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ABOUT SYNTAO ESG RESEARCH

The bullet train crash in Wenzhou in the summer of 2011 and the Foxconn employee suicide spate
in 2010 are just a few of the socio-economic examples that have impacted investment streams in
China and show that management of environmental, social and governance (ESG) factors may add
financial value and mitigates risk across an investment portfolio.

SynTao services

Since our company’s founding in 2005, SynTao’s multilingual and highly qualified analysts and
consultants have offered clients tailored ESG research, sustainability consulting and advisory
services relevant to the China region. One of our highly appreciated services is the SynTao local
news monitoring system, a tool selecting and analyzing online articles released by national and
regional Chinese media discussing the performance of almost 2,000 corporations in connection to
sustainability issues. If required, SynTao also provides pro-active engagement services with
companies and other stakeholders (e.g. government, NGOs, scholars).

Identify ESG risks in portfolio

The SynTao local news monitoring service is designed to help investors comply with international
norms, based on the UN Global Compact 10 principles that underpin the Principle for Responsible
Investment (PRI) and by identifying risks in their portfolio. SynTao became a signatory to the PRI
in 2011.

More information

A number of clients such as asset managers and institutional shareholders interested in the
performance of companies in the China region already make use of our monitoring tool. If you
would like to receive more information about our services, please feel free to contact us.

SynTao ESG Research Manager:
Anna-Sterre Nette (e-mail: esg@syntao.com)

This report presents a discussion of China’s most pressing corporate ESG issues for 2010-2011,
based on the findings of the SynTao local news monitoring system.
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ABSTRACT

This report presents a discussion of China’s major corporate environment, social and governance
(ESG) risks for 2010-2011, based on the findings of the SynTao local news monitoring system. For
investors, the ESG performance of companies has become a proxy of management competence with
implications for future cash flows. In order to form a judgment about management competence of
companies operating in China, we carried out a study to identify the country’s most urgent ESG
issues, assessed on an industry and individual company level.

The SynTao local news monitoring system selects articles released by Chinese media (national and
regional) that specifically discuss the performance of corporations in connection to ESG issues.
After monitoring almost 2.000 listed companies operating in China mainland, Hong Kong and
Taiwan for a period of one-and-a-half years (November 2009 — July 2011), we found 503 different
companies to have generated a total of 676 alerts.

Based on the monitoring findings, this study presents an overview of 1) China’s most urgent ESG
issues, 2) China’s industries most affected by ESG issues, and the 3) companies operating in China
most affected by ESG issues. Through an additional four case-studies, we have provided an in-depth
account and explanation of some of the most significant ESG challenges for the mining,
manufacturing, oil and gas extraction and transportation industries. From SynTao’s research it can
be concluded that:

1. China’s most pressing corporate ESG risks were found within the social issues category. The
largest share of alerts was generated for occupational health and safety incidents (over 40
percent of the total alerts). The top five ESG issues were occupational health and safety,
corruption and fraud, environment and industrial hazard, business ethics and product safety.

2. China’s industries most exposed to ESG risks were found within the secondary economic
sector. The largest share of alerts was generated for the manufacturing industry (over 55
percent of the total alerts). Industries within the primary and tertiary sectors received
significantly less alerts. The top five industries most exposed to ESG issues were
manufacturing, mining, transportation, financial services and construction.

3. The top three companies most exposed to ESG risks were PetroChina, Sinopec and Foxconn.
The large majority of companies generated during the research period one alert for one ESG
issue (87 percent). A much smaller share of companies, received at least two or more alerts
(13 percent). PetroChina was the company most exposed to ESG issues, i.e. this company
received a total number of 22 alerts.

Integrating ESG factors into investment strategy considers the economic implications of quickly
changing socio-economic circumstances, leading to comprehensive insi%hts that otherwise perhaps
easily would be overlooked. Following the announcement of the 12" five-year economic plan
(2011-2015) by the Chinese government in March 2011, which includes explicit references to
environmental and social objectives, many anticipate the Chinese government to put greater
emphasis on corporate management of ESG performance, and responsible investing more generally.
As one third of the targets in the five-year plan are now related to the environment, we expect
companies in the near future to become more strictly bound by environmental regulations and
investors to benefit from corporate monitoring and assessment of extra-financial factors.
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INTRODUCTION

This report presents a discussion of China’s
most pressing corporate environmental, social
and governance (ESG) issues for 2010-2011,
based on the findings of the SynTao local
news monitoring system.

For over two years, SynTao’s local news
monitoring  system has provided a
comprehensive overview of China’s most
corporate ESG issues. The tool selects and
analyzes online articles released by (national
and regional) Chinese media discussing the
performance of corporations in connection to
sustainability topics. The potential risk and
value impact of ESG factors, when integrated
into investment analysis and decision making,
may offer investors potential long-term
performance advantages, therefore SynTao
decided to present a general overview of the
results of the monitoring service in this report.

Some of the ESG issues discussed in this
report have brought about abrupt changes in
investment climate, depending either on the
response of the company, the public or the
Chinese government. For instance, Zijin
Mining Group, China’s largest gold producer,
was fined USD 4.5 million in February 2011,
as it was hold accountable for a major
pollution accident that occurred earlier in July
2010%. As company operations impact its
surroundings, it might be highly beneficial for
investors to closely monitor the entities’ ESG
performance.

The findings of our local news monitoring
system are described in three chapters and
four case-studies. Chapter 1 highlights

China’s most urgent corporate ESG issues (#1:

occupational health and safety). Chapter 2
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discusses China’s industry sectors most
affected by ESG issues (#1: manufacturing).
Chapter 3 highlights the companies in China
most exposed to ESG issues (#1: PetroChina).

Also included in this report are four case-
studies that offer a more in-depth account of
some of the ESG challenges within a certain
company or industry sector in China. The first
case-study points out the poor occupational
health and safety record in the mining
industry. The second case-study explores how
the concern for product safety is undermining
investments in the transportation industry
(railway). The third case-study illustrates how
recent oil spills have brought about stricter
environmental standards for the industry. The
fourth case-study exemplifies how initial
social improvements may create new
problems such as falling employment in the
manufacturing industry.

The case-studies provide the reader with more
background information about the ESG issues
that investors might want to take into account
when taking portfolio management decisions.

According to the latest annual report by the
United Nations Principles for Responsible
Investment (PRI), based on information from
over 900 signatories from 48 countries
(representing a total of USD 30 trillion in
assets under management), 94 percent of asset
owners and 93 percent of investment
managers have a formal responsible
investment (RI) policy in place 2

Consequently, investors looking into China
may benefit from environmental, social and
governance (ESG) assessments that offer
insights into the quality of company
management, culture and risk profile.
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SYNTAO ESG RESEARCH METHODOLOGY

Local news monitoring system

This research focuses on China’s corporate environmental, social and governance (ESG) challenges over the last year.
The SynTao local news monitoring system identifies articles released by Chinese media that discuss the performance of
corporations in connection to ESG issues. Every relevant article selected by the system is carefully scrutinized by our
analysts and may lead to an alert about a company. For this research, hundreds of articles were monitored on a daily
basis.

Number of companies

SynTao monitors about 2000 companies and numerous funds and indexes, either listed on the Shanghai, Shenzhen or
Hong Kong stock exchanges, or with significant operations in China mainland, Hong Kong and Taiwan. For this study,
a total of 1818 companies were continuously tracked by the local news monitoring system. The companies named in the
study are either privately or state-owned. The monitoring system also includes foreign companies with operations in
China.

