry Development
Report 2003/2004) Report 2003/2004)
China National Textile Industry Council. China National Textile Industry Council.

— 48 —



INDUSTRY OVERVIEW

The PRC textile industry is fragmented with no dominant major player in the industry.
In 2001, there were in total 67 companies in the PRC textile industry which generated
revenue of over USD100 million, but the aggregate amount of revenue of these 67
companies was only approximately 11% of the PRC textile industry.

After the entry into WTO, China will benefit from the cancellation of quota for export
of textile products to European and North American markets. China’s textile products can
exert its competitive advantages of its relatively lower costs and reliable quality.

China’s entry into WTO also provided China with a reduction of customs duties and
admittance to service market. This is favourable to China’s textile industry as it will have a
tendency to attract foreign capital, advanced technologies and sophisticated management
to reinforce cooperation in the textile industry and to promote the advancement in the
Chinese textile industry.

COTTON INDUSTRY

Cotton is noted for its versatility, its appearance, its performance and its natural
comfort and can be used in a humber of apparels. Cotton is the nature’s wonder fibre,
providing thousands of useful products.

The world’s cotton production in 2004 is estimated to increase by approximately 5%
from 2003. However, the estimated cotton production in 2004 is still lower than the
world’s cotton production in 2002. The estimated China cotton production in 2004 will also
be lower than the previous year for the second year running.

Annual cotton production
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Source: “Cotton: World Markets and Trade”, June 2004, United States Department of Agriculture, Foreign
Agriculture Services.
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China is the largest importer of cotton in the world. Due to the rising demand of
cotton in China, the 2004 estimate for cotton import is approximately 1.92 million tonnes,
representing an increase of over 180% of that in 2003. The estimated increase is mainly
caused by the increase in demand for cotton and the expected reduction of domestic
production in China.

In 2003, China, the United States, India, Pakistan and Uzbekistan were the five
largest cotton production countries or regions in the world, which accounted for
approximately 25.6%, 19.5%, 12.0%, 8.8% ad 5.2% respectively of the world’s total cotton
production in 2003. Other large cotton production countries included Turkey and Brazil,
which accounted for approximately 4.7% and 4.4% respectively of the world’s total cotton
production in 2003. The world geographic distribution of cotton production has remained
relatively stable in recent years and China has remained as the largest cotton production
country in 2003. The following is the distribution of the cotton producing countries in the
world in 2003.

Cotton production by countries in 2003
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Source: “Cotton: World Markets and Trade”, June 2004, United States Department of Agriculture, Foreign
Agriculture Service.

COTTON FUTURES TRADING

In 2003, the world cotton price fluctuated considerably. As cotton futures trading is
seen as a price-hedging tool to provide stability to the price of cotton, trials on the cotton
futures trading was conducted in the Zhengzhou Commodities Exchange in Henan province
in June 2004. During the trial, two varieties of cotton, namely the inland cotton and
Xinjiang cotton are available for trading.
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SPANDEX

In 1937, Bayer first produced spandex using the dry-spinning method. However
spandex produced by Bayer did not produce satisfactory properties for use in textile
production. In 1959, Du Pont introduced the dry-spinning method to produce spandex
fibre and spandex was later put into commercial production. Since then, spandex is used
in many commercial yarns and fabrics to add elasticity to garments.

Spandex was used initially in ladies’ foundation garments as a replacement for
rubber. Spandex, also known as elastane, is currently a fibre on the leading edge of
fashion for all kinds of different garment. Spandex is always blended with other fibres
such as cotton, wool, silk and linen. Spandex is lighter than rubber thread and does not
break easily even when exposed to body oils, perspiration, detergents and lotions.

The properties of spandex allows spandex to become a popular fibre. Soft and
rubbery segments of the fibre allow spandex to stretch up to 600% and then recover to its
original shape. Spandex has become one of the most commonly used blending fibres.
Blending spandex with other fabrics provides a higher level of comfort and a more durable
garment. Of all the different materials used to blend with spandex, cotton is one of the
most widely used fibre in the fashion industry. Spandex is also blended with suiting and
dress fabrics, such as wool, silk and rayon, to create a light and more flexible fabric.

