The analysts make frequent trips to companies around the world,
conducting in-depth meetings and site visits with some of the
world’s most promising and innovative firms. The insights they
gain are not only invaluable for generating a coherent picture of
these companies and the industries in which they operate, but they
also provide our investment teams with information that simply
could not be discovered by reading a financial report, studying a

website, or placing a phone call.
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APASSAGE TO the Guangdong province

The purpose for the visit to Shenzhen and Dongguan, which focused on Southern China, was to get a sense of what brings companies to the region.

Recently, members of Lazard's Emerging Markets and European Equity Teams made a three-day trip to two areas in
Guangdong province, Shenzhen and Dongguan. This was not Lazard’s first trip to China by any means. The focus

of this particular trip was to examine the province’s infrastructure in order to assess whether it was sufficient to meet
the sizeable and growing demands being made on it by multinational companies taking advantage of China’s huge,

low-cost labour force. By visiting both locally listed companies and the overseas subsidiaries of major multinationals,
the travelers were able to obtain a broader understanding of the reasons for the region’s significance as a manufac-

turing destination.

What follows is an overview of this area of China from an investment perspective. As the larger- and smaller-scale
perspectives of our research analysts and team members coalesce, what emerges is a picture of China as both an
exciting opportunity and a young, difficult-to-navigate market.

TakiNG THE Measure of the Dragon

In coming to terms with China’s investment While the big manufacturing story of the
opportunities and challenges, the first thing to moment is often focused on Beijing and

try grasping is China’s sheer scope. At 3.7 mil- Shanghai, Shenzhen has been a manufacturing
lion square miles, with a population of 1.3 bil- center for much longer. This status is due, at
lion1, the country resists simple definitions of least partially, to the province’s proximity to

its people, its culture, and its markets. Hong Kong. In a sense, Shenzhen was the origi-
However, there are certain facts about China’s nal manufacturing gateway to outsourcing in
economy, and the way in which it interacts with China, since its success has spurred the govern-
the rest of the world, that can help investors ment into opening new areas as outsourcing cen-
begin to understand the country’s importance. ters. Nor has the growth of Beijing and

Shanghai’s outsourcing business dampened

Firstly, despite China’s size and population, it .
Shenzhen’s business tempo. The hotel where

currently only makes up about 3.5 percent of
the world’s GDP. While this number is surpris-
ing, the more important statistic is the speed
with which that percentage is expanding: China
accounts for over 13 percent of global GDP
growth. It is this growth that has made China
such a hot investment topic.

our analysts stayed was as busy as a major inter-
national airport, and as cosmopolitan: a quick
glance around the lobby confirmed that virtually
all of its guests were foreign.




CHINA'S CHEAP LABOUR

LET 1.3 BILLION FLOWERS BLOOM: The Exporter

While China’s explosive economic expansion
has many important ramifications, the
country’s primary importance to the global
economy, at this point, is as a low-cost
manufacturing base. China’s monthly wages
are among the lowest in the world, at about
US$100 per month. Even at this wage level,
the country is beginning to see the creation
of wealth in a portion of its populace. In addi-
tion, the education level is improving, and
the Chinese are importing the kinds of
technologies that allow their country, through
its existing infrastructure, to become a
low-cost producer.
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Source: US Bureau of Labour Statistics
(2000 data) and Global Policy Network
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China’s very low wage level is attractive to
foreign companies; however, India’s wage
levels are very similar to China’s. In spite of
this relative similarity, India has seen far less
foreign direct investment (FDI) than China
has. One of the main reasons for this disparity
lies in the relative ease of moving products
from their point of manufacture to the places
from which they can be shipped out: after all,
what good does it do to save a huge amount of
money on labour, if you then have to pay a
premium in order to get the goods to your cus-
tomers? China is, simply put, far ahead of
India in terms of creating the roads and ports
necessary to attract foreign companies.

Why? Ironically, in this instance, China
benefits from its centralised, authoritarian
government. When the Chinese government
believes it is in the country’s best interest to
build something, the need is quickly
addressed. Today, China’s infrastructure
boom is adding 162,000 kilometres (100,662
miles) of roads to its highway system.?

