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Foreword

The Chinese marketplace is changing fast. Impressive economic growth, continuous market

liberalization, ever-increasing consumer expectations and government initiatives to promote orderly
development have brought exciting opportunities and challenges.

To gear commercial enterprises up for the changes and new growth opportunities, the Expert
Committee of the China General Chamber of Commerce (ECCGCC HEIBXHMEEERTIFEES)
joined forces with Li & Fung Research Centre (&P of the Li & Fung Group for the third
year to launch “The Ten Highlights of China’s Commercial Sector, 2006-2007"” (the Ten
Highlights).

The Ten Highlights, of which the selection and dissemination are conducted annually, offers
enterprises a comprehensive overview of China’s latest commercial development. The event achieved
tremendous success in previous years and the English reports on the Ten Highlights were highly
regarded by foreign media and investors as useful handbooks to grasp the latest commercial issues
and trends in China.

Copyright 2006 Li & Fung Research Centre and Secretariat of the Expert Committee of the China General Chamber of Commerce
(ECCGCC). All rights reserved.

Though Li & Fung Research Centre and the Secretariat of the ECCGCC endeavor to ensure the information discussed in this
material is accurate and updated, no legal liability can be attached as to the contents hereof. Reproduction or redistribution of this
material without Li & Fung Research Centre’s or the Secretariat of the ECCGCC'’s prior written consent is prohibited.

; Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce
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) Chapter 1 Introduction

Selection of “The Ten Highlights of China’s Commercial Sector, 2006-2007”

-

The ten highlights of China’s commercial sector for 2006 and 2007 were identified after a series of
voting and formal, in-depth discussion sessions. Views of over 100 top-tier experts were collected.

This event is organized by the Expert Committee of the China General Chamber of Commerce
(ECCGCC HEIMEMEEHERTIIFEZER), a prestigious association comprising government officials,
prominent scholars, and top management of commercial enterprises in China.

Li & Fung Research Centre and the Secretariat of the ECCGCC prepared this report, aiming to give
readers a bird’s eye view of the key development trends of China’s commercial sector.

About the Organizations

The China General Chamber of Commerce

PEERBEE

Founded in 1994, the China General Chamber of Commerce (CGCC) is a quasi-government
association endorsed by the State Council. The CGCC has over 50,000 members, encompassing
enterprises from distribution, services and tourism sectors, local commercial chambers, national
professional associations, intermediary organizations and individuals.

Commissioned by the Chinese Government, the CGCC governs 13 institutions, including newspaper
offices, publishers, news agencies, etc.; and supervises 40 national associations, and over 30
newspapers and magazines published both inside and outside China.

The Expert Committee of the China General Chamber of Commerce

PHEEHSEERTFESE

The Expert Committee of the China General Chamber of Commerce (ECCGCC), a sub-division of the
CGCC, comprises over 170 prominent experts from various government departments, research
institutes and universities, leading corporations, professional associations, consultancy firms and
newspaper offices, which include the Ministry of Commerce, the Development Research Centre of the
State Council, the National Development and Reform Commission, the Renmin University, the Tsing
Hua University, and the Chinese Academy of Social Sciences, etc.

; Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce
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ECCGCC serves as a platform for the experts to exchange ideas conducive to the development of
commercial enterprises and the distribution sector.

Li & Fung Group
ALEKE

The Li & Fung Group is a Hong Kong-based multinational company consisting of three distinct core
businesses: export trading, distribution and retailing. Founded in Guangzhou in 1906, the Li & Fung
Group, with an annual turnover of around US$8 billion in 2005, operates in some 40 countries and
regions and employs over 24,000 people worldwide. One of its core competencies is “Supply Chain
Management” (SCM).

Li & Fung Research Centre

FIEHE P

Li & Fung Research Centre (the Centre), the research institute of the Li & Fung Group, researches
and publishes reports on wide-ranging topics including Chinese economy, consumer market, retail
sector, trade-related issues, and various consumer goods industries, etc. Apart from serving as the
knowledge bank and providing internal consultancy for the Li & Fung Group and its clients, the Centre
also participates in formulating expansion strategies in the Chinese market.

The Centre has been actively promoting the application of SCM. In 2003, the Centre published the
book “The Orchestrator of Global Supply Chain Management”, which is regarded as a very useful
reference among businessmen and academics in China.

q Secretariat of the Expert Committee of
L4 [Pl szl Eonis China General Chamber of Commerce
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Chapter 2 Implications for foreign investors

Opportunities

An ever-expanding consumer market

Fuelled by the country’s impressive economic growth and the continuous market liberalization, the
Chinese consumer market has a rosy prospect. With increasing disposable income, both urban and
rural consumers have been upgrading their consumption structure. Chinese consumers are now
trading up to higher-valued items and services, and are willing to pay a premium for brands and value-
added attributes, offering lucrative opportunities for commercial enterprises.

The thriving rural market

The Chinese rural market is thriving on a series of government initiatives to fundamentally improve the
rural economy. Major efforts include abolishing the agricultural tax, introducing modern retail channels
to villages, empowering farmers with market information and knowledge, and facilitating the
distribution of agricultural produce. We see tremendous business opportunities in the rural market in
the long term. Indeed, a number of commercial enterprises, especially those dealing in daily
necessities, have set to enter the market. Some of them have developed new product lines tailored to
the rural consumers. We foresee that more and more will gradually enter the rural commercial playing
field.

However, one should not be over-optimistic about the rural consumption growth. At present, rural
income remains low and the distribution difficulties are yet to be resolved. More time is needed for the
rural market to fully unleash its potential.

Investors should also bear in mind that the business environment and consumption behaviors in the
urban and rural markets differ widely. To successfully tap the rural market, foreign investors need to
customize their business strategies such as pricing, distribution modes and brand positioning
accordingly. Acquiring local networks and knowledge is also crucial to them, and they are advised to
make extra efforts to build close relationship with local distributors, sub-distributors, governments and

consumers.
More favorable business environment

The Chinese government is determined to encourage foreign investment and make China more
integrated into the world market. And to create a more market-oriented and favorable business
environment, the Chinese government will step up efforts to strengthen its commercial legal
framework, curb business malpractices and restore business credibility. A number of commercial rules
and regulations, as well as industrial standards, are expected to come out in the coming year. These
attempts should bring about more orderly development of the market.

; Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce
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It is of utmost importance for investors to keep a close watch of the latest developments, assess the
impact on their businesses and formulate strategies accordingly. As China reinforces its regulatory
scrutiny, investors should make sure their moves comply with the latest rules and regulations.

Enhanced IPR protection

Promoting innovation tops the agenda of China’s Eleventh Five-Year Program. China has stepped up
its efforts to protect intellectual property rights (IPR) through strengthening legislation, enforcement
and public education. The landmark ruling by the Chinese court to order Xiushui Haosen Clothing
Company in Beijing to compensate international brand owners for trademark infringements shows that
foreign investors can now make use of legal channels to fight against IPR infringements more
effectively. Nevertheless, the rampant IPR infringements in China cannot be eliminated overnight.
Much time is still needed for China to bring its IPR protection up to international standards.

Upgraded commodity exchange markets

The quickening modernization and upgrading of the commodity exchange markets, together with
government support, should foster the development of modern and efficient global sourcing centers,
thereby facilitating foreign investors’ sourcing activities in China.

Challenges
Tough competition

Many domestic and foreign commercial enterprises have embarked on hasty expansion in China,
resulting in excessive and ill-judged investments. Overcapacity, excessive supply of undifferentiated
products and services, severe price war, inefficiencies and wastage are commonplace. The fierce
competition has been squeezing margins hard. Making money in China is no easy task.

In fact, China’s commercial sector is now undergoing a new stage of expansion and consolidation
characterized by an increasing number of mergers and acquisitions (M&As), company restructuring
and closures. To survive the market consolidation, companies should work innovatively and never stop
strengthening their competitive edge.

Higher consumer expectations

The consumption paradigm in China is shifting from finding the best price to seeking the best quality.
Price is no longer the single concern of Chinese consumers. The discerning Chinese consumers
nowadays also care for quality, services, variety, shopping experiences as well as other value-added
attributes. For commercial enterprises in China, this points to a change in their strategies. While
competitive pricing may still be effective to entice first-timers, quality and unique brand value are
essential to build consumer loyalty for repeated shoppers. Failing to meet the higher expectations of
Chinese consumers will be costly.

q Secretariat of the Expert Committee of
L4 [Pl szl Eonis “ China General Chamber of Commerce
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Intensified competition for prime retail locations

Government efforts to stop duplicate investment such as the proposed legislation for the nationwide
city commercial development plan and the draft industrial standard Evaluating Method of the Damage
to Retail Competitor are likely to intensify the competition for prime retail locations. Stricter restrictions
will be imposed on new store openings, making existing prime retail locations scarcer and more
valuable. The new legislation may also increase the difficulty for enterprises to enter some developed
markets. Merging with or taking over enterprises to acquire their existing stores may be a way out for
foreign commercial enterprises.

The growing strength of Chinese competitors

Foreign commercial enterprises should not underestimate the competitive strength of their Chinese
counterparts. Many Chinese players are catching up quickly in aspects such as management,
responsiveness to market demand, brand building and logistics. In some regional markets, domestic
brands have already established strong foothold, making foreign entry difficult and costly. At the same
time, a series of favorable government policies targeting Chinese commercial enterprises have been
implemented, giving further impetus to the growth of the domestic players.

Swelling property bubble

The high concentration of retail properties in certain localities have led to vicious competition among
retailers and posed tremendous pressure on margins. On the other hand, the market is full of low-
grade retail properties which lack centralized planning and management and have poor consumer
flow. Cautious and thorough analysis on retail properties is essential to making sound investment
decisions.

Advices
Grasping opportunities in market consolidation

The quickening pace of M&As, company restructuring and closures is reshaping the competitive
landscape of China’s commercial sector. There will be plentiful M&A opportunities during the
consolidation process. The competitive landscape is changing fast. It is crucial for foreign investors to
pay close attention to player’ moves and formulate their strategies accordingly.

Differentiating yourself

To stand out from the rest in the increasingly sophisticated Chinese marketplace, the one-size-fits-all
approach no longer suffices. Enterprises must differentiate themselves by sharpening their core
competence, identifying the right market positioning, building brands and delivering unique value such
as distinctive products, services, shopping environment and consumption experiences. Enterprises are
also advised to actively pursue innovations and explore opportunities in their niche markets.

; Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce
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Expanding to the second- and third-tier cities

China’s second- and third-tier cities have enormous hidden wealth; and competition is less intense. To
enjoy first-mover advantages such as securing prime retail locations and local networks, market
players are speeding up their penetration into these cities. Acquiring local enterprises is an effective
shortcut for foreign investors to achieve rapid growth and acquire favorable retail locations and local
networks.

