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Foreword

China is a market not to be missed by investors today. With strong fundamentals - impressive

economic growth, bourgeoning middle class, accelerating urbanization and government efforts to

promote orderly development of the market, China’s commercial market is set to generate enormous

development opportunities.

To help commercial enterprises better prepare for the new growth opportunities as well as challenges,

the Expert Committee of the China General Chamber of Commerce (ECCGCC  

) joined forces with Li & Fung Research Centre ( ) of the Li & Fung Group for

the fourth year to launch the “Ten Highlights of China’s Commercial Sector, 2007-2008” (the Ten

Highlights).

The Ten Highlights, of which selection and dissemination are conducted annually, offer 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 2007 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.
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Chapter 1   Introduction

Selection of “the Ten Highlights of China’s Commercial Sector 2007-2008”

The ten highlights of China’s commercial sector for 2007 and 2008 were identified after a series of

voting and in-depth discussions. This year, views of over 180 top-tier experts were collected.

This event is organized by the Expert Committee of the China General Chamber of Commerce

(ECCGCC ), a prestigious association comprising government officials,

prominent scholars, and top management of commercial enterprises in China.

Li & Fung Research Centre is delighted to publish this report together with the Secretariat of the

ECCGCC; we hope our readers can grasp a bird’s eye view of the key development trends of China’s

commercial sector.

About the Organizations

The China General Chamber of Commerce

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 retail, 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.; it also 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

The Expert Committee of the China General Chamber of Commerce (ECCGCC), a sub-division of the

CGCC, comprises over 180 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.
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ECCGCC serves as a platform for the experts to exchange ideas on the development of commercial

enterprises and the distribution sector.

Li & Fung Group

The Li & Fung Group is a Hong Kong-based multinational company with three distinct core

businesses: export trading, distribution and retailing. Founded in Guangzhou in 1906, the Li & Fung

Group achieved an annual turnover of around US$10 billion in 2006. Today, the Li & Fung Group

operates in some 40 countries and regions and employs over 25,000 people worldwide. One of its

core competencies is “Supply Chain Management” (SCM).

Li & Fung Research Centre

Li & Fung Research Centre is the research institute of the Li & Fung Group. It serves as a knowledge

bank on China’s economy, industries, logistics and distribution sector, with its research scope covering

the whole spectrum of the entire supply chain, from ideas, production, distribution, retailing to

consumers. It also offers research analyses and consulting services to internal colleagues and

external clients to assist them in their day-to-day decision-making.

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.
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Chapter 2  Executive Summary

Rosy Prospects

In recent years, China’s commercial sector has been evolving at a rapid pace. With impressive

economic growth, rising wealth levels, continuous market liberalization and government efforts to

boost domestic consumption, China’s commercial sector presents rosy development prospects.

A rapidly growing consumer market

Fuelled by upbeat consumer sentiment on the back of China’s robust economy and buoyant stock

market, total retail sales in China are growing by leaps and bounds. And the trend is set to continue in

coming years. It is expected that the forthcoming 2008 Beijing Olympics will generate tremendous

opportunities for the service sector and further boost consumption sentiments.

Rural market gaining real attention

In recent years, rural commercial developments have made great strides with major government

initiatives to increase rural income and fundamentally improve the commercial landscape in the

countryside. This year, we are delighted to see some big-name enterprises such as Procter & Gamble

and Carrefour joining the Rural Retailing Network Project ( ), a major project launched by

the Ministry of Commerce (MOFCOM) to introduce chain operations in the vast interior. This provides

a win-win situation for all parties involved—marketers can grasp a better understanding of the rural

retailing scene and help their brands penetrate the huge market; meanwhile, rural retailers can benefit

from the advanced management skills brought in by leading companies. We believe in the end, rural

consumers can enjoy more quality products at lower prices.

Besides, the MOFCOM launched the Agricultural Produce Wholesale Market and Distribution

Company Development Project ( ) in 2006, aiming to facilitate the distribution of

agricultural produce to various markets. Rural distribution efficiency has gradually improved.

Development of community commerce gaining momentum

As Chinese consumers increasingly demand shopping convenience and better living environment,

thorough planning and development of comprehensive commercial businesses in the residential

communities is being called for. In view of this, the MOFCOM launched the Commercial Business

Development Project ( ) in early 2006, hoping to facilitate community development,

increase local employment and stimulate consumption through developing a host of commercial

businesses in residential communities.
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developed when comparing with many advanced economies, enterprises should expect further

regulatory changes in the near future. It is a must to keep constant track of latest rules and regulations

and be flexible in adjusting your business to changes accordingly.

Today, inputs from the business sector and the public are essential in aiding the country’s commercial

developments. As industry organizations play bigger roles in complementing various government

departments to regulate commercial market developments and draft industry standards, enterprises

should leverage on relevant industry organizations to reflect their views to the government

departments.

Differentiating yourself

To stand out from the rest in the increasingly sophisticated Chinese marketplace, enterprises must

differentiate themselves by sharpening their core competence, identifying the right market positioning

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.

Branding holds the key to win customers

Chinese consumers are increasingly brand-conscious. To win market share, enterprises need to focus

more on brand building. China is a market with many economies—there is no one-size-fits-all

marketing approach. Hence, it is crucial for enterprises to fully understand the needs of their target

groups and plan their marketing strategies accordingly. Don’t underestimate the value of referral

business brought by satisfied customers in China as Chinese consumers are generally more easily

influenced by words of mouth.