Alerts

During the time of this study, we collected a total of 676 alerts that we re generated for 503 different companies. Alerts
are collected based on the results of a negative screening exercise. The articles selected through our news monitoring
system highlight an ESG issue and produce one alert per ESG issue. We continue to monitor any developments
concerning the topic of that alert, a second alert for a company is only issued in case of a different and newly emerging
issue. All the examples discussed in this report were selected by the SynTao local news monitoring system

Research period
The alerts discussed in this report were collected over a period of one-and-a-half-years (between November 2009 — July
2011).

ESG issues

ESG issues refer to a wide spectrum of sustainability related topics and can have material impact on the long-term risks
and return profile of investment portfolios. Environmental issues may include sub-issues such as industrial hazard and
depletion of natural resources, social issues will cover topics such as occupational health and safety, product safety and
labor conditions, and governance issues may contain subjects such as corruption and fraud as well as corporate
governance arrangements (see Appendix 1 for overview of all ESG sub-issues).

Media
The SynTao local news monitoring system selects articles from hundreds of Chinese online national and regional media
sources. All selected articles included in this study report were released in Mandarin.

It should be noted that although independent media in China exist, potentially sensitive issues are sometimes limitedly
reported on, which may have impacted the outcome of this study. In recent years, there has been more freedom to
discuss negative impacts of (state-owned) corporate operations on environment and society, but the discussion of these
issues tends to be mostly in line with (newly released) country policies. For instance, when the government initiates a
crackdown on fraud or food safety, one often finds more media reports covering these types of incidents.

Chinese social media, such as Sina Weibo, were excluded from the study for this year, but may be included in the
research scope once more established and reliable bloggers are identified.

Data use
All data discussed in this report and presented in the charts was gathered by SynTao and collected through its local news
monitoring system, unless otherwise specified.




Chapter 1
CHINA’s ESG ISSUES
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<+  China’s most pressing corporate ESG issues were found within the social issues category.

This chapter presents a discussion of China’s
major corporate environmental, social and
governance (ESG) risks. Alerts generated by
the SynTao local news monitoring system were
assessed within the context of these three ESG
issues.

Based on the findings of the SynTao local news
monitoring system, we conclude that China’s
most pressing corporate ESG risks were found
within the social issues category.

Distribution of alerts per ESG issue

cliEr (in percentages)

22%
M Social issues

Governance

issues
Environmental

issues

13%

A closer look at the social issues category
shows that the sub-issue occupational health
and safety was China’s most urgent corporate
ESG issue for 2010-2011.

Of all alerts generated over the last year, the
largest share, 41 percent, was connected to
occupational health and safety (see Chart 2).
The ESG sub-issue corruption and fraud
generated half this percentage, 21 percent of
the alerts. Alerts associated to the ESG sub-

Chart 2
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% Occupational health and safety was China’s most urgent corporate ESG risk for 2010-2011.

Of all alerts collected over the research period,
a compelling majority, 65 percent, was
generated for corporate incidents associated
with social issues (see Chart 1). Considering
the current attention of China’s leadership for
tackling corruption®, the share of alerts for
governance issues were perhaps less significant
than expected as the category received just 22
percent of the total alerts. Environment issues
also generated relatively low coverage as the
category received 13 percent of the alerts.

Breakdown of ESG alerts per sub-issue
(in percentages)
3% M Occupational Health and Safety

4%
° 41% ® Corruption and Fraud

Environment & Industrial Hazard
Business Ethics

M Product Safety
Social responsibility

M Labour Conditions

13% 21%
Others

issue environment and industrial hazard
accounted for 13 percent of the alerts. The ESG
sub-issues business ethics and product safety
received respectively 8 and 6 percent of the
alerts. The focus on companies in connection to
product safety was perhaps much less than
expected, especially considering the general
attention for the issue following the tainted-
milk scandal in 2008*.



Top five ESG issues for 2010-2011:
1) Occupational health and safety
2) Corruption and fraud
3) Environment and industrial hazard
4) Business ethics
5) Product safety

In view of the secondary economic sector
(manufacturing and construction) being of
crucial value to China’s economy (responsible
for 47 percent of GDP in 2010°) but also most
prone to workplace accidents, it is not
surprising that the highest number of alerts in
this study were generated for the social sub-
issue occupational health and safety. Most
occupational health and safety incidents took
place within the manufacturing and mining
industries, respectively generating 57 and 25
percent of these alerts (see Appendix 3), sectors
that are generally characterized by an unsafe
and labor-intensive working environment.

Work-related incidents

Analysts estimate that around 200 million
people in China, employed by about 16 million
companies, work in hazardous circumstances
and are under constant threats of occupational
diseases due to unsafe working conditions and
poor prevention (such as employee health
check-ups, sanitation, etc.) and workplace
inspections by public authorities®. Furthermore,
it should be taken into account that migrant
workers are not eligible for health care services
outside their own hometown, and only about 10
percent of workers in China have access to
regular occupational health services’.

Although the work-related death toll has
decreased significantly over the last few years,
the numbers are still very high: in 2010, over
79,552 people died in workplace accidents, a
percentage already down by 62 percent when
compared to statistics in 2005°. In comparison,
for 2010 the level of workplace fatality in
China was almost 3.5 times higher than in the
United States ° . In reality, the difference
between China and other countries is probably
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much larger, as most experts believe Chinese
official data are under-reported™.

According to SynTao’s monitoring records, the
most common workplace accidents regard fires,
building collapses, explosions, sometimes
caused by spills or leaks of flammable
materials, and chemical accidents such as
poisoning.

See the case-study on occupational health and
safety in the mining industry for more
information (page 11).

Although labor conditions have unquestionably
proven to be another serious occupational
problem in China™, its presence in Chinese
media records appeared to be relatively limited.
In our study, the sub-issue labor conditions
accounted for only 4 percent of the total alerts
(see Chart 2). The most common incidents
mentioned for this sub-issue were related to
salary disputes, such as demand for outstanding
pay or increases in wage. We suspect that the
relatively low number of media reports about
labor conditions does not regard a fair
reflection of reality: workplace disputes are
bound to be under-reported as they are less
visible in the public domain and harder to
verify than events that have a direct impact on
communities such as deadly explosions. Unfair
pay only receives wider consideration when
workers attract wide attention by for instance
going on strike. In May 2010, Honda and
Hyundai both agreed to salary increases of
around 25 percent after wildcat strikes had
broken out and production was halted in
factories in China™.



The second most urgent corporate ESG issue
was the governance sub-issue corruption and
fraud, accounting for 21 percent of all alerts
(see Chart 2). Most corruption and fraud
incidents took place within the manufacturing
and financial services industries, respectively
receiving 38 and 22 of the alerts (see Appendix
3). Acts of bribery can have far-reaching effects
that for instance lead to problems of product
safety in the manufacturing industry.

Crackdown on corruption

Despite claims by the Chinese government to
have strongly intensified the crackdown on
corruption in  recent years and the
implementation of hundreds of anti-corruption
laws, the issue remains “a very serious
problem”*? according to the authorities. It is
estimated that corruption and fraud cost China
at least 3 percent of GDP per year'’. Although
prosecutors investigated more than 240,000
cases of corruption between 2003 and 2009, the
chance of a corrupt official going to jail is less
than 3 percent™.

Alibaba, the “golden suppliers” scandal

In February 2011, the leading e-commerce
platform Alibaba announced employees had
granted the honorary “golden supplier” status
to 2,236 fraudulent online dealers, a true
scandal in an industry completely based on
trust. The company compensated 2,250 victims
for a total of USD 1.7 million and dismissed
100 of its sales staff that were found
responsible of intentionally or negligently
allowing dealers to evade various controls™®.
The incident brought Alibaba significant
reputational difficulties, and a decrease of USD
1 billion in market value was noted just one
week after the public announcement of the
scandal.