Mergers and acquisitions

Foreign investors are expected to actively adopt M&A strategies to tap the relatively unexplored
markets in China. There should be abundant M&A opportunities as the market consolidates. The
acceleration of China’s share reform, the liberalization of foreign investment in the A-share market,
and the permission of using shares to take over a Chinese company will all facilitate foreign investors’
M&A moves in China.

Localization

Foreign commercial enterprises have to make every endeavor to understand the Chinese market and
consumers, and pay special attention to company positioning, selection of store locations, product and
service mix, store design, advertising and promotion strategies. Besides, foreign investors should bear
in mind the huge regional diversity in China. Localization efforts need to be made at national and
regional levels, or even down to city and county level.

Choosing the right locations

Foreign investors should take into account the city commercial development plan, spending power,
overall urban planning and competition when choosing retail locations. Besides, low-grade retail
properties are commonplace in China, especially for shopping malls, hypermarkets and commercial
streets. It is crucial for foreign investors to conduct detailed and thorough studies of the retail locations
before making any investment. Retail properties without centralized planning and management should
be avoided as settling disputes among tenants, retailers and other parties would be costly and difficult.

Meeting China’s safety standards

Today, the Chinese authorities and consumers are more concerned about consumption safety. The
Chinese government will strengthen its investigation on problematic products and constantly introduce
or revise industrial standards on various products to better regulate the market. Indeed, consumption
safety can be a make-or-break factor for brands in China. The suspension of sales of SK-Il cosmetics
in China is a recent case in point. Foreign investors are advised to keep track of the latest industrial
standards and closely follow China’s safety requirements.

q Secretariat of the Expert Committee of
L4 [Pl szl Eonis n China General Chamber of Commerce
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Building collaborative relationship with supply chain partners

Business success today lies in the competitiveness of the whole supply chain. Errors are less tolerable
than in the past as the market becomes more competitive. To ensure efficient, accurate and quick
response to market demand, all supply chain participants — manufacturers, suppliers, retailers, and
logistics service providers — must develop collaborative relationships with one another. Business
credibility is essential to the trust and stable cooperation among partners.

Talent management

China is facing a severe shortage of talent, particularly for managerial and executive roles. To attract
and retain talent, foreign companies in China need to adapt to the local environment and rethink their
working practices, taking Chinese culture into account, and resist the urge to impose blindly Western
management concepts and practices on their Chinese employees. Besides, providing competitive
remuneration and benefits packages is important. Foreign investors should disregard developed
countries’ global guidelines for salary reviews that are irrelevant in developing countries. Indeed,
frequent salary reviews are essential to stay in line with the market rates in China. Apart from that,
foreign companies should be aware that Chinese employees have a hunger for knowledge and they
are eager to and expect to learn at a much faster pace than their counterparts in developed countries.
Training and development opportunities are highly valued by Chinese talent.

; Secretariat of the Expert Committee of
Li & Fung Research Centre “ China General Chamber of Commerce
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Chapter 3 The Ten Highlights of China’s Commercial

Sector, 2006-2007

1. Continuous efforts to strengthen China’s commercial legal framework

M EGRRERENREEHE

B oosting domestic consumption tops the agenda of China’s Eleventh Five-year Program.
However, market irregularities have hampered the healthy development of the commercial
sector. To promote orderly development of the sector and thus facilitate consumption growth, the
Chinese government will intensify its efforts to strengthen the commercial legal framework. A number
of commercial rules and regulations are expected to come out in the coming year. Commercial
enterprises are advised to keep track of the latest changes and assess the impacts on their
businesses.

Bringing commercial development in line with urban planning

Over the past years, the Ministry of Commerce (MOC) has been putting much effort in formulating a
nationwide city commercial development plan (M B EIRE), which aims at solving market
irregularities, avoiding duplicate investment, and bringing commercial development of a city in line with
the overall urban planning. Each of the major cities are required to design a commercial development
plan, taking into account the city’s overall development, population distribution, consumption demand,
transportation systems and environmental requirements. All new store openings should comply with
the plan. So far, 34 provincial-level cities and municipalities and 69 prefecture-level cities have already
implemented the plans.

To step up effort to strengthen commercial planning and ensure the effective enforcement of the city
commercial development plans, the Chinese authorities are now legislating for the plans. It is expected
that the State Council will announce the new legislation within this year. One of the main focuses of
the legislation is the introduction of public hearing with representatives from the government,
enterprises and consumers for the approval of new large store openings. Hypermarkets, with large
store size, will be affected most.

Rationalizing competition between retailers

The MOC has drafted the industrial standard Evaluating Method of the Damage to Retail Competitor
(ZERFIBENETE) and is now calling for public comments. The objective of the standard is to
prevent duplicate investment and vicious competition within the same business area. As stipulated in
the draft standard, the government will evaluate the potential impact of new store openings on existing

q Secretariat of the Expert Committee of
L4 [Pl szl Eonis China General Chamber of Commerce
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players in terms of customer turnover, sales loss and deterioration of operating environment. New
store openings which have strong tendency to monopolize the market or pose serious threat to the
existing players and the business environment will be prohibited.

Ensuring a level playing field for market players — the Anti-monopoly Law

The draft of China’s first Anti-monopoly Law was approved in principle by the State Council in June
this year. After further revision, the draft law will be submitted to the Standing Committee of the
National People’s Congress, China’s top legislative body, for approval.

The draft law aims at creating an economic climate favoring fair competition and weeding out
monopolistic practices. The draft law contains provisions on banning monopoly-oriented agreement,
forbidding the abuse of dominant market position, as well as investigation of and prosecution for
monopolistic practices.

While the government will continue to encourage consolidation of companies to achieve economies of
scale, monopoly-oriented agreements which may restrict and exclude competition will be banned. In
fact, as multinationals carried out sweeping mergers and acquisitions (M&A) to reduce market
competition in China, a number of economists and government officials have expressed worries that
multinationals may eventually monopolize the market; and domestic brands, especially those of
strategic industries, may fall into foreign control. However, it is noteworthy that the draft law is not
targeted solely at foreign enterprises; all domestic enterprises are also subject to this law.

Fighting deceptive behavior in commercial activities

Deceptive behavior in commercial activities tarnishes the image of China and undermines consumer
confidence. To safeguard the interest of consumers, the MOC has drafted the Administrative Measures
on Retailers’ Sales Promotions ( ZEEEiH1TAEEHLE ), which aims at regulating the content and
wordings of the sales promotion activities launched by retailers in areas such as pricing, return of
goods, services rendered and safety issues.

On the other hand, the Administrative Measures on Transactions between Retailers and Suppliers
(ZERHNHEHEERFEEIIE ) was drafted by the MOC to defend the interest of suppliers late
last year. The measures mainly seek to regulate transactions between retailers and suppliers in China.
The measures clearly stipulate that when a supplier supplies goods to a retailer, the two sides must
conclude a contract clearly indicating the variety, quantity, quality and price of the commodities. There
are also provisions regarding what fees retailers should and should not charge for sales promotions.
The problem of payment evasion by retailers is also addressed by placing restrictions on payment
terms.

; Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce
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Building a favorable environment for franchising operation

Franchising operation has witnessed fast and significant growth in recent years. Indeed, the Chinese
government encourages the development of franchising operation and sees it as a way to modernize
China'’s retail sector. To set the stage for franchising development in China, the MOC has promulgated
the Measures of the Administration of Commercial Franchising Operations ( B 15T & EEIVE )
which took effect on 1 February 2005. The measures has strengthened government control and
introduced penalty for illegal practices, increased protection of both franchisors and franchisees,
established a more comprehensive legal framework for franchising contracts, reinforced information

disclosure and imposed standards of marketing and advertising activities.

To lay down the implementation details and help enforce the Measures, the MOC has commissioned
China Chain Store and Franchise Association (CCFA) to draft the Management Standards for
Franchising Operation (45sF&EEERAIZRE): and the draft was completed in late 2005. The
standard gives clear definition of various technical terms used in franchising operation and has laid
down concretely the rights and obligations of franchisors and franchisees under the legal framework.

The standard also gives information on how franchisors should manage the franchising system.

To strengthen the control of and further promote the healthy development of franchising operation, the
MOC will also legislate for franchising operation by this year. The details of this law are yet to be
announced.

Heading in the right direction, but still a long way to go

A comprehensive legal framework is the right step for China to develop a sound market environment.
Yet, given the vast market size and huge market complexity, the effectiveness of these measures
remains to be seen. Besides, central government effort alone can never turn the situation around. It is
of utmost importance for local authorities and enterprises, which have vested interest, to observe the
rules. Chinese consumers, who are increasingly empowered, can also play an ever-important
monitoring role.

“The Chinese government plays an important requlatory role in correcting irregularities and promoting
orderly development of the market... the continuous governments effort to strengthen the commercial
legal framework are beneficial to both consumers and enterprises in China.”

- Wu Xiao Ding, Professor, Business School of Jilin University.
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2. Accelerating the rural commercial infrastructure development

B ERARER RS TRE2ERE

Two-thirds of China’s population reside in the rural area; rural development is essential for China’s
long-term and sustainable economic growth. During the Eleventh Five-year Program period, the
Chinese authorities will make tremendous effort to construct a “new socialist countryside”. The
government has launched a number of projects to raise farmer’s income, accelerate the agricultural
development, and improve the rural commercial infrastructure. Major projects include the Universal
Rural Retailing Network Project’( B4f 4842 ) to introduce modern retail channels to 70% of the
Chinese villages within three years; the Agricultural Produce Wholesale Market and Distribution
Company Development Project (2 B35 42 ) to promote the development of modern distribution
and logistics services in the agricultural produce sector; and the Construction of Information Service
System in Rural Area (158 L2 ) to facilitate access to market information in the vast interior.

Background — the vast untapped rural market

Today, though rural income growth is picking up pace, the living standards of the vast rural population
in China still lag far behind that of the cities dwellers. Infrastructure and retail facilities in most
counties, towns and villages are also much less developed. Most rural retailers are small-scaled and
rudimentary. Besides, the problems of substandard and counterfeit products are particularly serious,
dampening consumers’ sprits. The poor retail environment has discouraged rural consumption, and
posed a major hurdle for China to transform itself into a consumption-led economy. To unleash the
huge potential of the rural market, the Chinese government is stepping up its efforts to accelerate the
development of commercial infrastructure in the rural areas.