This combination of low wages and good
infrastructure has been vital in attracting
foreign direct investment to China, which in
turn has been instrumental in creating new
jobs. Over the past 10 years, while Chinese
agriculture has maintained a steady level of
employment, the services and manufacturing
sectors have grown tremendously. Much of
this growth has been due to FDI. In fact, in
June 2004, China eclipsed the US as the
biggest recipient of foreign direct investment.3

THE OTHER SIDE OF CHINA: T he Importer

The story of China as a global importer is less
visible than that of China as exporter. Due to
its scarcity of resources, China is a net
importer of almost all of the commodities it
uses (imports grew by 40 percent in 2003).2
In 2003 alone, China represented 40 percent
of global cement output, 90 percent of the
growth in steel demand, more than the whole
of the increase in copper demand, and
one-third of the growth in oil consumption.*
This growing demand has driven up
commodity prices.

Since Latin America (as a region) was
previously the largest recipient of foreign
direct investment, it has felt the effects of
China’s growth. Conversely, China’s
consumption of commodities has benefited
those countries, like Brazil, that are net
exporters of resources. Of course, should
China’s growth and huge demand for
commodities cool down, commodity prices
would certainly be affected, as would
commodity-rich countries, like Brazil. The
complexity of this exchange is emblematic of
China’s profound effect on other economies.

THE FUTURE OF CHINA: The Consumer

While the focus today is low-cost production,
the promise of China’s future is in the creation
of a consumer class. Due to the country’s
fragmented markets and its domestic
companies’ current, relatively low, rate of
return, Chinese consumer companies are
unlikely, in the short term, to generate the
kinds of profits that would make them attrac-
tive potential investments. Thus, investing in

GROWTH OF CHINA'S FIXED ASSET INVESTMENT?®

Source: CEIC

FOREIGN DIRECT INVESTMENT INTO EMERGING MARKETS

1985-2001

Source: International Financial Statistics

the consumer market remains more hope than
current reality. However, there are signs that
consumer demand is stirring. Retail sales have
tripled in China in the last ten years. China’s
mobile phone market, which is the world’s
largest, adds five million subscribers per
month, and boasts hundreds of handset
models for them to choose from.2

In a sense, China’s current status as exporter
to the world is reminiscent of workers during
the Industrial Revolution of the 19th century.
Eventually, these workers became a major
market for the products they had been
producing. Today, in China, there are cities
where consumers are hungry for high-end
televisions, electronics and cars, as the
buying power of urban Chinese grows.

WAVE OF Privatisation

There are many layers of control to consider
when investing in China, and the unique
Chinese attitude toward privatisation must be
considered, as well. For example, China tends
to privatise by sector. Two years ago, this led
to the wholesale listing of most of the
country’s biggest telecom providers (which, in
turn, meant that companies were given an
initial public offering (IPO) whether they
actually needed the capital or not). Currently,
the insurance sector is the focus of the
government’s privatisation efforts. It is widely
anticipated that the banks will be next.

The national, provincial and local govern-
ments all have a say in how an industry is
privatised, as do state corporations and
regulators. In addition, there is the element of
‘Da Kwan’, or ‘big money’, which the
government has been striving to attract in
recent years. For example, the country is
trying to lure Hong Kong-based entrepre-
neurs to spend more money on the local
markets. Li Ka-Shing, a Hong Kong
billionaire, has already committed up to
US$500 million to the privatisation of China
Life. China Life’s US$2.5 billion IPO was the
largest of 2003 not only in the emerging mar-
kets, but globally.



COMPETITION WITH DIFFERENT Measures for Success

In spite of this move toward de-nationalisa-
tion, state-owned enterprises (SOES) are still
a significant part of the Chinese economy, and
they operate very differently from privately-
owned business. In essence, they are exten-
sions of the government (many are not even
incorporated). Since they report to the
Chinese government and not to shareholders,
they are more attuned to the inclinations of
China’s leadership than to the dictates of the
market. The primary function of these enter-
prises is to create employment. From the
countryside comes a continual wave of

Influx of unskilled labour is providing the people
power for the low-cost manufacturing boom.

sTILL AVolatile Market

There are relatively few pegged currencies
today, but the Chinese RMBS® is one, pegged
to the US dollar. Thus, it is possible that, at
some point, the peg could break and the
RMB suffer a devaluation. Today, China’s
economic policies allow it to amass foreign
capital at an impressive rate and to use this
capital for long-term, profit-oriented,
investment purposes. Should this cycle be
interrupted, however, an unravelling of
China’s virtuous circle could occur. But, given
the Chinese government’s stated policy of
increasing employment, the current economic
policies seem unlikely to change.