Since spandex blended textile materials were first used by Du Pont in outer garments
in 1991, the demand of spandex has continued to grow. Advancement in technologies in
the textile industry has contributed to the development for the different applications of
spandex. The promotion by Du Pont of its Lycra blended cotton and the gradual acceptance
of spandex products in the consumer market have made spandex a leading textile material.
Spandex has become a contemporary textile material which is used in a variety of textile
products including leisure clothing, highly stretchable fashionable garment fabrics and
top-end garments.

In 1990, the world production capacity was only approximately 60,000 tonnes. As
the production techniques of spandex improved and investment cost reduced, more spandex
productions were established. The world production of spandex also increased significantly
as the consumption for spandex increased. In 2003, the world annual production capacity
of spandex reached approximately 270,000 tonnes. From 1990 to 2003, the world
production capacity of spandex increased at a CAGR of approximately 12.3%.
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Annual production capacity of spandex
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world spandex production market 1999-2006), April 2004, (China Textile Economic Information
Website).
“of [ 7% {0 E 2 2 4 JRE B 4% 1 R 47 A 55 — 4F i KB (How China can develop rapidly into the
largest spandex production country in the world), January 2004, China Chemical Fiber
Association.

South Korea, China, American, Japan and Taiwan are the five largest spandex
producing countries or regions of the world. As at September 2003, the annual production
capacity of South Korea, China, American, Japan and Taiwan were approximately 27.5%,
22.9%, 14.4%, 9.3% and 6.4% respectively. The production of South Korea, China,
American, Japan and Taiwan together accounted for to approximately 80.5% of the total
world annual production capacity.

The annual world production capacity of spandex as at September 2003

Others
19.5%
South Korea
27.5%
Taiwan
6.4%
Japan
9.3%
. China
United States 0
14.4% 22.9%

Source: “if1 5] 7 {7 GE L 55 JE 5 25 tH L 4 4w 56 — /£ & K 87 (How China can develop rapidly into the largest
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The production of spandex in the PRC began in 1989 and experienced a slow
development until the turn of the Century. The production capacity of spandex in the PRC
increased from about 6,000 tonnes in 1999 to about 64,000 tonnes in September 2003.
The rapid development of spandex production in the PRC in the past few years was
principally attributable to the rapid development of the PRC textile industry, the reducing
investment cost for spandex production, the increasing application of spandex in garment
production and the establishment of spandex production facilities in the PRC by international
manufacturers.

LAWS AND REGULATIONS RELATING TO THE TEXTILE INDUSTRY IN THE PRC
Textile Industry Guiding Policies

Pursuant to <BH i 875 4% T 35 G AL ol 5 o B 45 4 i IR 41t s TV A B 14 2819 %8 41) (Notice
on the Relevant Issues of In-depth Reform and Structural Adjustment and Relief of the
Textile Industry) issued by the State Council in 1998, the PRC government has acted in
accordance with the market demand, by eliminating out-of-date spindles to improve the
technical levels and product quality. During the three-year period from 1998 to 2000, the
domestic textile industry successfully eliminated approximately 9.4 million out-of-date
spindles.

According to {20024 48 & 97 ¢ - 45 # 90 8 T/E 455 3% i) (2002 Guiding Opinion on
the Total Quantity Regulation and Structural Adjustment Work), the PRC government, on
one hand, continues to employ the policy of eliminating out-of-date machines and control
the total output of the textile industry, and on the other hand, relies on the advancement
in technology and system innovation to enhance its international competitiveness as well
as to expand the export market of textile clothing.

According to <BE A F 8 B 0T F0 Se E BT o RE R A E ER B R D)
(Opinions on the Implementation of Transforming and Upgrading Traditional Industries by
High & New Technology and Advanced Applied Technology) issued by the National
Economic and Trade Commission in 2002, the PRC government encourages the use of
high & new technologies and advanced technologies in the textile industry. According to
Chhpe ' E 245 ¥ H %) (Catalogue for the Guidance of Foreign Investment Industries)
issued in 2002, the PRC government encourages foreign investors to invest in the
manufacture of special or top grade textiles.