Disclosure on corruption may slightly improve
due to the increasing use of modern
technologies. Micro blogging websites, such as
Sina Weibo (currently counting more than 200
million users'’) already encourage a more
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timely revelation of scandals. News about high-
profile corruption and fraud cases involving
large companies or top managers is
increasingly brought into the public domain.

The third most urgent corporate ESG issue was
the environment sub-issue environment and
industrial hazard, accounting for 13 percent of
the alerts (see Chart 2). Most environment and
industrial hazard incidents took place within
the manufacturing industry (see Appendix 3),
the sector most generally associated with ESG
issues.

Remarkably, although China’s environmental
crisis is widely discussed by both domestic and
foreign media, environmental scandals received
a relatively low degree of attention from
Chinese media compared to other issues. Many
of the articles related to soil and water pollution
and exceeding legal emission standards or
hazardous waste and sewage.

Polluting industries

The increase of environmental damages and
accidents rose hand-in-hand with China’s
staggering economic growth. The country is
still at a level of economic development that
largely depends on the polluting and accident-
prone sectors and as long as penalties remain
too small to drive changes in business
operations, environmental regulations will, in
all likelihood, continuously be violated *° .
However, improvements in the disclosure of
accidents seem to be underway, according to
official statistics and the number of reported
major environmental incidents increased by 49
percent between 2005 and 2010%°.

China’s authorities acknowledge the country’s
looming environmental crisis, as the
supervision, control and execution of
environmental regulation is being intensified
and one third of the targets defined in the 12th
five-year economic plan (2011-2015) are
related to environmental objectives. Already, by
the end of 2010, China had closed down 2000
of its most energy-intensive factories, by some



analysts seen as a significant step forward in
realizing the country’s energy-efficiency
goals®. Also, listed companies operating in
precarious sectors, such as the manufacturing
and mining industry, were recently brought
under higher surveillance of the Ministry of
Environmental Protection and might experience
more difficulties in acquiring funds or licenses
for expansion®'. Therefore, pollution related
accidents might increasingly result in more
severe financial or legal consequences in the
future.

Zijin Mining Group, financial impacts of a
major pollution scandal

Zijin Mining Group, China’s largest gold
producer, was fined USD 4.5 million in
February 2011, for the responsibility of a major
pollution accident that occurred in July 2010%.
The company was held accountable for toxic
waste leaking into the Tianjing River in
Guangdong Province, causing fishing losses of
USD 3.4 million and polluting drinking water
for tens of thousands of people. Because of the
cost of the judicial proceedings and the clean-
up operations, Zijin Mining had to abandon its
plans for two large overseas acquisitions.
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In this study, several of the ESG issues have
occasionally experienced a sudden peak in
alerts (See Chart 3). In May 2011, the ESG
sub-issue corruption and fraud received a
significant 20 alerts, compared to an average
number of 7 alerts per month. Likewise, the
ESG sub-issue product safety experienced two
peaks of attention in September 2010 and April
2011, when it counted 5 stories, compared to an
average of 2 stories per month.

A peak in media attention for one specific ESG
issue can simply reflect the sudden occurrence
of several incidents around the same period of
time. However, we suspect a peak in alerts
concerning a particular ESG issue may often
coincide with the implementation of new
government measures to tackle exactly such
types of incidents.

Timeline of peaks in alerts per ESG sub-issue
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CASE STUDY 1 - Occupational health and safety
China’s severe fatality rate in the mining industry

Severe ESG risk in the mining industry

Notably, China gained its leading status in coal production at a very high cost: the country produces 40 percent
of global coal output but accounts for 80 percent of global mining death®. The results of the SynTao local
monitoring system show that of all alerts for the mining industry, an overwhelming majority of 83 percent was
generated for occupational health and safety incidents, leaving other risks such as environment and industrial
hazards, 9 percent, and corruption and fraud, 1 percent, far behind (see Appendix 4). China’s mining industry
was the second most exposed industry to ESG risks, accounting for 13 percent of all alerts (the manufacturing
industry received with 55 percent most of the alerts).

A constant string of accidents o _
Coalmlnes were the focus Of more than 75 Chart 4 I?IStrIbutlon of alerts for the prlmary sector
percent of the alerts about mining (equally, (in percentages)

most of China’s mines are coalmines). 10% 2% m Mining - Coal & lignite
Flooding, ~ blasts and  collapses  were = Mining - hard coal
commonplace, especially in small and illegally 10%

Mining - metals

operating mines. The recent gas explosion in
the Guomin Coal Mine, on July 17, 2011 in
Heilongjiang Province killing 6 miners®, is
just the latest event in an almost constant
string of health and safety accidents in the
industry.

a

12% Agriculture

0,
S 51% Mining - others
0

12% M Natural gas extraction
(]

Petroleum extraction

High fatality rate

It must be mentioned that the record for occupational health and safety in China’s coalmines has recently
significantly been improving due to recent activism of authorities, which undertook various nationwide
crackdowns on safety violations in mines. Also, stricter safety standards have been adopted, aiming at enhancing
reporting and emergency procedures.

Still in comparison, the safety record is much worse than that of any other country: between 2000 and 2009
China produced 1.8 times more coal than the United States, but featured an 88 times higher fatality rate per
million tons®®. The country’s fatality rate per million tons produced sharply reduced from 5.07 to 0.89 between
2002 and 2009, which is a major achievement. However in comparison, the United States featured a fatality rate
of 0.015 per million tons produced for 2009. Official data gauge that over the last decade more than 50,000
miners died in over 30,000 accidents in China. The occupational injury rate is also extremely high: around
300,000 miners suffer from pneumoconiosis, a serious lung disease, and 2,500 workers die from this condition
every year”’,

Illegal mines

The Chinese coal industry counts between 25,000 and 30,000 legally registered mines?. Besides the giant, state-
run mining companies, a massive number of small and privately-owned shafts thrive on China’s coal rush.
Between 2006 and 2010, consumption and production of coal rose by around 30 percent”® and whenever the
demand for coal increases, small mines prosper. Estimates about the number of illegal mines range from
anything between 5,000 to nearly 30,000 additional facilities. One of the reasons of the difficulty to obtain
accurate figures on Chinese coal plants is that many illegal plants are built and covered for by local and
provincial governments in an effort to maintain the energy supply necessary to sustain economic growth®. The
small and often illegally operating mines are known to harbor most of the accidents and, therefore, are largely
hold responsible for the country’s poor occupational health and safety record in the mining sector.

1
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Safety deficit

Small and privately owned mines, whose operating costs are much lower than the state-owned ones notably
because of non-existent safety investments, thrive due to the soaring profits in the mining industry. The risk of
fatal accidents in illegal coal mines is estimated to be at least 10 times higher than in the large state-owned
mines. Safety enhancements contain a number of marked obstacles, such as poor working conditions (absent
health and safety measures), lack of workers’ training and low level of equipment technology™".

In its endeavor to promote mine safety, the authorities have closed down 13,000 illegal coalmines since 2005.
However, close relationship between local civil servants and mine owners can limit the impact of new policies.
Many local government officials tolerate illegal mines and cooperate to cover up safety violations in order to
boost the economic performances of their regional area, sometimes even illegally holding a financial interest in
these coalmines themselves®.

Insatiable power demand

As coal accounts for about 70 percent of China's energy mix*, and power demand is quickly rising (electricity
consumption grew by 14 percent in 2010 and is predicted to rise by 10 to 12 percent in 2011°*), the country has
been relying increasingly on output from private and smaller mines. Closing down thousands of small privately-
owned mines, still responsible for 35 percent of national production in 2009%, may quickly improve mine safety
but will undoubtedly increase pressure on power supply.