In spite of all of the FDI investments, and in
spite of China’s strong performance over the
past few years, the country’s market perform-
ance has been very inconsistent. In fact, an
investor in the MSCI China Free Index
would have lost a substantial portion of his
investment between 1997 and the present.
We believe that this is due to the rudimentary
nature of China’s markets. Sector representa-
tion has been a key issue because China pri-
vatizes on an industry-by-industry basis.
Since 1997, as much as 65 percent of the
index was made up of telecom companies
(not a high-performing sector over the
ensuing years). In 1997, the Asian Crisis also
began to unfold, depressing stock prices.

unskilled labour. Engineers are pouring from
the universities and vocational schools.2 To
maintain its current unemployment rate
(officially between 17 and 18 percent, though
the actual percentage may be higher), the
country has to create 20 million new jobs
each year.

China’s for-profit businesses must often
compete in sectors dominated by state-
owned enterprises for which success is meas-
ured by performing the functions assigned by
China’s leadership. SOEs do not feel the
same pressures to be efficient that typically
drive western businesses. Thus competition
is difficult for profit-oriented business in
China. However, over the long term, there
may be opportunities in these areas for
private enterprise.

Today, the MSCI China Free Index is more
varied, providing broader diversification.

In spite of its volatility, we believe there is
still a great deal of value to be found in China.
From a price-to-earnings perspective, China
remains relatively similar to the emerging
markets asset class. This is compelling
because the emerging markets asset class is
still trading at a nearly 40 percent discount to
the developed world, while offering a higher
return on equity.

Corporate governance is also an issue. In terms
of creative accounting, China features
practices at least as unorthodox as those so
notorious in the United States, and the dictates
of the Chinese government can supersede any
standard of corporate governance. For exam-
ple, GITIC, the investment arm of
Guangdong Province, issued debt to foreigners
and then defaulted. The Chinese government
refused to back the debt.

While the Chinese government is trying to
manage its economy’s amazing growth, for
western businesses, government dictates can
be difficult to anticipate (witness the tempo-
rary actions to temper growth in infrastruc-
ture-related industries). Also, regional and
municipal authorities are used to being
rewarded for growth, and are somewhat less
concerned about its potential hazards.

What Have We Learned, AND WHAT CAN WE DO WITH IT?

This particular trip added to Lazard’s consid-
erable store of analysts’ knowledge about
China, its markets, and its investment oppor-
tunities. Some of what our analysts learned
can be summarized as follows:

1 The Low-Cost Manufacturing Boom
is Here to Stay

The first thing we realised from meeting with
managements, and from visiting China’s man-
ufacturing facilities, is that China’s labour cost
advantage will likely exist for some time.
Remember, China still has a large agrarian
component to its economy that is not growing.
It is in the midst of a massive industrial
revolution that is pulling a great many people
from the farms to the cities. We have seen this
economic life cycle before, in Europe and in
the United States (in the 19th century) and in
Japan (from the 1950s to the 1970s). This
influx of unskilled labour is providing the
people power for the low-cost manufacturing
boom. Given the country’s population, this
state of affairs should last for a long time.

2 Keeping Up With the A-shares
Recently, China has opened up its ‘A’-share
market, through which foreigners are being
allowed to invest in the local market. Our
analysts’ visits have allowed us to meet with
companies that are only listed on these local
markets; this represents an opportunity that
few investors have had. Because these mar-
kets are still somewhat under-researched and
under-brokered, Lazard may be able to invest
in a company before others notice it.

3 The Meeting of East and West
While Chinese companies do not, at this
point, compete directly with western compa-
nies, our insights into China enable us to ask
probing questions when we meet with west-
ern firms. When meeting with electronics
companies, for example, we will want to
know what percentage of their manufacturing
is being done in China. This industry saw
many companies move part or all of their
manufacturing to China during the last
downturn. Thus, if a company does not have
a sizeable Chinese footprint, it may be at a
competitive disadvantage.