According to <P i w8 % B A 45 A mE BB ) BOKR A B [ RE A9 4 1) (Circular on the
Adjustment Policies to Increase Cotton Spinning Productivity) issued by National
Development and Reform Commission in August, 2004, the PRC government abolished
the permit system for purchase of cotton spinning mule frame to encourage technology
promotion, upgrade the textile industry, and enhance the development of the manufacturing
industry of textile machineries.
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Policies on Textile Production and Cotton Circulation

Since 1985, China has carried out reforms on the cotton circulation system. China
has taken the measure of cotton order by contracts but the orders are designated by the
PRC government. The remaining amount of cotton which is not ordered is permitted to be
sold freely in the market. In 1992, according to B i el & 4 {E 3 48 84 il 19 & &) (Opinions
on the Reform of the Cotton Circulation System), China conducted further reform on the
cotton circulation system. The key points of such reform were: i) the enterprises in the
cotton business designated by the PRC government can sign cotton purchase contracts
with farmers; ii) through cotton wholesale market or other channels, the textile enterprises
and cotton trade enterprises can sign cotton purchase contracts directly; iii) the selling
price of cotton can be negotiated freely by the selling and purchasing parties; and iv) the
government allowed other enterprises with cotton operation qualifications to purchase
and process cotton directly.

According to <A AL 1 18 Ui 48 #2 1l 2l 55 19 P2 ) (Decisions on Further Deepening
Reform on the Cotton Circulation System), further reform was implemented on cotton
circulation system by China in 1999. Such reform mainly aimed at: i) determination of
cotton price by the market under the government’s macroscopic directions; ii)
implementation of a cotton purchasing and processing assessment system, under which
enterprises with qualifications were allowed to engage in the cotton purchase and
processing business directly; and iii) development of a cotton circulation market and
establishment of an information system of cotton supply and demand as well as cotton
prices in the market.

According to <[5 B BE A #E — 25 GRAL AR AL Ui 78 B8 I 2R 19 7 5L ) (Opinions of the State
Council on Further Deepening the Cotton Circulation System Reform), China continues to
reform the cotton circulation system. The main aim is to strengthen the administration of
the purchase and processing of cotton and the cotton market. The government encourages
the qualified enterprises in cotton business to purchase cotton either directly or through
agents from the main cotton-producing regions. The enterprises engaged in the cotton
business shall abide by the provisions of <A {& Ui i i T 58 17 £5 45 3 % 17 ## %) (Provisional
Measures for the Administration of Cotton Purchase, Processing and Market) and shall
apply to provincial governments for qualification assessment.

According to <[ /A 5 U A 46 i 48 Bk ¥ LAE 77 22 1928 A1) (Circular on Rectification
of Cotton Circulation Order), during the period from October 2004 until early 2005, the
rectification within the national coverage has been carried out to thoroughly examine the
gualifications and operations of the enterprises that purchase and process cotton, and
reorganise the cotton transaction market for better cotton circulation order.

Textile Export Policies

According to ("3 A B JGRN B B 4 i 1 Bk 49]) (Regulations of the People’s
Republic of China on the Administration of Import and Export of Goods), the administrative
measures that China took to control exporting products mainly include: export quotas,
export licenses, state-operated trade restrictions, designated trading and passive export
guotas.
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Over a long period of time, China used to take relatively stringent administrative
measures to control textile export. Since China’s admission to the WTO in 2001, the
above administrative measures to control textile export have been weakened, even partially
abolished. According to <20034F i I & vl & 4 3 % & H k) (2003 Catalogue of
Commodities Subject to Export License Administration), China did not implement export
qguota controls and export license controls on cotton textile any longer, but retained export
quota and export license controls on cotton in 2003. According to (! I Bl % & 5 4 ¥ & 4
H #k) (Catalogue of Goods Subject to State-operated Export Trade Administration), China
no longer implements controls on cotton textile export by state-operated enterprises, but
retains state-operated trade controls on cotton. Pursuant to (i 0§24 &M &Y H
#% ) (Catalogue of Goods Subject to Export Designated Trade Administration), China no
longer implements designated trade controls on the export of cotton textiles and cotton.

Since a number of import countries still implement quota restrictions on Chinese
textile products, China, according to <% %k & 9 8 B %6 % B ¥ 1% ) (Measures on the
Administration of Passive Quotas for Textiles), implements passive quotas on a nhumber of
export commodities. However, pursuant to the Agreement on Textile and Clothing of the
WTO, the global textile quota will not be completely abolished until 1 January 2005. And
China is in the process of abolishing the passive quota on textile exports step by step.
According to B A 35 4 B 0 B0 S5 4k 5 bl B E & RR A B R E Y A 45 ) (Public
Announcement on Relevant Issues concerning the Abolishment of the Passive Quota
Restrictions on the Export of Some Textiles) issued in the end of 2001, China has partially
abolished the passive quota on export textile products.