Consolidating the mining industry

The 12"Five-Year Plan aims at solving the quest for power and safety by consolidating the domestic mining
industry. Analysts predict around 950 billion yuan (USD 151 billion) will be invested in the sector by 2020,
partly to cover improvements for coalmine safety*®. Acquisition of small mines by larger mining groups is
expected to address the demand for power supply via intensive explorations and increased productivity. The
consolidation is also supposed to enhance safety through the modernization of management and equipment.

12
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CHINA’s INDUSTRIES AFFECTED BY ESG ISSUES

«  China’s most pressing ESG issues were found within the secondary economic sector.
<  The manufacturing industry was most affected by ESG issues in 2010-2011.

This chapter presents a discussion of China’s
industries most exposed to environmental,
social and governance (ESG) risks. Alerts
generated by the SynTao local news monitoring
system were assessed within the context of its
economic  sector: the primary  sector
(agriculture, fishing, and extraction industries
such as  mining), secondary  sector
(manufacturing and construction industries) or
tertiary sector (services industries).

Distribution of alerts per sector

Based on the findings from the SynTao local
news monitoring system, we conclude that
China’s most pressing ESG risks were found
within the secondary economic sector.

Of all alerts collected over the research period,
a compelling majority, 62 percent, was
generated for corporate incidents in the
secondary sector (Chart 5). The primary and
tertiary sectors accounted for a much smaller
share of the alerts, respectively 15 and 23
percent.

Breakdown of ESG alerts per industry

Chart 5 Chart 6
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financial and construction industries generated

A closer look at the secondary economic sector ~ 'espectively 6 and 5 percent of the alerts.

shows that manufacturing was China’s industry

k The top five industries most affected by ESG
most affected by ESG issues for 2010-2011.

issues for 2010-2011;

Of all alerts generated over the last year, the 1) Manufacturing
largest share, 55 percent, was connected to the 2) Mining
manufacturing industry (see Chart 6). Other 3) Transportation
industries were much less associated with ESG . . .

. L . 4) Financial services
issues. The mining industry received 12 percent 5) Construction

of the alerts. The transportation industry
accounted for 7 percent of the alerts. The
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The primary economic sector comprises the
agriculture, fishing and extraction industries
and received the smallest share of all alerts, 15
percent. The extraction industries generated 14
percent of these alerts, of which a share of 12
percent was connected to mining activities, 1
percent to petroleum extraction and 1 percent to
natural gas extraction (see Chart 6). The
agriculture and fishing industries received each
less than 1 percent of the alerts.

See the case-study on occupational health and
safety in the mining industry for more
information (page 11).

The secondary economic sector comprises the
manufacturing and construction industries,
which received respectively 55 percent and 5
percent of the total alerts (see Chart 6). The
remaining 2 percent can be found under other
industries, such as civil engineering, casting of
metals etc.

In accordance with our findings from Chapter 1,
it is not surprising to find the highest number of
alerts for the secondary economic sector
because its industries are generally also
considered to be most prone to workplace
incidents.

Chart 7 (in percentages)
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Manufacturing industry

Manufacturing was China’s industry most
affected by ESG issues (see Chart 6). Although
a significant share of the manufacturing alerts,
43 percent (see Appendix 4), was related to
occupational health and safety issues, it should
be noted that the industry deals with a much
wider range of challenges. The ESG sub-issue
environment and industrial hazard received 18
percent, the ESG sub-issue corruption and
fraud generated 14 percent and the ESG sub-
issue product safety counted 7 percent.

The manufacturing industry includes a large
number of precarious business operations. For
instance, the sub-industry manufacturing of
chemicals and chemical products accounted for
30 percent, almost one third, of the alerts for
manufacturing (see Chart 7), with 60 percent of
these alerts related to occupational health and
safety issues and 21 percent to industrial
hazards (see Appendix 5). The sub-industry
manufacturing of food products accounted for 7
percent of the alerts (see Chart 7), with 12
percent of these alerts being related to product
safety (see Appendix 5). The sub-industries
manufacturing of pharmaceuticals, basic iron
and steel and ferro-alloys and electrical
components and boards turned out to be also
highly ESG sensitive business operations, all
receiving respectively 5 percent of the alerts
(see Chart 7).

Distribution of alerts for the manufacturing industry per sub-industry

Food products

M Basic iron and steel and ferro-alloys
Electrical equipment

H Apparel

B Others
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Top five sub-industries for manufacturing
most affected by ESG issues for 2010-2011:

1) Chemicals and chemical products
2) Food products

3) Pharmaceuticals

4) Basic iron and steel and ferro-alloys
5) Electronic components and boards

Labor-intensive and export-oriented

The high exposure of the manufacturing
industry to ESG issues can be explained by the
nature of the country’s economic activities and
the size of the sector. Over the years, the
economic achievements of the country have
been driven by labor-intensive and export-
oriented manufacturing activities. In 2010,
China became the world largest manufacturer
accounting for almost 20 percent of the world’s
global output®’.

ESG issues affecting one company often
automatically impact a complete industry; a
scandal easily spreads out and operations of
other companies are quickly questioned. Also,
foreign companies linked to China through
their supply chain are highly exposed to
domestic ESG challenges.

Greenpeace, polluting manufacturers in China
Recently Nike, Adidas and Abercrombie &
Fitch were accused of unsustainable practices
in their supply chain in China, as highlighted in
a report by Greenpeace in July 2011%. The
NGO denounced the companies’ links to
several Chinese manufacturers that discharged
hazardous chemicals into the already heavily
polluted Yangtze and Pearl River Deltas.

Revealing China’s ESG Issues - 2011

47 percent of value generated by the secondary
sector®®.

A reason for the low number of generated alerts
could have to do with the visibility of the type
of accidents. Incidents in the manufacturing
industry, such as spills, explosions or issues
with food safety, are more difficult to keep
under wraps than issues in the service
industries. Most of the alerts for the tertiary
sector were related to corruption and fraud
cases, practices that, if detected at all, are not
often publicly announced. From the results of
our study, it appeared that the transportation,
financial services and telecommunications
industries were an important source for China’s
corruption and fraud cases, as 40 percent of the
alerts were connected to the governance issues
category (see Appendix 3).

See the case-study on the transportation
industry focused on railway safety for more
information (page 16).

Of all alerts, 6 percent of ESG issues were
dedicated to the financial services industry. The
industry is especially at risk of governance
issues, as 84 percent of these alerts were related
to corruption and fraud scandals, characteristic
for one of the most corrupt industries in
China® .

See the case-study on manufacturing and
Foxconn for more information (page 25).

The tertiary economic sector comprises the
services industries and accounted for 23
percent of total alerts, a relatively low result
when compared to its share in Chinese
economy. The tertiary sector accounts for 43
percent of GDP in 2010, almost as much as the

ICBC Asia, corruption in the financial sector
The story of Derick Chan, former Head of
Corporate Banking at Industrial & Commercial
Bank of China (ICBC Asia), is a typical
example of the large number of top executives
in banks that have recently been jailed for
corruption. He was sentenced on July 20, 2011
to two years of prison for accepting bribes
worth HKD 3.3 million in 2006 and 2007
The increasing number of corruption related
incidents described in the media is explained by
the ongoing modernization of the banking
industry, which is characterized by stricter
standards, improved internal audits and a less
permissive attitude regarding bribery. The
changes in management will undoubtedly
uncover more frauds*.
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CASE STUDY 2 - Transportation industry
Railway safety concerns lead to drop in investments

Severe ESG risks in the transportation industry

The high-speed train crash near Wenzhou in Zhejiang Province on July 23, 2011 killed 40 people and left 191
other passengers injured . In response to the incident, premier Wen Jiabao announced in August that China
would suspend new railway project approvals and launch safety checks on existing equipment. The results of
the SynTao local monitoring system show that China’s transportation industry is the third most exposed
industry to ESG risks, accounting for 7 percent of all alerts (most of the alerts were counted for the
manufacturing and mining industries, receiving respectively 55 and 12 percent). Of the alerts within the
transportation industry, 25 percent was generated for corruption and fraud, 23 percent for product safety and
18 percent for business ethics (see Chart 8).