JUST ONE STEP ON A Journey of 1,000 Miles

China’s current and future impact on the
world is commensurate with its size. As its citi-
zens continue to move from rural areas to

its cities in search of better wages, the trends
we have discussed in this article are likely to
continue. China’s population, its wage levels,
its government, and its infrastructure all attest
to the fact that its position as a low-cost manu-
facturing source will continue well into the
future. Its increasing demand for resources
means that China will inevitably continue to
impact commodity prices, and the potential
inherent in all aspects of its economy means
that it will remain on investors’ radar screens.
At the same time, all of the challenges we

have discussed should remain; while privatisa-
tion and rationalisation are having a positive
effect on the country’s markets, government
policy, state-owned businesses, fragmented
markets, and all of the other complications
have to be considered before making any
investment decisions.

This trip, while tremendously informative, is
just a small part of Lazard’s hands-on approach
to understanding China’s businesses. In turn,
this focus forms only a small part of our global
research effort. Like the markets, Lazard’s
global research is complex, evolutionary and is
the heart of what makes the firm’s relative
value investment philosophy work.



A PEEK BEHIND THE Bamboo Curtain

YUE YUEN

Yue Yuen'’s products are everywhere, even though you may
have never heard of the company. The odds are good that if
you are wearing a shoe from Nike, Adidas, Timberland or
Rockport, your footwear comes from Yue Yuen. The company’s
size is hard to overstate. Employing about 200,000 workers,
and producing 13 percent of the world’s shoes, it is easily the
largest footwear manufacturer on Earth.

On this trip, we visited the Adidas facility, only one of the
dozens of facilities in the sprawling Yue Yuen complex. Unlike
Johnson Electric, Yue Yuen is not trying to leverage cheap
labour in order to enter a technologically advanced, western-
dominated business. Constructing athletic shoes is a process of
perhaps 50 separate steps, in which machines cannot be substi-
tuted for human workers.

Recently, the company has become involved in upstream pro-
curement of the materials they use for shoe manufacturing.
For example, the company may buy untreated hides cheaply
in Brazil, have them dyed there, ship them to their Chinese
facility, cut the leather and assemble it into shoes, and then
ship the finished product out to the rest of the world. Thus,
the company is able to take advantage of China’s low-cost
manufacturing, while obtaining and preparing the materials at
a lower cost in their place of origin.

We initially became interested in Yue Yuen in the late
‘90s, when we first visited its factories and saw the scale of
its business.

1 Flgures taken from the “China” entry at encyclopedia.com.

JOHNSON ELECTRIC

One of the factories we had an opportunity to visit during this

trip was Johnson Electric’s facility in Shenzhen. Johnson

Electric is a Hong Kong-based manufacturer that is dominant
in the business of producing micro-motors for automobiles; for
example, they make motors to power windscreen wipers, or to

move power seats.

In each of Johnson’s six or seven warehouse-sized factories,
thousands of workers between the ages of 18 and 24 were
working as an old-fashioned assembly line. Each would put

together one part of a micro-motor, and then repeat that action

over and over throughout the day. The company has demon-

strated that it’s easier and cheaper to pay US$100 per month to

a huge workforce than it is to automate their lines. Still,

Johnson is looking to the future, and has plans to move up to a

somewhat less labour-intensive but still cost-effective assem-
bly method.

In addition to its automotive business, it is able to

manufacture motors for use in everything from vacuum clean-
ers to heart valves. While fairly unskilled workers might manu-

facture the former, more experienced, skilled workers put

applications like heart valves together. The unskilled labourers
tend to be undocumented workers from poorer sections of the

country. While the wages they are paid may seem paltry to
westerners, they are far higher than what is available in their
native regions. Most of these young people work four or five
years, then return to the western provinces to start their own
small businesses.

“The China Century,” The New York Times Magazine, July 4, 2004, Ted C. Flshmn ¥

Wall Street Journal, June 28, 2004
; '-_“‘I"ne great fall of China?” The Economist, May 13, 2004

5 Barron’s Dictionary of Finance and Investment Terms dgf_ihes fixed assets as plant, macépery, equipement, flxtures furniture, and Ieasehold

improvements.

6 The currency in China is officially called ‘Ren Min Bi’ (RMB) or “The People’s Currency.” The official denomination is in Yuan.
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