Constructing a national retail network — the Universal Rural Retailing
Network Project

In view of the rudimentary retail infrastructure in the rural areas which greatly discourages rural
consumption and hampers rural distribution efficiency, the Central government announced the
Universal Rural Retailing Network Project in February 2005 with an aim to build a national rural retail
network covering 70% of all villages within three years. The Central government will provide
preferential treatment, financial and operation supports for retail enterprises to encourage them to
conduct chain operation in the rural markets. It is hoped that, by 2008, around 250,000 retail stores will
be set up in the counties, major towns and villages in modern formats such as chained supermarkets
and convenience stores.

1 The Universal Rural Retailing Network Project is also named as the Market Project of Thousands of Villages and Townships by
the Ministry of Commerce

; Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce



Chain operation is greatly encouraged as an effective way to lower operating costs and retail prices by
achieving economies of scale. Tighter inspections by chain operators can also alleviate the food safety
problem. The progress has so far been satisfactory. According to the Ministry of Commerce, in 2005, a
total of 71,000 retail stores in 777 counties were set up or restructured by 1,150 commercial
enterprises.

Apart from selling daily necessities, these retail stores also bring in quality seeds, fertilizers and
farming tools to the rural areas, which greatly help improve farmers’ productivity. While selling to the
rural households, these retailers also make use of their retail chains in the countryside to source food
products in bulk at lower prices and supply to their urban retail chains or other retailers. This in turn
helps improve the distribution of agricultural produce and boost farmers’ income.

Promoting modern distribution and logistics services—the Agricultural
Produce Wholesale Market and Distribution Company Development Project

Aside from bringing in quality consumer goods to rural areas, channeling agricultural produce to urban
markets is equally important. Poor logistics services in the rural areas have resulted in high
deterioration rate of agriculture produce during transportation and distribution, which has adversely
affected the farmers’ livelihood. This pinpoints the importance of accelerating rural logistics
development.

The Agricultural Produce Wholesale Market and Distribution Company Development Project aims at
tackling the distribution and logistics bottleneck through restructuring 100 large-scale modern
agricultural produce wholesale markets as well as nurturing 100 large-scale agricultural produce
distribution enterprises. The government will select a number of agricultural produce wholesale
markets with extensive distribution coverage and help them to modernize and upgrade their logistics
and information system, warehouse facilities and quality assurance mechanism. The government
hopes that 2,000 markets will have been upgraded by 2009.

Meanwhile, the government will select 100 large-scale agricultural produce distribution enterprises and
help them to modernize their operation, improve sales and marketing, as well as sell to modern retail
channels in cities and foreign markets.

Facilitating market information flow to rural residents — the Construction of
Information Service System in Rural Area

Due to low penetration of phones and Internet, the Chinese rural population has difficulty in accessing
market information; and this poses huge barrier for China to upgrade its agricultural sector. To facilitate
information flow, the MOC launched the Construction of Information Service System in Rural Area
early this year. As part of the project, a rural business information network with three functional
platforms—information publication, business matching and consultation—has been established. On

Li & Fung Research Centre

Secretariat of the Expert Committee of
China General Chamber of Commerce

e

2006-2007 4 i ﬁ#ﬂek.ﬁ,&%éﬁr_u{f;;f

r



i
—

—~

-

~ ol
i
What do Experts Say?
“Tpe Ten Highlights of China’s Commercial Sector, 2006-2007” m—

the other hand, rural business reviews on agricultural policies, market trends, and demand and supply
information, etc. will be distributed to 62 administrative villages nationwide in the form of free mailing to
offer business information to farmers. By equipping farmers with key business information, the project
helps farmers to seize the opportunities to increase income.

Government’s effort much welcomed but challenges still ahead

The government’s huge efforts to fundamentally improve the rural economy are much welcomed.
However, China’s rural sector is still fraught with challenges ahead. Time is needed for China to
enhance the commercial infrastructure and improve distribution efficiency in rural areas. And to
encourage rural spending, further reforms on education and healthcare systems are crucial.
Nevertheless, as operating environment in the rural markets improves and farmers’ income increases,
the rural market shall gradually release its potential. Indeed, as the rural business environment
continues to improve, a number of domestic and foreign players are poised to enter the rural market.

“Modernizing the agricultural sector is a must for China to move its economy to new height.”
- Song Ze, Research Fellow, Institute of Finance and Trade Economics, Chinese Academy of Social
Sciences.
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3. Stepping up efforts on intellectual property right protection
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Acknowledging the importance of intellectual property right (IPR) protection in creating a fair and
competitive business environment, encouraging innovation, nurturing China’s own brands,
pushing forward industrial restructuring and upgrading, as well as improving China’s reputation in the
global market, the Chinese government is determined to step up efforts on IPR protection.

A great leap forward in IPR protection

Since joining the World Trade Organization (WTO) in 2001, China has strengthened its legal
framework and amended its IPR laws and regulations to comply with the WTO agreement on Trade-
Related Aspects of Intellectual Property Rights (TRIPS).

Enforcement of the IPR laws and regulations in China has also been enhanced. In 2006, the Chinese
court ordered a shopping center operator, the Xiushui Haosen Clothing Company (the landlord of
Beijing Xiushui Street), to compensate international brand owners for the pirated goods sold in its
premises. This landmark ruling is expected to curtail the sale of counterfeits and deter landlords from
allowing its vendors to sell fake products.

The Chinese Customs has also taken an active role in combating IPR infringement. It has
strengthened information exchange, personnel training and international cooperation to minimize
cross-border flows of counterfeit products. At the same time, the Chinese Customs has utilized
modern inspection equipment to crack down on IPR infringement. In the first half of 2006, the Customs
uncovered 1,076 IPR violation cases, nearly one-fourth of the total of the past ten years.

Recently, the government has imposed a new regulation on computer operating system as an effort to
strengthen IPR protection. All computers made or sold in China must be pre-installed with a legitimate
operating system. It is expected that the government will fund up to 150 million yuan for genuine
software purchases for government computers.

The private sector is also gearing up its efforts to protect their intellectual property rights. In April 2006,
eight handicraft companies established a domestic IPR safeguard committee in Shenzhen to sue
manufacturers infringing the patent of their products. It is China’s first voluntary IPR protection
association organized by domestic enterprises. With the joint efforts from the Shenzhen copyright
administration, the committee cracked down on the sale of pirated products in a handicraft exhibition
on the day after it was established.

Mainland enterprises are now more aware of the importance of protecting their innovations. Statistics
show that the patent search system of invention and utility model via the website of State Intellectual
Property Office (www.sipo.gov.cn) has been used by more than 11.98 million times in the first half of
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2006, averaging 66,000 times per day, a year-on-year (yoy) increase of 104.64%. In the first six
months of this year, the SIPO has handled a total of 250,000 cases of patent applications, a yoy
growth of 25.4%.

IPR infringement remains rampant

Despite the government’s commitment to tackle the problem, enforcement measures taken to date
have not been sufficient to curtail IPR violation. Thus, extra efforts are called for to further strengthen
IPR protection.

Redoubling the efforts to strengthen IPR protection

IPR protection ranks high on the agendas of both the central government and local governments.
Earlier this year, the central government has worked out an action plan on IPR protection for the years
2006 and 2007. Many local governments will also launch large-scale IPR protection campaigns.

Government efforts will focus on the following areas: (1) speeding up legislation; (2) enhancing
enforcement; (3) reinforcing supervision; (4) increasing promotional efforts; (5) boosting IPR protection
awareness; (6) strengthening international co-operation; (7) promoting self-discipline among
enterprises; and (8) providing supporting services for the IPR owners.

Key measures to be taken

In coming years, the Chinese government will heighten its efforts to enhance IPR protection and fight
against IPR infringement. The followings are some of the key measures to be taken.

1. The government will actively draw up more IPR-related laws and regulations to improve the legal
framework on IPR protection.

2. The government will reinforce the supervision for IPR and establish a system of accountability. IPR
infringement investigation will be carried out on top of the routine supervision.

3. The Chinese Customs will strengthen its IPR protection by: (1) strengthening internal training, (2)
adopting advanced technology, (3) reinforcing international cooperation, (4) joining forces with
other IPR-related administrative bodies to combat infringement, and (5) setting up a system to
facilitate its collaboration with IPR owners.

4. The government plans to set up special service centers in 50 cities within three years to handle
domestic complaints on IPR infringement. These service centers will be connected to the official
websites of departments in charge of IPR protection. To date, 35 centers have already been
opened. A telephone hotline and online platform for reporting infringement acts have come into
operation as well.
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5. The government will provide IPR-related consulting services.

6. The government will launch a series of campaigns to raise public awareness of IPR protection.
Universities and colleges such as Fudan University in Shanghai and Peking University in Beijing
have already set up centers for IPR research; and several law schools are offering comprehensive
IPR education programs. The government also plans to introduce IPR education at primary schools
across the country.

7. The police will continue to work with international organizations closely to exchange information on
IPR violations, investigate IPR-related cases and provide legal assistance to crack down on cross-
border IPR crimes.

8. China’s copyright authorities are working on an Internet system to fight on-line piracy. The system
will be able to identify pirated software, films, music and other copyrighted works.

More effective IPR protection with the joint efforts of all parties

All'in all, IPR protection plays an important role in fostering the development of domestic industries,
boosting foreign investments and developing new technologies. It is good news that the government
has greatly strengthened the legislation, enforcement and public education on IPR protection; and IPR
awareness is growing among private sector and the general public. All these should help bring better
IPR protection in China and encourage innovation. However, the rampant IPR infringements in China
cannot be eliminated overnight. Much time is still needed for China to bring its IPR protection up to
international standards.

“The improved legal framework has laid a solid foundation for IPR protection. Enhanced enforcement
from various government bodies is essential for the success”
- Jiang Ping, Professor, China University of Political Science and Law.
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4. Brand building efforts gaining momentum

m R R R E S 2 S (LR

B rand name is one of the most valuable assets of enterprises. To move up the value chain and
stand out in the stiff competition, many enterprises in China are gathering pace to develop their
brands. At the same time, the government encourages brand building through a series of initiatives
such as the launch of Brand Promotion Campaign ( fah#E 21T ) by the Ministry of Commerce (MOC).
In fact, with increasing purchasing power and exposure to new products, Chinese consumers are
becoming more brand-conscious. We foresee that in coming year, the brand building drive will heat up
and brand building will become the key focus of many enterprises.

Leveraging brands to move up the value chain

Notwithstanding the enormous production capacity, many Chinese companies are weak in brand
building and remain at the low end of the global value chain. China has very few world-famous brands.
In 2005, only four Chinese brands entered the list of the “World’s 500 Most Influential Brands”. In
various product sectors, most domestic manufacturers either provide OEM (original equipment
manufacturer) services for foreign brands or produce mass products with limited differentiation. With
low value-added, price reduction has become the commonest marketing tool. What's more, the lack of
product differentiation and brand character has weakened enterprises’ pricing power even though
production costs such as raw materials, labor and rental costs have been climbing. Price pressure is
mounting.