Sacrificing public safety Distribution of alerts per ESG sub-issues for

) ) ) Chart 8 the t tation industry (i :
The train crash sparked huge public criticism in e transportation industry (in percentages)
China over the Ministry of Railways’ management B Corruption and Fraud
of bullet trains and security arrangements, 10%
highlighting the country’s fear that public safety is 8% W Product Safety

being sacrificed for economic prosperity. The
results of the SynTao local news monitoring
system show that the ESG issue product safety 16%
received 6 percent of total alerts (see Appendix 4).

Within the transportation sector, 23 percent of the
incidents related to product safety. Concerns
regarding bullet trains threaten the further LaE
development of the complete railway industry.

Business Ethics

Occupational Health &
Safety

M Labour Conditions

M Others

Anticipated export

China began construction of its high-speed rail network in 2005 and saw a steep investment in the railway
sector ever since. By 2010, the sector hit a record high investment of 749.5 billion yuan® (USD 117.3
billion), it had more than 8,000 km of high-speed track and declared plans to double this by 2015*. Also,
China’s bullet trains were much cheaper than anything available from the competition in Germany or Japan
and had become the country’s latest hype in export products. Allegedly, part of a broader plan to gain access
to valuable natural resources, China was aiming to provide infrastructure capacity to countries in return for a
share of energy and mineral resources®, a formula already key to current Chinese overseas investment
projects.

Suspension of railway projects

The train crash in July 2011 severely impacted stock prices of railway-related companies”, as nine stocks in
the sector saw a decrease of 9 percent that same week. By the end of that month, China's rail construction
investments dropped by 26 percent and investment over the second half of 2011 is expected to plunge by at
least 40 percent®. The train collision near Wenzhou influenced the prospects of all railway projects in the
country, as it became more complicated to receive regulatory approvals or carry out restructuring ahead of
IPOs®. Although in October 2011, Chinese Railway Ministry bonds were gaining for the first time in nine
months as the government responded to the high-speed train crash by slowing spending and cutting taxes on
new debt issues®, the suspension of new railway projects approvals effectively slowed down further
development of China’s railway industry.
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Difficulties raising funds

For instance, China CNR Corp Ltd., the state-controlled operator of the Beijing-Shanghai bullet train, further
delayed a 35 billion yuan (USD 5.5 billion) listing plan®!, announced it suspended production of one bullet
train model® to address technical glitches and recalled 54 bullet trains used on the Beijing-Shanghai line
(cutting services by 25 percent)®*. More companies have difficulties in raising new funds. China South
Locomotive & Rolling Stock Corp., the country's largest railway equipment maker, postponed an 11 billion
yuan (USD 1.7 billion) financing deal as its share price fell well below the planned share issuance price>.
China Railway Group, the country's largest railroad builder, said it had dropped a plan to raise about 6.2
billion yuan (USD 1 billion) via a share placement due to uncertainty over regulatory approval®. By October
2011, it was clear that China had postponed the building of about 80 percent of new railway projects pending
clarification of government policies for the sector. Also the completion of many projects had been pushed
back by a year™.

Urgent need for safety improvements

The findings of a government panel investigating the train crash in Wenzhou that were scheduled to be
released in mid-September 2011, had still not been made public by mid-October, as it was stated that “many
more technical and managerial problems need to be investigated and analyzed” (no new release date was
announced).”” However, the opinion of the Chinese public is clear: the Railways Ministry sacrificed safety on
trains for economic profit. But can China change? How quickly can it for instance enhance its safety
standards on its railway network? Engineers in China raised concerns about a lack of qualified personnel on
the railway network to initiate the necessary safety procedures during signal failures, the cause of the
accident in July 2011%. Although the rail companies provide training, there is no confidence the shortage of
skilled staff can be quickly addressed.

Railway debt

Moreover, with fewer sources of funding, many wonder whether the debt-burdened Railways Ministry's
operations generate enough cash to both carry out the necessary safety improvements to its high-speed
network and cover interest payments on its loans. China’s "high-speed rail leap forward™" has arrived at great
expense, and even the successful high-speed railway between Beijing and Tianjin is deeply in debt>. At the
end of the first quarter in 2011, the Railways Ministry's debts obligations totaled 1.98 trillion yuan (USD307
billion), about 5 percent of China's gross domestic product, up from about 2 percent in 2007%. Even though
the ministry issues bonds, it is expected to be shortly in need of a government capital injection®, a burden
that c(guld suck funds away from other fiscal priorities and could saddle China's state-run banks with bad
loans™.

Ministry reform

Even before the recent train crash, the Railways Ministry had been under scrutiny for functioning as an all-
in-one investor, developer and operator of an entire rail industry®. In February 2011, the Minister of
Railways, Liu Zhijun, was dismissed over corruption charges (not tried in court yet)®. Now, many are
waiting for the Ministry’s reform, which may separate the rail authority from its rail businesses, bringing a
clear divide between supervision and management tasks®. Many feel the Ministry’s main tasks should focus
on enabling fair competition and monitoring safety standards. A shift that would tackle widespread concerns
about safety on trains being sacrificed to achieve higher speed limits, encouraging stock market investors to
return to China’s railway projects.
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Chapter 3
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COMPANIES IN CHINA AFFECTED BY ESG ISSUES

<«  PetroChina, Sinopec and Foxconn were the companies in China most exposed to ESG issues.
<«  The vast majority of companies received one alert for one ESG issue for 2010-2011.

This chapter presents a discussion of
companies most prone to environmental, social
and governance (ESG) risks in China. Alerts
generated by the SynTao local news monitoring
system were assessed per company entity.

Based on the findings from the SynTao local
news monitoring system, we conclude that
China’s most pressing ESG risks were found
for companies operating within the primary and
secondary economic sectors, specifically the oil

and gas extraction and manufacturing industries.

The companies that received the majority of the
alerts during the research period of this study
were all very well-known Chinese business
entities (see Chart 9).

Chart 9

25

A closer look at the companies that received
most alerts shows that of all companies, the oil
company PetroChina was most affected by
ESG issues in 2010-2011.

Of all alerts generated over the last year, most
shares were generated for PetroChina, China’s
biggest oil producer and the world’s third-most
valuable company by market value ® .
PetroChina received in total 22 alerts (see Chart
9). Another oil company, Sinopec, generated 17
alerts. Furthermore, Foxconn received 15 alerts,
China Mobile 11 alerts and China Southern
Airlines 9 alerts.

Distribution of alerts per company (in alerts)
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Among the 10 companies that generated most
of the alerts in our study, 4 were part of the
Fortune Global 500 (by revenues), 2011°7,
namely Sinopec, PetroChina, China Mobile
and China Life Insurance. More generally, 8
of the 10 biggest Chinese companies listed in
this ranking came up in our research at least
once, besides the 4 companies already cited
above, Industrial and Commercial Bank of
China (ICBC), China Railway Group, China
Construction Bank and Agricultural Bank of
China.

Clre 10 (in alerts)

M Corruption and Fraud
Occupational Health and Safety

B Human rights

PetroChina Sinopec

A |

5

PetroChina and Sinopec were also highly
exposed to environmental issues, they
received respectively 6 out of 22 alerts and 7
out of 17 alerts for this category. According to
SynTao’s monitoring records, the alerts
generated discussed topics such as fires and
explosions, sometimes caused by leaking
flammable materials, and violation of
environmental regulations or poor
environmental performance.