Textile import policies

According to < # A R LA & P74 O L% 6D (Regulations of the People’s
Republic of China on the Administration of Products Import and Export), China’s
administrative measures to control import products mainly include: import quotas, import
licenses, import tariff quotas, state-operated trade restrictions and designated trading.

Since China’s admission to the WTO in 2001, the above administrative measures to
control textile import have been weakened, even been partially abolished. According to
(20034 ¥k O #F n] &5 45 P2 7% i H #%) (2003 Catalogue of Commodities Subject to Import
License Administration), China didn’'t implement import quota controls and import permit
controls on textile products and cotton any longer in 2003. According to i 0 [ % & ) &
&Y H ¥ ) (Catalogue of Goods Subject to State-operated Import Trade Administration),
China no longer implements state-operated trade controls on the trading of import cotton
textile products, but still retained state-operated trade controls on the trading of cotton.
Pursuant to (i 0 #5285 &Y H ) (Catalogue of Goods Subject to Import
Designated Trade Administration), China no longer implements designated trade controls
on the import of cotton and other textile products than acrylic fibers.

According to <J# 7 i 4 1B Bl LB 4 B 1T ) (Provisional Methods for the
Administration of Import Tariff Quotas of Agricultural Products), China implements tariff
guota controls and partial state-operated trade controls on cotton imports, namely a
preferential tariff rate of 1% is imposed on cotton imports which are within the quota, for
the rest cotton imports, those from the most-favored countries are levied a tariff rate of
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40%, otherwise they are levied a tariff rate of 125%. According to {20044F & & ~ # 1& ik [
B8] B i A R AR A0 4> B2 JECA) (2004 Amount, Application Requirements and
Distribution Principles of Tariff Quota on Food and Cotton Imports,), in 2004 the tariff
guota of cotton import is 894,000 tons, of which 33% are imported by state-operated
trade.

According to the establishment of Closer Economic Partnership Arrangement between
Mainland and Hong Kong, zero tariff policy is implemented on a variety of yarn, fabrics,
textiles and garments whose country of origin are Hong Kong.

Policies on environmental protection in the textile industry

(o 3E N SR B8R 55 R 5 7% ) (Law of the People’s Republic of China on
Environmental Protection) (“Environmental Protection Law” issued in 1989), establishes
the legal framework of environmental protection in China. The Environmental Protection
Law is formulated for the purpose of protecting and improving living environment and
ecological environment, preventing pollution and other public hazards and safeguarding
human health. The administration department of environmental protection of the State
Council implements unified supervision and management on the national environmental
protection work, and also establishes the national standards for pollutants discharge, etc..
The Environmental Protection Bureaus at or above the county level are responsible for
the environmental protection work within their respective jurisdictions.

Enterprises that cause environmental pollution and other public hazards shall
incorporate the work of environmental protection into their plans and establish a
responsibility system for environmental protection. Such enterprises shall also take effective
measures to prevent and control the pollution and harms caused to the environment by
waste gas, waste water, waste residues, dust, malodorous gases, radioactive substances,
noise, vibration and electromagnetic radiation generated in the course of production,
construction or other activities.

Enterprises discharging pollutants shall apply for registration in accordance with the
requirement stimulated by the administration department of environmental protection of
the State Council. Enterprises discharging pollutants in excess of the prescribed national
or local discharge standards shall pay a fee for the excessive discharge according to
state provisions.

The government may, according to the circumstances and the extent of the pollution,
impose administrative penalties of different types and degrees on the violators (enterprises
or individuals) of the Environmental Protection Law. Such penalties include: warnings,
fines, orders to make treatments within a specific period, orders to suspend production,
orders to reinstall and put to use pollution treatment facilities that have been dismantled
or left idle without prior approval, administrative sanctions on relevant responsible personnel
and orders to close the business. The government may also impose fines together with
any of the above-mentioned administrative penalties. The organisations or individuals that
have caused environmental pollution hazard would be responsible to compensate the
victim. If a violation of the Environmental Protection Law causes a serious environmental
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pollution accident, the personnel directly responsible for such an accident shall be
investigated for criminal liability.