On the other hand, brand awareness is growing in China as the economy continues to develop. The
increasingly affluent Chinese consumers are now more sophisticated and discerning. City dwellers, in
particular, are less price-sensitive, and the demand for branded products that can express one’s
individuality, social status and taste is on the rise. This trend is set to continue as the market matures.

Along with the upgrade of consumption structure, many domestic players have paid the price for failing
to meet the booming demand for quality and branded products. Furthermore, vicious price
competitions and inventory accumulations added to the burdens on these enterprises. More
enterprises are realizing that they can no longer rely on price competitiveness and should turn the
situation around through brand building.

Crucial elements of brand building
Distinctive market positioning and brand identity

Having a distinctive market positioning, creating an appropriate brand identity and digging out the core
value of a brand are critical steps in brand building. Positioning is a powerful tool to help companies
develop their image, boost awareness, and stimulate sales. After selecting the right market positioning,
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companies should center their business activities on them. All business activities such as product and
services mix, marketing and promotional strategies, packaging and distribution should be designed in
a way that can best reflect the distinctive characteristics and brand value of the company, and best
meet the needs of the target consumer group.

The successful transformation of Jinhui Store by Lianhua Supermarkets is a good example illustrating
how a company differentiates itself by redefining its market positioning. Jinhui Store is located in a
residential area where most of the residents are expatriates and affluent local people with high health
awareness. Confronted with the strong competition from the hypermarkets and convenience stores
nearby, Lianhua Supermarkets repositioned Jinhui Store and restructured its product portfolio. The
store was redecorated with green and orange as the predominant colors to create a fresh and modern
atmosphere. Besides, a wide variety of high-end fresh and imported food products have been
introduced. Jinhui Store has successfully tapped the high-end market and avoided head-on
competition in the mid-tier market.

Chanel’s successful entry in Wuhan also demonstrates how a brand delivers its core value and boosts
sales through effective marketing strategies. Like many other luxury brands in China, Chanel mainly
targets those with high income and education attainment. Instead of promoting attributes such as price
and functionality, these luxury brands stress consumption experience and status symbol in their
marketing campaigns. The strategy of Chanel in the press briefing before the launch of its cosmetics in
Wuhan is a case in point. In that occasion, Chanel played a slide show about the legendary life of
Chanel’s founder, Coco Chanel, and played tribute to her enormous contribution to the contemporary
fashion and perfume industries. This emotional appeal strategy proved to be right and Chanel’'s
cosmetics sales in Wuhan reached 200,000 yuan on the first day of its launch.

Product development and upgrade

Product itself speaks for the brand. Constant product and service upgrade is indeed a crucial element
in brand building. Domestic enterprises now allocate more resources in research and development
(R&D). For instance, the Hongdou Industrial Company, the second largest Chinese apparel enterprise
in terms of sales revenue, has hired famous fashion designers from abroad to incorporate more
foreign elements into its design. Product innovation is also gaining attention. Youngor, the market
leader in menswear, has employed nano-fabrics in its wrinkle-free shirts, which enabled it to stand out
from the rest.

Aggressive marketing and promotional campaigns

Today, commercial enterprises in China put more and more resources in marketing and promotional
campaigns as a way to boost brand image and increase market exposure. According to CTR Market
Research Media Intelligence, advertising spending for the first half of 2006 amounted to 155.5 billion
yuan, a yoy increase of 18%. Advertising expenditure on the five major media channels, namely
television, newspaper, magazine, radio, and outdoors have achieved respective growth of 22%, 5%,
9%, 15% and 9%. Television remains the dominant advertising channel in China.
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As the Chinese market becomes increasingly sophisticated, various forms of promotional and
advertising activities have sprung up. A number of domestic players are now aware of the benefits of
event sponsorship, which used to be employed mostly by foreign players in China. Events with mass
appeal are hugely attractive to marketers. Mengniu, the largest dairy enterprise in China, has
strengthened its position in the flavored fluid milk market through sponsoring the Super Girl Singing
Contest, which had 400 million TV viewers last year. The Li Ning Group, a domestic sportswear
retailer, has committed to sponsor several Chinese teams in Beijing’s 2008 Olympic Games in order to
generate brand awareness and deliver core brand value.

Multi-brand and brand extension strategy

To fully utilize the brand value and to cater for the specific needs of different consumer segments,
many enterprises in China have adopted multi-brand and brand extension strategy. Multi-brand
strategy is a strategy that a company markets different brands for various market segments under the
umbrella of the prime brand. This strategy enables enterprises to leverage on the well-built platform of
the prime brands to explore new potential. For example, the Hong Kong—based Baleno Holdings
Limited has its core player Baleno targeting at consumers aged 18-40. It also owns S&K, |.P. Zone,
Bambini, Baleno attitude and ebase, etc. which target at different market segments. Another example
includes the prominent domestic apparel brand ShanShan Enterprise which owns 22 sub-brands apart
from its core brand Firs.

On the other hand, to utilize the brand equity, cement the core brand attitude and lower product
introduction cost, some enterprises have adopted the brand extension strategy, i.e., using the current
brand to enter new product sectors. For instance, the ShanShan Enterprise whose prime product is
men’s suits launched its sportswear line “shanshan sports” early this year to capture the big sports fad.
The Hongdou Industrial Co., Ltd is another example. With menswear as its prime products, the
enterprise is extending its business scope to the high-end ladies’ wear sector.

Government initiatives to support brand building
Brand Promotion Campaign

The Ministry of Commerce (MOC) launched the Brand Promotion Campaign ( faF2E 24T ) this year to
support well-established domestic enterprises to develop stronger brands. A funding of 700 million
reminbi will be granted to local governments to foster brand building in their localities through
establishing brand-ranking systems; and supporting a number of well-established enterprises to invest
in advertising, R&D, production upgrade and intellectual property protection. The MOC has also
arranged nationwide and overseas tours and exhibitions to promote Chinese brands. Through this
campaign, the MOC hopes to boost the awareness and consumption of Chinese brands and thereby
enables Chinese enterprises to move up the value ladder.
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Tax incentives to support brand building in the apparel sector

Only one-tenth of China’s apparel exports are domestic branded. To encourage domestic apparel
enterprises to build brands, the State Administration of Taxation has launched a tax incentive
programme that the advertising expenses of apparel enterprises are tax deductible with an upper limit

of 8% of the total sales revenue from this year onwards.

Brand building efforts gathering gear

Indeed, branding is essential for enterprises to enhance their competitiveness and differentiate
themselves from the rivals. More and more enterprises in China have realised the value of branding
and are striving to build their brands. Together with the government’s effort to promote brand
development and brand-driven consumption, brand building efforts are gaining momentum in China.

“Branding is one of the most valuable assets of enterprises... Chinese enterprises are generally
weaker than their foreign counterparts in branding. To survive the stiff market competition, Chinese
enterprises need to step up their brand building efforts.”

- LvYi Lin, Vice President and Professor of School of Business, Renmin University of China.
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5. Market consolidation and commercial enterprises’ new strategic moves
reshaping the competitive landscape

HETERIINHBEEENR - BAEENGHS 2HMERE

C hina’s commercial sector is now undergoing a new stage of expansion and consolidation. Many
strong players are rapidly expanding their businesses and aggressively seeking merger and
acquisition (M&A) opportunities. To gain autonomy, an increasing number of foreign commercial
enterprises are marching towards full ownership. Meanwhile, as market competition gets stiffer, a
number of less competitive players are being taken over or edged out of the market.

All these are set to reshape the competitive landscape. To survive the market consolidation,
companies should work innovatively and never stop strengthening their competitive edge.

An increasing number of foreign commercial enterprises choose full
ownership

China fully liberalized its commercial sector in 2005. For many foreign commercial enterprises, starting
up with full ownership is now the preferred option. 625 out of the 1,027 newly established foreign-
invested commercial enterprises in 2005 are wholly foreign-owned.

And for the existing foreign players, having familiarized themselves with the complex Chinese market
and business environment with years of experiences, some of them are striding toward full ownership
in pursuit of autonomy. In fact, by adopting localization strategies like highly localized hiring policy,
many international commercial enterprises now do not feel the need of a local joint venture partner.
Carrefour, for example, acquired 100% share of its Kunming joint venture last October. Its other stores
in Xinjiang and Changsha are also switching to wholly foreign-owned. Carrefour has also established a
wholly foreign-owned enterprise in Shenzhen and planned to have full ownership of all its Shenzhen
stores. Aside from Carrefour, international retail enterprises such as Metro and Lotus are also pursuing
full ownership by buying out their local partners.

In the next year, some experts foresee that more foreign players will move towards full autonomy and
an increasing number of buying out will take place.

Active collaboration among local enterprises but success is never
guaranteed

Over the past months, many M&A deals and strategic cooperation among local retailers have taken
place. The experts anticipate that the trend will continue next year. However, the market is full of
uncertainty and success of the M&A deals and strategic cooperation is never guaranteed.
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By way of illustration, China’s two largest retail groups, the Dalian-based Dashang Group and the
Shanghai-based Bailian Group signed an agreement on jointly establishing a third company, the
Dashang International Co., Ltd in December 2005. However, in order to proceed with the share reform,
the Dashang Group bought back the shares from the Bailian Group and made Dashang International
Co., Ltd its wholly-owned subsidiary in August this year. The strategic cooperation only lasted for less
than a year. Another case in point is Wumart’s acquisition of Beijing MerryMart Chain Store
Development Co, Ltd. Wumart signed the acquisition deal in February 2006 but up till now, Wumart
has not finalized the deal due to various financial reasons.

Large-scale retailers speed up their penetration into the second- and third-
tier cities and exert pressure on local SMEs

As an initial market entry strategy, many global consumer goods companies focused on China’s
biggest cities where people are more affluent and the market is more sophisticated. As the Chinese
economy continues to grow at a rate in excess of 8%, prosperity is now extending to the inland regions
and the second- and third-tier cities. For many companies, wealth hidden in China’s smaller cities and
towns will be an important factor in the next wave of growth.