M Environment and Industrial hazard
M Product Safety

Labor conditions
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The top three companies in this study found
to be most affected by ESG issues,
PetroChina, Sinopec and Foxconn, all (partly)
operate  within the secondary sector
(petroleum products  and electronic
components), which is well-known for its
unsafe  and  labor-intensive  working
environment. The three companies generated
a significant part of their alerts in relation to
the social issues category. More specifically,
their alerts were significantly connected to the
sub-issue occupational health and safety, as
for PetroChina 5 out of 22 alerts were
generated for this topic, for Sinopec 5 out of
17 alerts and for Foxconn 6 out of 15 alerts.
(see Chart 10).

Distribution of alerts of companies that have frequent ESG sub-issue

Intellectual Property
Social responsibility

Business Ethics

Foxconn

1'

Oil and gas extraction risks

Over the last decade, China’s oil and natural
gas production steadily increased in order to
meet the robust growth in demand: oil
production increased by 20 percent between
1999 and 2009, and gas production was
multiplied by almost 3.5 over the same period
of time®. Also, China’s oil refining capacity
thrived, having nearly doubled over the past
10 years®. In order to address the voracious
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appetite of the country’s economy for energy,
the production of oil and gas constantly rose
at the expense of environmental protection.
Therefore, it is no surprise that the monitoring
records show numerous examples of alerts
mentioning pipeline leaks or sea and river
spills.

China's most recent and serious oil spill
occurred in July 2010, when one of
PetroChina’s pipelines in Dalian, the biggest
shipping center in China, exploded and oil
poured into the sea, spreading over at least
165 square miles (430 square kilometers).

Also, Sinopec generated several alerts for its
poor environmental performance. A number
of provinces, among others Guangdong and
Shanghai, announced in June 2011 that
Sinopec, along with other 300 companies,
faced production suspension and relocation,
following the violation of environmental
regulations”. In May 2011, Sinopace received
from Guangdong provincial environment
authorities a low environmental evaluation
grade for the 4™ consecutive year.

See the case-study on Foxconn within the
manufacturing industry for more information

(page 25).

Service providers

China Mobile, the world’s largest mobile
phone operator, is generally much less
associated with environmental issues or labor
conditions than PetroChina, Sinopec and
Foxconn. Although PetroChina and SinoPec
also generated a considerable number of alerts
for governance issues, China Mobile received
most of its alerts for this category. In total, 8
out of 11 alerts for China Mobile were
connected to the sub-issue corruption and
fraud (see Chart 10). For example, a former
senior executive was sentenced to death in
May 2011, for taking USD 5 million in bribes

Revealing China’s ESG Issues - 2011
from the German industrial group Siemens™.

China Southern Airlines, Asia’s largest airline
in terms of fleet and passengers carried,
received fifth most of the alerts. The company
received most alerts within the social issues
category, especially for the sub-issue business
ethics issues for which it generated 5 out of 9
alerts (see Chart 10). Most of these alerts
were related to customer complaints about
flights ~ management  (overbooking  or
overweight). Product safety alerts mainly
corresponded to mechanical failures.

Of the almost 2000 companies monitored for
this study, a total number of 676 alerts were
generated for 503 different companies. The
majority of these alerts, 437 out of 503 (or 87
percent) were each generated for one separate
company. In other words, 437 companies
received one alerts for an ESG issue during
the research period. The remaining companies,
66 out of 503 (or 13 percent), received at least
two or more alerts. There were 36 companies
that received 2 alerts, 14 companies receiving
3 alerts, 6 companies receiving 4 alerts and 10
single companies receiving between 5 to 22
separate alerts for different ESG issues (see
Chart 11).

A company generating more than one alert
implies that the entity was discussed by
Chinese media in connection to more than one
particular ESG issue, for instance two
different oil spills in different months of the
year. Every individual alert was released for
one separate allegation or incident. Please
note, the alerts are not a representation of the
number of different media sources that have
written about one company incident or the
number of articles that were released about
the issue.
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Distribution of alerts per company
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Delayed announcement of the Bohai Bay oil
spill

CNOOC, China’s state-run oil giant, appeared
to be highly reluctant to inform the public
about a series of oil spills that occurred in the
Bohai Bay in June 2011. CNOOC owns a
large stake in the oil field in the Bohai Bay
that is operated by ConocoPhillips, the United
States group based in Houston. The spills
remained a secret for almost a month before
information about the incidents started
leaking on the internet in July’.

According to some analysts, authorities seek
the impossible balance to act on violations of
environmental regulations without wanting to
embarrass the companies’ involved and
jeopardize foreign investment’. The level of
public disclosure carried out in China seems
to be highly influenced by the country’s need
for foreign capital, technology and market
know-how: the higher the demand, the lower
the push for assessment of social and
environmental impacts  of  corporate
operations.

Many large-scale companies in China show
poor performance in pro-actively disclosing
ESG information about their operations; they
release low-quality sustainability reports and
lack clear communications in the case of an
incident.

7 g 11 15 17 22

See the case-study on environmental and
industrial hazard for more information (page
23).

Most alerts in this study, were generated for
Guangdong province (just north of Hong Kong),
meaning that 11 percent of news about
corporations was connected to incidents taking
place in this southern province (see Chart 12).
Considering that most of the alerts were about
health and safety issues within the
manufacturing sector (55 percent), it is no
surprise to see Guangdong province SO
prominently featured in this research. The
region is widely regarded as the country’s hub
for export manufacturing ", the Foxconn’s
Shenzhen facility being one of its most famous
residents.

Other regions often connected to corporate
incidents and ESG issues were the Western
province Zhejiang, which generated 7 percent
of the alerts, and the cities Beijing and
Shanghai, which respectively generated 7
percent and 6 percent of the alerts.
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_ Distribution of alerts by province (in percentages)
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CASE STUDY 3 — Environmental and Industrial Hazard:
Stricter environmental standards for China’s offshore oil fields

Severe ESG risk in oil industry

The Chinese government slowly seems to be taking a tougher stand against environmental pollution. In
September 2011, the authorities suspended all drilling, water injection and production of oil and gas at the
168,000 barrels-per-day Penglai 19-3 oil field in Bohai Bay following continuing oil spills”®, directly hitting
revenue streams of China National Offshore Qil Corporation (CNOOC Ltd). The results of the SynTao local
monitoring system show that environmental issues connected to corporate operations possess relatively
limited urgency in comparison to other ESG issues. Environmental and industrial hazard accounted for only
13 percent of total alerts while occupational health and safety or corruption and fraud issues received
respectively 41 and 21 percent. However, when specifically looking at the natural gas and petroleum
extraction industry, a higher number of alerts was counted. In this case, 35 percent of alerts were connected
to environment and industrial hazard (see Chart 13).

Penglai 19-3 oil field Distribution of alerts for the natural gas and

Chart 13

CNOOC Ltd is the country’s largest petroleum extraction industry (in percentages)
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Blog leaks news on oil spill

ConocoPhilips says the equivalent of 3,200 barrels of oil (700 barrels of oil and 2,500 barrels of mineral oil-
based drilling mud, which is used for lubrication)’ leaked into the Bohai Bay. Chinese authorities estimate
about 2,120 square miles (5,500 square kilometers)’’ of water is contaminated. The news on the spill was
revealed on an internet blog on June 217, more than two weeks after reportedly the first oil leak had
occurred. The Chinese government confirmed the spill on July 67, announcing that the water quality in the
affected area had fallen to the lowest of its four categories.