(g RS S5 R B K 5835 YL B A %) (Law of the People’s Republic of China on
Prevention and Control of Atmospheric Pollution) (the “Atmospheric Pollution Preventive
Law” issued on 5 September 1987, revised on 29 August 1995 and further revised on 29
April 2000) establishes the provisions of the prevention, treatment and management of
atmospheric pollution. The Atmospheric Pollution Preventive Law is formulated for the
purpose of preventing and controlling atmospheric pollution, protecting and improving
living environment and ecological environment, safeguarding human health, and promoting
the sustainable development of economy and society. The administration departments of
environmental protection at or above the county level are responsible for unified supervision
and management of the prevention and control of atmospheric pollution. The administration
department of environmental protection of the State Council is responsible for establishing
the national standards for atmospheric environment quality and the discharge of pollutants
into air.

New construction projects, expansion or reconstruction projects that discharge
pollutants into air shall comply with the State regulations on environmental protection for
such projects. Organisations that discharge pollutants into air must report to the local
administrative department of environmental protection its existing discharge and treatment
facilities for pollutants and the categories, quantities and concentrations of pollutants
discharged under normal operation conditions and submit to the same department relevant
technical data concerning the prevention and control of atmospheric pollution. Organisations
that discharge pollutants into the atmosphere shall pay a discharge fee according to the
type and amount of pollutants discharged. The concentration of the discharged pollutants
shall not surpass the national and local standards.

Where the Atmospheric Pollution Preventive Law is violated, the administration
departments of environmental protection may, according to the circumstances, impose
the following penalties on the violations: orders to stop the illegal activities, orders to
rectify within a specified period, warnings, fines, order to make treatments within a specified
period, order to suspend or close the business. The organisation that has caused the
atmospheric pollution shall have the responsibility to remove the hazard and to indemnify
the organisations or individuals that have suffered direct losses.

(R R LR K 35 Y B 36 1) (Law of People’s Republic of China on Prevention
and Control of Water Pollution) (the “Water Pollution Preventive Law” issued on the 11
May 1984 and revised on 15 May 1996), establishes legal standards for prevention and
control of pollution of rivers, lakes, canals, irrigation channels, reservoirs and other surface
water bodies and of underground water bodies within the Chinese territory. The
environmental protection authorities of government at all levels shall implement unified
supervision and management on the prevention and control of water pollution. The
environmental protection department of the State Council establishes the national standards
for water environment quality and the discharge of pollutants.
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New construction projects and expansion or reconstruction projects and other
installations on water that directly or indirectly discharge pollutants to water bodies shall
be subject to relevant State regulations on environmental protection for such projects.
Organisations that discharge pollutants directly or indirectly into a water body shall report
to and register with the local environmental protection department their existing facilities
for discharging and treating pollutants, and the categories, quantities and concentrations
of pollutants discharged under their normal operating conditions, and also submit to the
same department technical data concerning prevention and control of water pollution.
Enterprises that have discharged pollutants into water shall pay a pollutants discharge
fee pursuant to the regulations. If the discharge of pollutants exceeds the prescribed
standards, the enterprises shall pay an excessive fee for pollutants discharge.

Where the Water Pollution Preventive Law is violated, the administration departments
of environmental protection may, according to the circumstances, impose warnings, fines,
orders to suspend production or even orders to close the business on the violators. The
organisations that have caused the environmental water pollution hazard shall be
responsible to remove such hazard and to indemnify the organisations or individuals that
have suffered direct losses.

Regulations on the establishment and operation of back-up electric generators

According to current national and local laws and regulations of PRC, the
establishment and operation of a back-up electric generator owned by an enterprise shall
satisfy some specific requirements if the electricity generated by the back-up electric
generator is linked to the electricity power grid. On the other hand, there is no national
law or regulation that governs the use of non-network generators. However, there are
some special provisions in certain provinces relating to the setting up and operation of
non-network back-up electric generators. Under these provisions, enterprises with non-
network back-up electric generators shall apply for approval from, and sign an agreement
with, the local electricity supply bureau.
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