In fact, many large-scale retailers, especially the foreign ones whose operations are mostly confined to
the big cities, have scaled up their operation in the second- and third-tier cities and the inland cities to
generate new revenue growth and consolidate their presence in the country. From January to July
2006, in Shandong province alone, 16 foreign commercial enterprises have entered the market and
opened 36 stores. The moves of some big foreign players also provide good illustrations. B &Q, for
instance, has shifted its expansion focus to second-tier cities around the Pearl River Delta (PRD) and
Yangtze River Delta (YRD) and the less developed market in the West. Lotus, another foreign retailer,
is expanding to the second- and third-tier cities, and even to the counties. Carrefour has relocated its
regional headquarter for central and western China from Shanghai to Chengdu, the capital city of
Sichuan province, to gain proximity to the local markets. Such relocation reflects the retail giant’s effort
to consolidate its foothold in China’s western region.

There are tremendous business opportunities in the second- and third-tier cities. To achieve rapid
growth and acquire favorable retail sites and local network, the big players are likely to actively acquire
local enterprises. Meanwhile, the aggressive expansion of large-scale enterprises in these cities has
exerted huge pressure on local small and medium-sized enterprises (SMEs). Competition is heating
up in these cities and it is expected that many of these SMEs will be forced to close down or be taken
over by the big ones in the next year.

Despite the huge market potential and much lower operation costs in these cities, enterprises should
not focus only on sheer scale expansion and think that it is easy to make money. According to industry
sources, though the fixed operation cost of large-scale retail stores in the second- and third-tier cities
is generally 30% lower than those in first-tier cities, their average sales per square meter is 50% lower.
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Therefore, improving profitability while pursuing rapid expansion has become one of the major
challenges for enterprises tapping these markets.

The less competitive enterprises are forced to restructure, collapse or sell
out

Market consolidation is heating up in China’s fragmented retail industry due to overcapacity and
severe competition. Faced with the pressures of market liberalization and the aggressive expansion of
the retail giants, many small and medium-sized domestic retailers are either teetering on the edge of
survival or going bankrupt. Sources revealed that over the past two years, more than 200 retail
enterprises have been shut down. A research report published by China National Commercial
Information Center also shows that a number of small to medium-sized domestic retail enterprises are
facing increasing risks of bankruptcy. Amid the stiff competition, the less competitive enterprises
should restructure their businesses to improve competitiveness or they will be forced to collapse or sell
out to the competitors.

A new wave of mergers and acquisitions

In 2005, the Ministry of Commerce (MOC) approved twenty-four M&A deals of foreign-invested
commercial enterprises. The coming year should be another record year for Chinese M&As, with
bigger and bolder moves by both foreign and domestic enterprises. Instead of focusing solely on
organic growth, enterprises will increasingly adopt M&A strategy to explore the relatively untapped
cities in China and to acquire prime retail sites in the first-tier cities which are becoming increasingly
scarce.

Besides, as China’s share reform gathers pace, it is expected that more commercial enterprises will
seek M&As opportunities in the secondary market by purchasing shares of the listed companies. A rule
that allows foreign investors to hold stakes in China’s publicly listed firms by buying the tradable
A-shares has come into effect on 31 January 2006. Foreign strategic investors are now allowed to buy
A-shares directly, rather than through a handful of qualified foreign institutional investors. This will
encourage M&A in the retail sector and improve overall corporate efficiency of the domestic
companies.

Meanwhile, the Interim Provisions on Foreign Investors’ Merger and Acquisition of Domestic
Enterprises has come into effect on 8 September 2006. This provision allows foreign investors for the
first time to use shares to take over a Chinese company. This will facilitate foreign investors’ M&As
moves in China in the long term. Though a clause about anti-monopoly investigation has been
included in the provision to prevent foreign investors from gaining monopoly status through M&A, this
clause will not have much impact on the foreign investors in the near future as market concentration
remains low in many sectors in China.
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Only those with strong core competence will stay

It is expected that market consolidation will go on next year. The intensifying competition will put
tremendous pressure on profitability. Only those which work smartly and innovatively will be able to
survive and grow. While the competitive retailers will grow in scale and strength, those who fail to cope
with market changes will be eliminated or taken over. The commercial sector is expected to become
more concentrated and achieve an overall upgrading.

“Foreign enterprises in China are entering a new phase of development—from initial exploration to
strategic expansion... As for the strong domestic and foreign enterprises, M&As will be the main
theme. Though, it is too early to say if M&As will lead to a monopolistic marketplace in China.”

- Ren Xing Zhou, Senior Research Fellow and Director, Institute of Market Economy, Development
Research Centre of the State Council.
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6. An ever-expanding consumer market—consumption structure upgrade
and the booming rural market

RATSEFRRE » WHHEARAR

The Chinese consumer market is ever expanding fuelled by the country’s strong economic growth.
Over the past few years, consumption structure of both urban and rural residents has achieved
an overall upgrade. Chinese consumers today are more able and willing to spend on products and
services that can improve their overall quality of life. Meanwhile, consumers are increasingly
sophisticated. Demand for better-quality and branded products is growing; service consumption is also
on the rise. New consumption patterns have emerged, generating a new source of profit growth for
commercial enterprises.

China’s burgeoning consumer market

China’s retail sales of consumer goods has been rising impressively, from 214 billion yuan in 1980, to
6,717 billion yuan in 2005. For the past 5 years, growth rate of retail sales has averaged above 10%.
What’s more, the consumption boom is no longer confined to the coastal cities; as the economy
continues to grow, the wealth is now trickling down to lower-tier cities and inland regions. In the first
half of 2006, retail sales at urban and rural areas both registered double-digit growth.

Chinese consumers, in both urban and rural areas, have been upgrading their consumption structure
from basic necessities to higher-valued products and services, illustrated by the falling Engel
Coefficient?. The urban Engel Coefficient fell from 57.5 in 1978 to 36.7 in 2005. The rural Engel
Coefficient, on the other hand, remained high at 45.5 in 2005 but was far lower than 67.7 in 1978.

Emerging consumption patterns

The buoyant economy, rising disposable income, rapid urbanization and the influx of foreign brands
have reshaped the consumer mentality in China. New consumption trends have emerged, reflecting
an overall consumption structure upgrade. In most sectors from food, apparel, and mobile phones to
many other consumer goods industries, the sales share of low-priced items has been dropping, giving
way to the mid- or mid-high priced items.

Beyond basic necessities
With increasing spending power, Chinese consumers are now keen to improve their overall quality of

life. Strong sales of a wide range of big-tickets items such as consumer electronics, automobiles,
jewelry, apartments and home furnishing, etc are recorded, especially in cities.

2 Engel Coefficient is a living standards indicator measuring the proportion of food expenditure to the total living expenditure —
the lower the Coefficient, the higher the living standards.
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Growing sophistication

Chinese consumers are now getting more sophisticated with increasing disposable income and
product exposure. An increasing number of Chinese consumers are now willing to pay a premium for
value-added attributes such as better design and innovative functionality. Take the cosmetics sector as
an example: Chinese consumers are demanding added functions such as UV-protection, skin-
revitalization and anti-aging on top of basic moisturizing features. In the apparel sector, the growing
sophistication of Chinese consumers is driving enterprises to launch more functional wear and work on
fabric innovation.

Placing greater emphasis on quality

As Chinese consumers become more affluent, educated and health-conscious, they now attach
greater importance to the quality of products and services, especially those that are highly related to
their safety and health. According to Credit Suisse Research’s report “The Rise of the Chinese
Consumer Revisited”, quality is the most important purchasing criterion for food, personal care and
healthcare products among Chinese consumers. Indeed, the flood of fake and substandard products
in the Chinese market has aroused considerable concern for product quality.

Rising brand-driven consumption

Brand now plays an increasing role in Chinese consumption. Rising spending power and increasing
product exposure of the consumers, and the aggressive brand building and marketing efforts of
enterprises, are all making Chinese consumers more brand-conscious. To many Chinese consumers,
brands represent higher value, better quality and social recognition.

Rapid increase in service consumption

In recent years, service consumption has demonstrated remarkable growth in China. Both urban and
rural households are spending more than they did in the past on education, cultural and recreation
services, transport, communication services, and financial services. This trend is even more significant
among the high-income group. On the other hand, the quickening pace of life of the Chinese urban
dwellers and the increasing number of working women have boosted the demand for services that
offer time-saving solutions such as catering and housekeeping. The burgeoning middle class has also
supported the continued growth of professional services such as financial planning, medical services
and education.

Luxury spending growing gear

Mainland consumers—particularly the city dwellers and those living in coastal areas, are increasingly
affluent and discerning. The ability to purchase up-market brands is regarded by many as a symbol of
elevated social status. The China Association of Branding Strategy estimated that there are 10 to 13
billion active purchasers of luxury goods in China. Although they account for a small fraction of the
total population, the sheer size of the group means attractive opportunities to the luxury marketers.
According to Ernst & Young, China is the world’s third largest market for high-end fashion, accessories
and other luxury goods.
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There are two major luxury goods consumer groups in China. One group is comprised of wealthy
consumers who are crowd-averse and visit luxury retail outlets frequently for the newest and most
fashionable product offerings. Another group consists of white-collar employees, usually employed by
foreign companies, who are willing to spend an entire month’s salary on a single purchase.

New growth opportunities

Consumption structure upgrade has brought numerous new growth opportunities. For instance, leisure
consumption is increasingly popular among China’s middle class. In Shenzhen, the golf fad is now
driving the booms in golf equipment sales and golf club business. In Shanghai, adult game bars which
allow customers to relax over snacks and drinks are sprouting up.

The elderly market in China has won increasing attention as well. With a size of 120 million, the
market has huge potential but is yet explored. Many elder consumers have expressed that there were
only a few range of products and services catered for them. As purchasing power of the Chinese
elderly is increasing, enterprises could find enormous business opportunities in this consumer group.

Encouraging signs from the rural consumer market

Due to lower income and less developed commercial infrastructure, rural consumption has been
lagging behind in China—though rural population accounted for nearly 60% of the country’s total, it
constituted only 33% of the total retail sales in 2005.

Nonetheless, rural consumption has shown faster growth in recent years and the growth rate is now
almost on par with that of urban areas. The falling Engel Coefficient also suggests that Chinese rural
consumers are improving their quality of lives. Rural consumers now spend more on durable goods,
education and healthcare products, etc.

Indeed, with a series of government policies to boost rural economy and build rural commercial
infrastructure such as the nationwide abolishment of agricultural tax and the Universal Rural Retailing
Network Project, it is believed that the rural market will gradually release its true potential in coming
years.

Bigger role of consumption in the economy

Looking ahead, consumption will rise further and play a bigger role in the Chinese economy. To grasp
the opportunities that the Chinese market presents, marketers should keep a close watch on the latest
consumption trends.

“Chinese consumers today have higher expectations. They are more quality- and brand-conscious;
and service consumption is expanding rapidly. Enterprises need to upgrade their products and
services to capture the new demand.”