Suspended production

Current Chinese environmental protection law for maritime pollution calls for maximum fines of RMB
200,000%° (about USD 31,000) and state-owned media and environmentalists have strongly been lobbying for
harsher penalties®. In September, the State Oceanic Administration (SOA), China’s offshore regulator, ruled
that “because ConocoPhillips has not fulfilled its responsibility as a reasonable and prudent operator, the oil
spill at the Penglai 19-3 oilfield is designated as an accident caused by negligence®. When the company
failed to control the leaks that began in June, the authority ordered to suspend production at the Penglai 19-3
oil field, pending a full cleanup and review to ensure no more oil seeps into the sea®.

Business impact of environmental measures

The ordered shutdown of Penglai 19-3 forced CNOOC Ltd to cut its annual output estimate with 40,000
barrels a day, on top of the 22,000 barrels a day loss® since the leaks had started. As a result, it is estimated
the company’s overall oil output is cut by 1 percent™ and production targets for 2011 are likely to be missed.
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Tougher stand on polluters

Furthermore in September, China's State Council declared a tougher stand on offshore oil drillers,
announcing immediate safety inspections of all exploration and production facilities to assess the risk of oil
leaks®. Also, the North China Sea Branch of the SOA is preparing to file lawsuits for compensation on
behalf of those who suffered losses due to pollution®’. Court verdicts requiring ConocoPhillips and CNOOC
Ltd to pay would set new standards for future pollution cases.

Higher operational risk and cost

Changing environmental protection measures result in higher operational risk and cost and will affect other
international companies active in offshore China, including BG Group, Anadarko, Roc Oil, Newfield
Exploration and Husky Energy®. Reportedly, authorities are slowing drilling near the Penglai field, putting
on hold Environmental Impact Assessment (EIA) approvals for new wells®. So far, CNOOC Ltd shares have
dropped already by 24 percent this year®, outpacing the 14 percent decline in the benchmark Hang Seng
Index.

Pro-active approach

ConocoPhillips, in the meantime, is not awaiting any new rulings by the Chinese government and adopted a
pro-active approach to retrieve shareholder trust by establishing the following two funds: one to pay for
environmental cleanup costs and another to pay for economic damages resulting from the spill®".

Limit risk

If ConocoPhilips and CNOOC Ltd truly want to recover investor confidence, they need to put checks and
balances in place that will prevent oil spills from occurring and annual output targets from being decreased.
The Chinese government appears to have taken a firm stand on maritime pollution, companies active in
pollution prone industries should do the same and limit risk by adopting the appropriate operational
strategies.
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CASE STUDY 4 — Manufacturing industry:
Reviewing the business model for the manufacturing industry

Severe ESG risk in manufacturing industry

In 2010, 18 Foxconn employees attempted suicide on company premises, 14 of them ending dead, spurring
real media frenzy. Media worldwide questioned the company’s operations, Chinese media being no
exception. Of the total alerts about Foxconn, 73 percent was related to suicide incidents at the company’s
Shenzhen plant, and 85 percent was connected to labor conditions and/or occupational health and safety
issues in general.

SynTao local news monitoring Foxconn alerts per month

Chart 14

The results of the SynTao local monitoring (in alerts)
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Review business model

The media scrutiny had a huge organizational and financial impact on Foxconn’s operations and provides an
example of the current challenges faced by manufacturers in China, such as changing expectations about
salary and working conditions. Many have argued it is time for Foxconn and its peers to review the old-
fashioned business model that created manufacturing empires but that isolated workers from society.

The world’s factory floor and the bloom of factory-towns

The enormous pool of migrant workers and the relatively low cost of labor earned China once the nickname
“the world’s factory floor.” In the 1980s, when China’s quickly growing cities lacked public investment in
infrastructure, health services and entertainment®, company facilities started offering social functions to
workers in a structured and organized manner aimed at optimizing manufacturing efficiency and precision®,
Factory-towns, i.e. city-sized campuses where people work, live and play at the same location, were born.
Also most workers of Foxconn reside in these factory towns, allowing the company to adequately respond to
clients’ continuing needs for lower rates (Apple spends only USD 9 on labor for the USD 499 iPad, partly
made in the Foxconn’s plants®). The company’s most exemplary campus can be found in Longhua,
Shenzhen, which employs around 40 percent of Foxconn’s over one million workers based in China®.

Foxconn under media scrutiny because of its high-profile clients?

In 2010, the factory-town model became the focus of an international debate about labor conditions,
following the string of suicides at the Foxconn facilities. The company’s military-style drills, verbal abuse by
superiors and “self-criticisms”*, in addition to the mind-numbing repetitive movements behind an assembly
line, were held responsible for creating psychological problems among its young migrant workers: a factory-
town model encourages social isolation and restricts workers from integrating in urban life®’.

Yet, others have argued that Foxconn has only become the focus of a media scrutiny and global outcry due to
its financial success and high-profile clients, which include Apple, Dell and Sony. It is claimed that the
company treats its employees better than many of its peers, exactly because it provides free access to
lodging, food and recreational facilities™.
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Changing expectations

Some analysts argue that Foxconn’s spate of suicides should be seen in a context of changing expectations
about labor conditions. In 2010, several wildcat strikes took place at plants operated by Flextronics, Honda
and Toyota®, reflecting an evolution in collective bargaining. Also, the number of labor-related official
arbitration cases has exploded over the last few years, labor disputes tripled from 407,000 in 2005 to 1.287
million in 2010'®. Unlike their parents, the new generation of workers is better educated and seems less
willing to endure sweatshop-like working conditions™.

Significant financial implications of changing labor relations for Foxconn

Following Honda’s example, who granted some of its employees a 24 percent wage rise following the
strike'®, Foxconn decided to increase salaries in a bid to protect shareholder value and end public criticism
about working conditions. In July 2010, the company initiated a 30 percent wage increase for all workers and
a further 66 percent pay rise in October 2010 for employees hitting set performance standards'®. Also, in
order to face growing operating costs, Foxconn decided to scrap the traditional factory-town business model.
The company announced in the summer of 2010 that the factories’ social functions would be returned to local
governments (e.g. sell dormitories and rent them back)*®. The company’s shares initially dived by 41 percent
from April to July 2010, i.e. the period when most of the suicides occurred, but the measures taken by
Foxconn did not reverse the downward trend as stocks only further continued to tumble ever since'®.

Deep changes in the factory town model era

Eventually in August 2011, the trade off of Foxconn’s measures in 2010 came to light: the company declared
it will gradually increase automation at its factories, replacing some of its workers with one million robots in
three years to cut rising labor expenses and improve efficiency'®. Therefore, rising wages may initially
improve workers living conditions, but if salaries go up quickly, companies may be inclined to replace
workers by robots, leaving workers with no salary at all.

China’s labor developments find themselves at a tipping point. Although automation is still at its infancy in
China, this new business model is likely to drive further developments in the manufacturing industry, as it is
regarded as an attractive alternative to perhaps fair but growing labor costs, especially when international
brands demand suppliers to endlessly squeeze cost. Hence, maybe it is time for the big brands to change their
expectations about reasonable margins on consumption goods.
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CONCLUSION

SynTao took a closer look at China’s corporate
environmental, social and governance (ESG)
issues to help responsible investors form a
more comprehensive judgment of management
competence in China.

In this study, we have identified China’s major
corporate ESG issues for 2010-2011, based on
the findings of the SynTao local news
monitoring system. The report offers an
insightful overview of China’s most pressing
ESG issues, China’s industries most affected by
ESG issues, and specifically, the companies in
China most affected by ESG issues.

The most pressing corporate ESG risks were
found within the social issues category,
specifically for the issue of occupational health
and safety. Also, industries within the
secondary economic sector were found to be
most often exposed to ESG risks, especially for
the manufacturing industry. Not surprisingly,
most occupational health and safety incidents
also take place within the manufacturing
industry, a trade that is generally characterized
by an unsafe and labor-intensive working
environment. Manufacturing of chemicals and
chemical products, pharmaceuticals and
electronic components and boards turned out to
be most susceptible to incidents such as
explosions, spills, gas leaks etc.