- Huang Guo Xiong, Professor, School of Business, Renmin University of China, Vice President of the
Commerce Economy Association of China.
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7. Growing concern over consumption safety and business credibility

HEHHE TSR EN S EINERY)

B usiness credibility has gained much attention in China these days. The lack of business
credibility has constrained China’s economic development, threatened its financial stability and
undermined consumption incentives. Consumption safety, in particular, has caught unprecedented
attention both inside and outside China.

Acknowledging the importance of business credibility and consumption safety to a country’s
sustainable development, the Chinese government has taken a number of initiatives to promote
business credibility at all levels and has imposed stricter measures to curb market irregularities.
Consumers, on the other hand, are more aware of their rights and are more willing to speak up about
bad products and malpractices. The growing consumer power is driving the retailers to enhance
credibility and be more consumer-oriented.

Lack of credibility hinders economic development

The problem of poor credibility in China is distressing with an epidemic of dishonest and fraudulent
activities. Malpractices such as cheating, counterfeiting, debt repudiation, and tax evasion and so forth
are common in China.

Unpaid debts among enterprises is one of the major problems. Often, retailers use wholesalers’ funds
to run their companies while wholesalers use manufacturers’, and manufacturers use the raw material
providers’. A bad debt network is thus created. The central government had made efforts in the 1990s
to resolve the triangular bad debt problem by setting up a special team headed by the premier. But
new cases kept emerging. Today, many Chinese enterprises are still entrenched in the bad debt
network, and the average delay in payments is more than 120 days.

Another problem caused by the lack of credibility in businesses is the high level of bad debts absorbed
by Chinese banks. A lot of enterprises do not pay off the loans borrowed from banks. The high level of
non-performing loans borne by Chinese banks is causing growing concern for a credit crisis.

All these unscrupulous business practices have posed serious threats to China’s burgeoning
economy. Poor credibility not only deters both local and foreign investments, the malpractices of
producers and retailers also harm the consumption environment and thus discourage consumption.
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Consumption safety grasps increasing attention

The problem of consumption safety has drawn increasing public attention. Food safety scandals,
bogus advertisements, fake and substandard products, cheating, poor after-sales services are
commonplace in China. These unscrupulous business practices have jeopardized consumer rights,
created domestic health problems as well as threatened China’s exports.

Food safety is the key focus

Food safety problem, in particular, has aroused widespread anxiety. Obviously, there is huge room for
improvement. Newly discovered problematic food products and large-scale community food poisoning
are numerous. By way of illustration, the Guangdong government examined bottled water sold in 113
retail stores in the province in the first half of 2006 and found that only 36% of them could meet the
national standard.

The alarming food safety problem has become a key focus of the society. As Chinese residents are
getting more educated and affluent, they attach more importance to food quality. According to a survey
of 1,500 consumers in five prominent Chinese cities, the majority of the consumers showed enormous
concern about food safety. Consumers also regarded freshness and safety of the food products as the
most important purchasing criteria. More and more consumers are now willing to pay a premium for
quality and safe food products. Today, many urban residents are accustomed to purchasing food
products in modern retail channels such as supermarkets and hypermarkets instead of the traditional
wet markets as the former offer cleaner shopping environment and sell better-quality and more
standardized food products.

Government initiatives

To sustain the country’s economic growth, restoring credibility and honesty are of utmost importance.
In recent years, the Chinese authorities have made considerable efforts in curbing market
irregularities.

On establishing a commercial credit system

The National Office of Rectification and Standardization of Market Economic Order (NORSMEO) is
vigorously developing a national commercial credit system, which contains the credit histories and
payment capabilities of enterprises. At present, some local governments have already set up regional
commercial credit systems. For instance, in Shanghai, a database containing the credit histories of the
big borrowers has been created, allowing the financial institutions to evaluate the payment capabilities
of the big borrowers based on the information provided. However, all the commercial credit systems
established so far are regional-based and have limited coverage.
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On consumption environment

Some of the government initiatives include a nationwide campaign to crack down on deceptive
behaviors and commercial frauds; the implementation of the Administrative Measures on Retailers’
Sales Promotions (ZEBRIEITRAEIEIIE) to safeguard the interest of consumers; the
Administrative Measures on Transactions between Retailers and Suppliers (ZEBEHEMEEFEER S
%ﬁ?ﬁfi) to defend the interests of suppliers. In a bid to eradicate fake and substandard products,
the Chinese government will push ahead with the National Campaign of No Fake Goods ( B 8B J& &
RE EE ) and strengthen investigation along the entire supply chain from production, processing,
transportation, storage, wholesaling to retailing.

On food safety

On food safety, China encourages the adoption of advanced international food safety standards like
Hazard Analysis Critical Control Point (HACCP); and is actively bringing national standards to
international levels.

On the other hand, the State Administration for Industry and Commerce (SAIC) will direct efforts at
cities, villages and suburban areas to ensure food safety. Inspections targeting unlicensed food
enterprises and those producing or selling counterfeit or poor-quality foods will be reinforced to weed
out unqualified players. Shopping malls, supermarkets, commodity exchange markets and wholesale
markets are the prime targets of inspection. Law-breaking acts such as selling substandard foods and
using harmful substances will be strictly dealt with and punished.

Besides, the Chinese government is considering introducing national standards on food products
sourcing by retailers. The move suggests that the sourcing of food products by retailers in the
mainland will soon be subject to standards endorsed by the State. Meanwhile, the Chinese authorities
will intensify the Three Greens Project with an aim to provide environmental-friendly, safe and healthy
food products for Chinese consumers. The rationale behind this project is to strengthen the monitoring
of the entire food supply chain — from the “agricultural fields to the dinning tables”.

Consumers play a greater monitoring role

The Chinese consumers are now far more sophisticated than before. They are more safety- and
quality-conscious, and have increasing expectation. Chinese consumers today are less likely to give
second chance to enterprises or brands that deceive them, or offer substandard and harmful products.
The stronger monitoring role played by the consumers has put tremendous pressures on enterprises
in China to improve business credibility and stop the business malpractices.
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" Joint efforts of all parties are crucial to restore credibility and trust

-

Building integrity, respect and trust can boost the creation of wealth. The good news is that the
government has made attempts to better regulate the market and promote business credibility.
However, rebuilding business credibility would require changes at all levels of the society. A
comprehensive legal framework is essential. Above all, the success depends on the discipline of
enterprises and individuals. Joint efforts from all parties are crucial to restore credibility and trust.

“With increasing spending power and product exposure, Chinese consumers now have higher
expectation on food safety. Branded food products are in growing demand.”

- Dr. Wang Yao, Director of the China General Chamber of Commerce, Vice Director of China National
Commerical Information Centre.
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8. Switching paths of growth to generate new source of profit

e DiREN  EENZEER AMRKEZERAXNHERIAE

S tiff competition and the oversupply of undifferentiated products are squeezing the profit margin of
commercial enterprises in China. At the same time, increasing consumer expectation and the
entry of strong global players are making business even more difficult. It is time for the market players
to shift their strategy from sheer scale expansion and focus on building up their fundamental strength.

Learning the tough lessons

Seeing the country’s huge population and the robust economic growth after economic reforms, many
enterprises have big dreams about China. Believing that they could make easy money, many domestic
and foreign commercial enterprises have embarked on hasty expansion in the country. However, the
attempts to grow rapidly are liable to involve excessive and ill-judged investments. Overcapacity,
excessive supply of undifferentiated products and services, severe price war and wastage are
commonplace in China.

In fact, making money in China is never easy. The fierce competition in the Chinese market has posed
severe pressure on margins. Taking the hotly contested retail sector as an example, the average
operating profit margin of the hypermarkets and convenience stores under the prominent Lianhua
Supermarket Holdings Co Ltd for the first half of 2006 was just 0.5% and 2.2% respectively.

On the other hand, growth carries certain risks and burdens. A one-dimensional obsession with growth
too often drives companies too hard, sowing the seeds of their ultimate downfall. For instance,
Shanghai Yongle, a former retail giant in consumer electronics taken over by Beijing Gome Electrical
Appliance in July 2006, was faced with escalating operation costs and decreasing efficiency after
embarking on aggressive expansion into the less developed cities. Yongle’s profit for the first half of
this year has plunged by 89%.

Severe wastage and low operation efficiency also hinder the growth of many Chinese enterprises.
According to the Ministry of Science and Technology, the energy consumption per unit of GDP output
in China is three to four times that of the world’s average. As energy prices remain high, energy
inefficiency has weakened the competitiveness of many enterprises.

To survive and grow in this highly competitive market, more enterprises in China are realizing that a
shift of strategy from sheer scale expansion to building up fundamental strength is vital.
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Heightened importance of new growth patterns

Creating differentiation

To stand out from the rest in the increasingly sophisticated Chinese marketplace, the one-size-fits-all
approach no longer suffices. Many enterprises in China are realizing the importance of delivering
differentiation. They now place increasing emphasis on identifying the right market positioning,
providing quality products and services with special characteristics, offering distinctive consumption
experiences, and building brands and customer loyalty.

Zara’s success in China’s apparel market is a case in point. Zara has successfully differentiated itself
with its unique business model and market positioning. Zara has found its niche market — the fickle
and fashionable young ladies. With a capacity to introduce more than twenty seasons a year, Zara
stands out from its traditional competitors that are able to launch only four seasons a year typically.
Besides, by offering smaller quantities per style and many more styles during a year, Zara keeps its
store looking fresh and desirable for consumers. It also helps Zara win consumers with an allure of
scarcity.

On the other hand, some companies have sought to differentiate themselves through providing unique
consumption experiences. For instance, Shandong Jiajiayue Supermarket Co.,Ltd has greatly boosted
its sales by transforming one of its stores in Weihai into “SPAR Eighteen”—a hypermarket that
stresses consumer experiences. Consumers can find a completely new shopping experience in “SPAR
Eighteen” through the enjoyment of different senses, including sight, hearing, smell, taste and touch.
The store’s daily sales has jumped from 10,000 yuan (US$1,235) to 200,000 yuan (US$25,000) after
renovation.

In many other industries, market players are also actively exploring opportunities in the niche markets.
For example, some confectionery enterprises in China now offer wedding confectionery to tap the
confectionery gift market. Beijing Hongle Food Group, a biscuit manufacturer, has captured the hearts
of the Internet users with its innovative keyboard-shaped “Internet Snack”. Knowing that Internet users
dislike clearing the food bits from the keyboards, the packaging and product design of the “Internet
Snack” have been customized to solve the problem of falling biscuit bits.

Localization

There are significant cultural, language and institutional differences between foreign countries and
China. To reap benefit from the Chinese market, foreign commercial enterprises have to make every
endeavor to understand the Chinese market and consumers, and pay special attention to company
positioning, selection of store location, product and service mix, store design, and advertising and
promotion strategies, etc.
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To develop products tailored to the Chinese market, many foreign enterprises have invested heavily in
research and development (R&D). Nokia, for instance, has six R&D units in China to customize its
product offerings to meet the needs of Chinese consumers. Its effort in R&D has helped it become the
number one mobile phone player in the country.

Adapting product mix and operation model to suit the Chinese market is equally important. For
example, B&Q, the global home improvement retail giant, offers a lot of DIY (do-it-yourself) products in
its western countries. However, as many Chinese consumers are not used to making their own
furniture and furnishings and show little interest in DIY products, B&Q has adjusted its traditional
business model to cater to the Chinese demand. It provides one-stop services, from tools repairing,
timber cutting, paint mixing, designing to installation. The localization efforts have helped B&Q become
a prominent player in China’s home improvement market.

In the operation aspect, enterprises can take advantage of local sourcing to push down production
costs and local recruitment to lower staff costs, and bring in local expertise and networks. According to
the Economic Intelligence Unit, foreign firms are recruiting more native Chinese executives to grasp
local market knowledge and improve internal communication. At present, 78% of the foreign firms
operating in China have native-born Chinese represented on their senior management team, up from
50% two years ago.

On the other hand, Mainland consumers’ preferences tend to vary regionally. Consequences for
stretching resources across vast and disparate regions, and ignoring the preferences and
requirements of each local market can be severe. Localization efforts need to be made at national and
regional levels, or even down to city and county level. This is particularly true in some consumer goods
sectors such as food. In the North and Northeast China, consumers favors salty food; consumers in
Central China love hot and spicy food; whereas sweet is preferred in East China and delicate tastes
are welcomed in the South. In light of this, renowned instant noodles enterprises such as MasterKong
have launched different product offerings in various regions across China to meet the local
preferences. Several noodles enterprises have also built production bases across the country to enjoy
proximity to local markets and ensure responsiveness to local needs.

Building collaborative relationship with supply chain partners

The old view was that competition was firm against firm. The members of a supply chain used to be
adversaries, as retailers and suppliers struggled against one another to extract the most value from
the chain. Today, competition is supply chain against supply chain and the best supply chain will win.
When a consumer buys a product from a retailer, not only the retailer, but also all the partners along
the same supply chain will benefit. Therefore, better collaboration between the supply chain partners is
more critical than ever.

In China, the strained relationship between retailers and suppliers has been a hot topic over the past
years. Many retailers in China have relied on hefty slotting and promotion fees from suppliers as a
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major source of income. Delaying and evading payment to suppliers is also a serious problem. On the
other hand, encumbered by the poor information sharing and the lack of coordination among supply
chain partners, many enterprises in China have failed to respond promptly to market changes and thus
resulted in lags in orders, excessive inventories or stockouts.

In recent years, more and more commercial enterprises in China are aware that their competitiveness
lies in the strength and efficiency of the whole supply chain and thus have been striving to build
collaborative relationships with their supply chain partners. The business model of the U.S. retail giant
BestBuy (a consumer electronic retailer) in China that emphasizes on supplier-retailer relationship has
drawn much attention. Some industry players thought that the way BestBuy working with its suppliers
might change the rule of game and poses pressure on its counterparts which have fragile relationship
with suppliers. BestBuy is working hard to build a long-lasting profit- and risk-sharing relationship with
its Chinese suppliers. Unlike many other retailers which often delayed payments to suppliers, BestBuy
guarantees its suppliers on-time payment. Besides, BestBuy attaches great importance to information
sharing with its suppliers. It has invested heavily in developing an inventory control software that
allows its suppliers to obtain up-to-date sales and inventory data so that they can plan and adjust their
production and delivery accordingly. BestBuy has also set up an efficient logistics system which
enables it to greatly shorten the delivery time and improve the delivery accuracy. With close supplier
relationship, BestBuy can respond to market changes promptly, which greatly boosts sales and brings
down the costs of lost sales and stockouts.

Stringent cost control

Mounting price pressures are pushing enterprises in China to tighten their cost control. Some
enterprises are moving their production bases to places where costs are lower. For instance, facing
the increasing labor and rental costs in the costal regions, China’s apparel enterprises are gradually
relocating their production base to inland cities for the low-value-added products. According to the
China National Garment Association, investment in apparel industry has surged in the Central and
Western Chinese cities.

Many others, too, see the push to reduce costs. To lower its product and transportation costs, lkea
sources and manufactures half of its products in China for its Chinese stores, whereas Chinese-made
products only take up an average of 23% of its global stores’ product offerings. Ikea plans to further
enlarge its manufacturing capacity in the country and is currently building a factory in Dalian, a city in
the Northeast of China. To further bring down the costs, the company has trimmed its catalog size in
China. It switched to slimmed-down booklets instead of the traditional phone-book-size annual catalog,
in a departure from its practice around the world.

On the other hand, more enterprises in China have sought to lower their costs through cutting down on
wastage and reducing energy consumption. The Dashang Group, one of the largest retail groups in
China, has actively promoted energy and resources conservation within the group. It has introduced
modern management system and technology to increase internal efficiency. Besides, standards and
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systems have been established to control the use of resources such as electricity, water and paper.
The efforts paid off and it is reported that the company has saved 20 million yuan in a year through
energy conservation.

Wider adoption of information technology

Having a robust, scalable and secure information technology (IT) architecture and infrastructure has
become a competitive necessity for growth. More and more enterprises in China are making use of
information system to streamline their business process and facilitate communication among the
supply chain partners. Applications such as Management Information System (MIS), Customer
Relationship Management (CRM), Computer-Aided Design (CAD), Electronic Data Interchange (EDI),
Enterprise Resource Planning (ERP) and Global Positioning System (GPS) are widely adopted.

Talent management

China is facing a severe shortage of talent, particularly for managerial and executive roles. A wider
take-up of higher education is creating a larger pool of mid-level managers, but demand is still
outstripping supply. The need for talent at these levels is growing as foreign companies enter and
expand their operations in China.

The talent shortage at middle and senior managerial levels is a major problem for domestic and
foreign-invested companies in China. Being unable to find and keep the right people has hampered
their business growth. Enterprises in China need to find new ways of understanding employees’ needs
and expectations, taking into account Chinese values and culture, so that they can develop successful
employee attraction and retention strategies.

Foreign companies in China need to adapt to the local environment and rethink their working
practices, taking Chinese culture into account, and resist the urge to impose blindly Western
management concepts and practices on their Chinese employees.

Most of the Chinese employees do not just want a large wage packet. They are also looking for
opportunities to advance and develop their career, better remuneration and benefits, and quality
leadership and management. Their hunger for knowledge is so great that they are eager to and expect
to learn at a much faster pace than their counterparts in developed countries. Enterprises in China
need to invest heavily in creating a learning organization. A variety of training programs can be
provided, ranging from classroom training and workshops, on-the-job training, best practices sharing,
management training courses, to joint programs with local business schools. Motorola provides a good
example. Motorola contractually requires expatriate managers to train a local successor within two to
three years. As a result, 84% of Motorola’s middle managers in China are now Chinese nationals, up
from only 11% ten years ago.
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Providing competitive remuneration and benefits packages is also important. Enterprises should
disregard developed countries’ global guidelines for salary reviews that are irrelevant in developing
countries. Frequent salary reviews are essential to stay in line with the market rates in China.

Survival of the fittest

Making profit in China is no easy task. In this highly competitive market, only the fittest will survive. As
enterprises in China intensify efforts to improve their fundamental strength, we believe an overall
upgrade across industries will take place, benefiting consumers, enterprises and society as a whole.

“Rising labor and land costs in China are squeezing the profits margin of enterprises. Stringent cost
control, exploring new source of growth, and improving energy efficiency are becoming the new focal

points among enterprises.”
- Guo Geping, Chairperson, China Chain Store and Franchise Association.
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9. Oversupply of commercial property —-mounting vacancy and swelling
bubble
rERhER 0 KENE ' RO

C ommercial property investment in China has soared by an average annual rate of 28.9% in the
past five years. By the end of 2005, 39 million square meters of commercial property were
vacant according to the National Bureau of Statistics (NBS). Meanwhile, new construction is adding to
the vacancy rate and fuelling the property bubble. As commercial property investment is mainly
supported by bank loans, the potential bubble burst may turn into a banking crisis. On the other hand,
blind and duplicate constructions have led to a waste of land and commercial resources as well as
cutthroat competition among retailers. Poor property management is also exacerbating the situation.

Massive oversupply of commercial property especially retail property

According to China Index Research Centre ( PEI3EE 5Pt ), supply of commercial property has
been growing rapidly in all major cities, but the sales growth has failed to keep pace with the surging
supply and thus has resulted in high vacancy rate. Looking at the citywise sales/ supply ratio of
commercial property, except for Shanghai whose ratio stood at 92%, the ratio of all other major cities
remained low: Beijing 32%, Guangzhou 50% and Shenzhen 42%. Taking Beijing as an example, in the
first-half year of 2006, supply of commercial property in the city grew by 79% but the demand growth
was only 37%.

There is a massive oversupply of retail property, especially hypermarkets, shopping malls and
commercial streets. At present, the total area of shopping malls in China reaches 40 million square
meters, a level far too high to be supported by the present spending power of the Chinese consumers.
According to the statistics of China Commercial Walking Street Committee (CCWSC), in all above-
county-level cities throughout China, there are altogether 3,000 commercial streets, with total stretch
and area exceeding 1,800 kilometers and 150 million square meters respectively.

The rush for commercial property investment is not confined to major cities. In fact, many second- and
third-tier cities are also pouring money into local property projects. The soaring investment in
commercial property sector, from some experts’ view, has caught enormous attention of the Chinese
government. It is likely that the Chinese authorities will formulate a series of tightening policies aiming
to curb investment in commercial property sector.
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" Who's fuelling the swelling bubble?

Investors of all types

The commercial property market has attracted various sources of investment— domestic and foreign
institutional investors and commercial property developers, domestic commercial enterprises,
residential property developers, etc. In fact, since the Chinese government implemented the tightening
policies on property market earlier this year, which mainly affect the residential property sector, some
residential property developers have shifted their investment to commercial property area and this
trend is set to continue and grow in the coming year. Another driving force behind the shift is that the
profit margin of commercial property development is usually 5-10% higher than that of residential
property. Foreign institutional investors are also aggressive in investing in commercial property amid
the wide speculation of the re-valuation of renminbi.