The companies PetroChina, SinoPec and
Foxconn were most exposed to ESG risks in
2010-2011, most often in connection to topics
such as corruption and fraud, environment and
industrial hazard and occupational health and
safety.

Corporate management of social issues within
the manufacturing industry seems to prove
challenging in China. Especially issues
concerning occupational health and safety,
when not adequately dealt with by companies,

Revealing China’s ESG Issues - 2011

may quickly escalate beyond corporate level,
becoming subject to (central) government
ruling, potentially leading to great financial
burden or operational restrictions, possibly
instigated by newly installed policy measures.

Integrating ESG factors into investment
strategy considers the economic implications of
quickly changing socio-economic
circumstances, leading to comprehensive
strategic insights that otherwise perhaps easily

would be overlooked. Companies
implementing sustainability objectives in
corporate  strategy make strong ESG
performance a proxy of management

competence with implications for future cash

flows'?’.

Steps for investors taking ESG issues in China
into account:

1) ldentify company strategies for
occupational  health and  safety
management.

2) Carry out an assessment whether
strategies are sufficient in what
reasonably can be expected of a
company to prevent  workplace
incidents from occurring and how it will
care for its employees in the
disconcerting case an accident does
happen.

3) Take into account how stakeholders
could potentially respond to the
occurrence of such an incident
(employees, government, suppliers etc).

4) The complete assessment should
provide investors with an idea of the
likeliness of an incident to occur, the
best possible response of the company
and the potential economic implications
of such an event.

For instance, in the specific situation of
PetroChina, Sinopec and Foxconn, it would be
sensible to carry out ESG risk management in
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the areas of corruption and fraud, environment
and industrial hazard and occupational health
and safety.

Following the announcement of the 12™ five-
year economic plan (2011-2015) by the
Chinese government in March 2011, which
includes explicit references to environmental
and social objectives, many anticipate the
Chinese government to put greater emphasis on
corporate management of ESG performance,
and responsible investing more generally.

The new plan aims for average annual GDP
growth of 7% (much smaller than the previous
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10%) and speaks of “inclusive growth”,
wanting to rebalance economy to spread the
benefits of economic development more
equally by alleviating social inequality and
protecting the environment.

As one third of the targets in the five-year plan
are now related to the environment'®®, we
expect companies in the near future to become
more strictly bound by environmental
regulations and investors to benefit from
corporate monitoring and assessment of extra-
financial factors.
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APPENDIX

Appendix 1

Revealing China’s ESG Issues - 2011

ESG sub-issues classification

Environment
issues

Social
issues

Governance
issues

Environmental issues
Violation of regulations, level of
emissions, etc.

Occupational Health and Safety
Exposure to toxic substances,
workplace accidents, etc.

Corruption and Fraud
Bribery, embezzlement, etc.

Industrial hazards
Pollution accidents
explosion, etc.)

(spill,

Labor Conditions
Wages,  physical
conditions, etc.

working

Corporate Management
Transparency,
compensations, etc.

Natural Resources
Resource depletion, etc.

Appendix 2

Human Rights

Discrimination, etc.
Product Safety

Impacts on health or safety of
use or disposal of products
Product Recall
Community

Impact on local communities
Intellectual Property

Violation of property rights

Business Ethics and Social
responsibility
Unfair practices regarding

clients and competitors, etc.

Economic sectors classification

Primary sector

Secondary sector

Tertiary sector

Mining extraction
Oil and gas extraction

Agriculture

Construction and civil engineering
Manufacturing

Financial Services
Transportation
Water

collection, treatment and

supply
Telecommunications
Real estate

Retail
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Appendix 3

Revealing China’s ESG Issues - 2011

The distribution of alerts per ESG sub-issue and economic sub-sector

(in number of alerts otherwise stated)

. Corrupti  Environment Occupational
B:;:?Ciss on an% & Industrial Psr;)f(iltj;t colﬁgﬁ?(;ns health and Others  Total
fraud hazards safety
Manufacturing 17 53 66 26 16 159 31 368
% ESG sub-issue 32 38 76 60 59 57 65 55
Mining 2 1 7 0 0 68 4 82
% ESG sub-issue 4 1 8 0 0 25 8 12
Transportation 9 12 0 11 4 8 5 49
% ESG sub-issue 17 9 0 26 15 3 10 7
Financial services 3 31 1 0 1 0 1 37
% ESG sub-issue 6 22 1 0 4 0 2 6
Construction 1 9 1 1 2 16 1 31
% ESG sub-issue 2 6 1 2 7 6 2 5
Telecommunications 7 12 0 2 1 3 1 26
% ESG sub-issue 13 9 0 5 4 1 2 4
Others 14 23 12 3 3 23 5 83
% ESG sub-issue 26 16 14 7 11 8 10 12
Total 53 141 87 43 27 277 48 676
Appendix 4 The distribution of alerts per ESG sub-issue and economic sub-sector
PP (in number of alerts otherwise stated)
. . Environment Occupational
B:tsr:irgss iﬁgl;f;:]%n & Industrial Psg%l:;t colr_lgﬁ?c:ns heaIF:h and Others  Total
hazards safety
Manufacturing 17 53 66 26 16 159 31 368
% Manuf. sector 5 14 18 7 4 43 8 100
Mining 2 1 7 0 0 68 4 82
% Mining sector 2 1 9 0 0 83 5 100
Transportation 9 12 0 11 4 8 5 49
% Transpor. sector 18 25 0 23 8 16 10 100
Financial services 3 31 1 0 1 0 1 37
% Financial services 8 84 3 0 3 0 3 100
Construction 1 9 1 1 2 16 1 31
% Construc. sector 3 29 3 3 6 52 3 100
Telecommunications 7 12 0 2 1 3 1 26
% Telecom. sector 27 46 0 8 4 12 4 100
Others 14 23 12 3 3 23 5 83
% Other sectors 17 28 14 4 4 28 6 100
Total 53 141 87 43 27 277 48 676
% Total 8 21 13 6 4 41 7 100
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The distribution of ESG sub-issue for the manufacturing sector

FipRTelie (in number of alerts otherwise stated)
BUsiness C_:orrup- Environmt_ent Product Labo_r Occupatio-
ethics tion and & Industrial safety c<_)nd|- nal health Others  Total
fraud hazards tions and safety
Chemicals & chem. products 2 13 23 3 0 66 4 111
% Chem. & chem. products 2 12 21 3 0 59 4 100
Food products 2 5 4 3 0 9 2 25
% Food products 8 20 16 12 0 36 8 100
Pharmaceuticals 2 3 3 1 0 11 0 20
% Pharmaceuticals 10 15 15 5 0 55 0 100
Basic iron, steel & ferro-alloys 0 3 3 0 0 8 5 19
% Basic iron, steel, ferro-all. 0 16 16 0 0 42 26 100
Electronic components & boards 1 0 2 0 4 8 1 17
% Electronic comp. & boards 6 0 12 0 24 47 6 100
Electrical equipment 1 4 6 1 0 5 0 17
% Electrical equipment 6 24 35 6 0 29 0 100
Petroleum products 0 4 5 1 0 5 2 17
% Petroleum products 0 24 29 6 0 29 12 100
Apparel 2 1 4 1 0 4 0 12
% Apparel 17 8 33 8 0 33 0 100
Manufacturing, others 7 20 16 16 12 43 16 130
% Other sectors 5 15 12 12 9 33 14 100
Total 17 53 66 26 16 159 31 368
% Total 5 14 18 7 4 43 9 100
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