The local governments

Some local governments have played a role in the soaring investment in commercial property sector.
To seek short-term benefits, attract investment, increase government revenue and improve
administrative performance, many local governments are eager to introduce large-scale retail property
projects to their localities. Actually, proceeds of land sales have become one of the major sources of
income for many local governments. In some cities and counties, the land transfer proceeds have
made up around 35%, and some even 60%, of the total government revenue. This also drives local
governments to boost land price as higher land price means higher land transfer payment.

Constructing retail properties and commercial streets, especially the large-scale ones, are widely
regarded as a way to attract investment, demonstrate administrative performance and boost city
image. Therefore, some local governments have been lenient in approving large-scale commercial
property projects and have even offered privileges to attract property investment without taking local
spending power into account.

Problems with China’s retail property development
Poor property management in terms of mindset, know-how and expertise

The mentality of making money fast of both retail property developers and investors is making the
situation worse. Many retail property developers in China are ill-prepared for their investment. Many of
them rely on bank loans and sales proceeds to pay for the huge upfront investment of the property
projects. To ease liquidity, it is common to see them selling the retail properties in pieces even before
the constructions are completed. To increase public exposure and boost sales, many of them are
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generous in marketing budget, which usually accounts for 2-3% of the projected sales. Exaggerated
claims of high investment return of 10-15% can be commonly found in the promotional activities. Many
inexperienced individual investors, lured by the high promise, have rushed to borrow loans from banks
and invested in these properties. In many cases, the individual investors would only find that the
promise was not delivered and they have lost most of their money. For example, the Bixi Furnitures
Square in Beijing claimed that every single store in the square could generate annual rental income of
19,000 yuan and the developer would buy back the store at the original price three years later. These
claims have attracted many investors. By October 2004, around 2,000 investors have bought 5,000
stores. However, at last the developer failed to keep its promise and was later sued by over 200 store

owners.

In fact, developing retail properties in this way is detrimental to the whole industry. Many retail property
developers in China are used to sell their properties in pieces to small and medium investors, while
most of the well-developed retail property developers in foreign markets never sell their properties in
pieces and maintain strict centralized management. This practice has often resulted in poor property
management, poor image of the retail properties, uneven store mix, and messy operation, which
adversely affect the sales and lease performance of the properties as well as discourage consumer
flow and harm the business of the tenants and owners.

Sound property management is the key to success, especially in retail property sector. Only with
comprehensive planning and excellent management can a retail property maximize and increase its
value. By way of illustration, for a shopping center to succeed, a unique market positioning should be
identified and all leasing arrangement, shop design, tenant mix, marketing and promotion, etc, should
be in line with the positioning.

Many property developers in China pay no attention to property management. A mentality change is
essential. And as a matter of fact, there is a serious shortage of property management experts, which
has greatly hindered the development of the sector.

Blindly pursuing “scale”

In China, many developers hold the view that larger area will generate higher return. Therefore, it is
common to find shopping centers with operation areas exceeding 100,000 or even 200,000 square
meters in China. With such a huge area, it is extremely difficult for the developers to fill up all the
vacancies and have their investment paid back. Many of these shopping centers were initially
positioned at the high-end market. However, most of them failed to offer high-end shopping
environment at the end. Besides, attracting premium tenants is never easy as these tenants have high
level of requirements of the retail sites. Faced with these difficulties and with shortage of fund, many of
the developers have to downgrade their properties to attract tenants.
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Commercial property bubble takes it toll on the economy
A waste of land and resources

The initial investment of a commercial property project usually costs from tens to hundreds million
yuan. Besides, once a property is constructed, it cannot be easily demolished. Therefore, the high
vacancy rate will lead to a waste of land, resources and a huge sum of money.

Affecting the whole commercial development of the city

Blind and duplicate retail property investment without taking local spending power, population,
consumer profile and the overall urban planning into consideration will adversely affect the whole
commercial development of the city. The oversupply of retail property in the business centers will also
lead to vicious competition and will greatly squeeze profit margin and affect the overall performance of
the retail stores.

The risk of banking crisis

The potential burst of the bubble may trigger a serious domino effect, especially if a banking crisis
occurs since banks typically have a heavy exposure to real estate. According to industry sources, total
bank loan on commercial property is estimated to be at least 180 billion yuan. Falling property prices
will lead to a sharp increase in banks’ non-performing loans. The value of the collateral will shrink as
well.

Effective property management is crucial to bring about an all-win situation

Some retail properties like Shanghai Xintiandi and Hang Lung Plaza have achieved tremendous
success in China. All of them have sound and centralized property management which enable them to
have distinctive market image, good tenant mix, enjoyable shopping environment and effective
marketing campaigns. Effective property management is crucial to bring about an all-win situation to
the developers, retailers as well as consumers. Retailers should be cautious when selecting retail sites
and pay special attention to the ownership structure of the retail properties. Retailers are advised to
avoid choosing those retail properties that do not have centralized ownership and management.

; Secretariat of the Expert Committee of
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A more orderly development is called for

With rapid urbanization and economic growth, there will be high demand for commercial property in
the long run. However, the explosive growth of commercial property constructions over the past years
has already resulted in high vacancy rate. Most importantly, the market is full of investors who want to
make easy money, resulting in a lot of blind and duplicate investment. A property bubble is in the
making. A new round of tightening policies from the government is expected. It is high time retail

property developers attached more importance to property management, which is crucial for the
success of retail properties.

“Retail property developers need to rethink on their expansion strategies. Instead of soley focusing on
constructing retail properties, they should place more emphasis on property management.”
- Dong Li, Secretary General, China Commercial Walking Street Committee.
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10. Restructuring and upgrading of commodity exchange markets gathering
pace
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C ommodity exchange market is a unique type of distribution channel in China. These markets
mushroomed in the 1980s after the country’s economic reform and played a significant role in
China’s distribution system. In recent years, these markets have greatly augmented their strength with
a series of consolidation, reorganization and enhancement. Experts believe that the restructuring and
upgrading of these markets will gather momentum in coming years with wider adoption of information
technology (IT) and the provision of higher value-added services. An overall advancement is
anticipated.

Commodity exchange markets at a glance

The commodity exchange markets take a pivotal role in facilitating commodity distribution and
enhance the smooth flow of commodities from manufacturers to wholesalers, retailers and consumers.
These markets sprung up in nearly every province from the early 1980s to the late 1990s.

This special type of distribution channel takes various forms—retail-oriented agricultural produce
markets, general merchandise markets, specialized commodity exchange markets engaging in both
wholesaling and retailing, as well as some regional, national or even global sourcing centers like
Yiwu’'s China Commodity City, to name a few. Many of these markets are important sourcing bases to
both domestic and global enterprises.

On the other hand, in smaller cities, rural towns and villages, where disposable is low, and
infrastructure and commercial facilities are underdeveloped, the commodity exchange markets serve
as an important distribution channel for low-priced basic necessities.

Problems facing the commodity exchange markets

Commodity exchange markets in China are generally small and fragmented. Many of them lack the
financial strength to improve the trading facilities such as warehouses and storage facilities. For
instance, many food warehouses lack the essential storage infrastructure and refrigerators to keep
their food fresh and hygienic.

On the other hand, some of these markets are poorly managed. Substandard hygiene, fire safety,
security and logistics services are some of the reasons why some markets have recorded low
transaction volume and decreasing number of tenants. In particular, the selling of counterfeit and
smuggled goods has tarnished their image and undermined buyers’ confidence.
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Overall upgrading despite slight drop in number

In 2005, the total number of commodity exchange market dropped slightly to 3,323 from 3,365 in 2004.
However, the total transaction volume recorded a 15% growth from 2,610 billion yuan to 3,000 million
yuan last year, indicating that consolidation is taking place and the scale of the markets is increasing.

In fact, commodity exchange markets in China have improved in many ways and the experts foresee
that the modernization and restructuring will accelerate in coming years.

Quickening modernization and upgrading
Higher market concentration

Market consolidation is set to continue for sometime. While the more efficient ones are expanding their
businesses, the inefficient ones are being closed down, merged or taken over by their counterparts,
resulting in higher market concentration. In 2005, there were 613 commodity exchange markets with
transaction volume exceeding 1 billion yuan, 90 more than the previous year. The total transaction
volume rose to 2,200 billion yuan.

Widespread use of information technology

The widespread adoption of IT has greatly facilitated the development of commodity exchange
markets in China. By fostering the flow of information, tenants are allowed to provide up-to-date and
accurate market information to their suppliers and clients and thereby be more responsive to market
changes. The use of IT also enables many commodity exchange markets to improve efficiency and
reduce operation cost.

Moving up the value ladder

Apart from acting merely as a trading platform, many commodity exchange markets in China have
been upgrading themselves by offering a variety of higher value-added services. For example, some
markets now offer comprehensive supporting services including logistics and transportation,
packaging, processing, warehousing, promotion, information sharing, policy consulting, business
registration and so on. Some commodity exchange markets have also worked hard to strengthen
management, product portfolio and shopping environment.

Yiwu’s China Commodity City (CCC) is one of the most successful commodity exchange markets in
China, which has upgraded itself from a traditional wholesale market to a global sourcing centre and
showcase for general merchandise. The annual Yiwu International Commodities Fair, held by CCC,
has attracted thousands of buyers from around the world.
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Stronger government support

Many government officials now realize the importance of commodity exchange markets to economic
development, and have started to implement plans and policies to facilitate the development of these
markets. Indeed, for a long time, some government officials and scholars perceived commodity
exchange markets as backward and redundant. Therefore, many provinces and cities do not have
concrete plans and policies to develop these markets.

Stronger government support should help better regulate the commodity exchange markets and speed
up their modernization. As stipulated in the national city commercial development plan released by the
Ministry of Commerce (MOC), cities are now required to consider factors such as population
distribution, consumption demand, transportation capacities, and environmental impacts before
building any commodity exchange market in order to avoid duplication of infrastructure and achieve
economics of scale. Many cities are now considering and implementing plans to restructure or relocate
their respective commodity exchange markets. For example, some commodity exchange markets in
Beijing and Guangzhou have been relocated to areas closer to highways, railway stations, piers, and
to where land cost is cheaper and more parking and storage places are available.

Facilitating sourcing in China

The quickening modernization and upgrading of the commodity exchange markets, together with
government support, should foster the development of modern and efficient global sourcing centers,
thereby facilitating foreign investors’ sourcing activities in China.

“Commodity exchange markets are scaling up their operation and becoming more professional. By
making use of information technology and the Internet, these markets have streamlined their business
operation, enhanced the communications with suppliers and customers and made online transactions
feasible.”

- Hong Tao, Professor, Beijing Technology and Business University.
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