Keeping an eye on quality and consumption safety

People in China today place growing emphasis on consumption safety. Not only is the government

keen to promote consumption safety, there is also greater monitoring from the media and the more

discerning consumers. Enterprises should be cautious about compliance and quality issues. In this

regard, optimizing the supply chain operations, which then enables better monitoring of inventories

and facilitates end-to-end traceability, is important.

Another point to note is that safety standards in China can be vastly different from those in other

countries. There have been numerous examples where foreign retailers and brand owners get

frustrated by having their products banned for sale in China, even though their products meet the

international quality standards. Hence, enterprises should check with relevant parties to ensure that

their products meet with the local standards in China.
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Chapter 4 The Ten Highlights of China’s Commercial

Sector, 2007-08

1. An ever-growing retail sector—retail sales rising at the fastest pace in a decade

Over the last two decades, China’s retail sales of consumer goods have been growing at an

impressive rate. Rapid economic growth, accelerating urbanization and improving living

standards have given Mainland consumers strong impetus to expand their consumption mix and trade

up to higher quality goods and services. The burgeoning stock market, on the other hand, has brought

huge fortune to many Chinese people. All these have contributed significantly to retail sales growth

over the years and will continue to bring immense opportunities for the retail sector. Moreover, it is

expected that the upcoming 2008 Beijing Olympics will further stimulate service consumption; retail

sales in China are set to grow at the fastest pace in a decade.

Rapidly growing retail sales

China’s retail sector has witnessed phenomenal growth in the past decade or two. In 2006, the sector

registered a steady and relatively fast growth, with total retail sales hitting 7,641 billion yuan, rose by

13.7% in nominal terms over the previous year. Looking at total retail sales by sector, wholesale and

retail trade sector grew by 13.7% year-on-year (yoy) to reach 6,432.6 billion yuan; and the catering

sector grew by 16.4% yoy to reach 1,034.5 billion yuan.

China’s retail sector is expected to grow further in the coming years. Some experts predicted the

yearly growth rate to hit 16% by the end of 2007 – the quickest pace in a decade. Indeed, according to

latest figures released by the National Bureau of Statistics (NBS), the growth of China’s retail sales of

consumer goods further accelerated to 17.1% yoy in August, compared favorably with 16.4% yoy in

July and 13.9% yoy in June.

Major drivers for retail sales growth

An increasingly consumption-driven economy

In the past, China had aggressively pursued a policy of investment-led growth. This policy has been

very successful in fuelling over two decades of high growth and improving the incomes of large

number of Chinese residents. The investment-led approach, however, has created imbalances in both

the Chinese economy and the world economy – like the underdevelopment of China’s domestic

consumer market, a heavy reliance on exports for growth and the consequent imbalance in world

trade. Hence, China is actively seeking to rebalance its economic development towards consumption.
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Nowadays, however, investment still plays a bigger role in driving China’s economic growth. The

economy in 2006 was still more ‘investment-driven’ rather than ‘consumption-driven’ – one important

manifestation was the higher growth rates of fixed asset investment (23.8%) over retail sales of

consumer goods (13.7%); nonetheless, a gradual shift in the economic growth path is expected. Fixed

asset investment growth is likely to slow down steadily in the near future, against the backdrop of more

conservative fiscal and monetary policy, as well as a series of tightening measures put forward to curb

overheated and non-preferred investment.

Some economists believed that domestic consumption will gradually become the main growth engine

for the Chinese economy, with investment growth expected to decelerate. This is in line with the

government’s belief that consumption, rather than investment, shall become the major engine for

economic growth by 2020.

Meanwhile, the government has been putting more and more efforts to boost income growth and

encourage consumption, particularly in rural areas. To stimulate rural consumption and create a

harmonious society, the government has accelerated the market building projects such as the Rural

Retailing Network Project ( ) and adopted favorable tax policies in the rural areas. These

policies have greatly improved farmers’ income and retail sales in rural areas.

Upgrading consumption structure

Strong economic growth, rising disposable income and rapid urbanization have reshaped the mentality

of Mainland consumers.

Economic prosperity gives Mainland consumers strong impetus to spend more and trade up to higher-

priced and better-quality products and services. With increasing spending power, Chinese consumers

are eager to improve their overall quality of life. The burgeoning middle class, in particular, is a major

force fuelling consumption structure upgrade in the country. It is estimated that the number of middle-

class Chinese has risen by almost 15 million in the past two years to 80 million today, accounting for

6.2% of the population.

As mentioned, Chinese consumers have expanded their consumption mix. They no longer focus solely

on improving basic living conditions, but also look for high-value products and services that can

improve their overall quality of life. This has resulted in strong demands and sales of a wide range of

goods and services. Urban residents are keen to purchase more big-ticket items such as cars,

housing, jewelry, mobile phones, holiday abroad, etc.; and rural residents, on the other hand, are

demanding more durable goods and spending more on education.

The changing consumption patterns have created a number of consumption hotpots, such as

automobile, jewelry, traveling, telecommunications and related products, catering services and

education, which are the major contributors to domestic consumption growth.
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Stock market mania

China’s stock market is soaring to unprecedented heights. The Shanghai Stock Exchange composite

index has shot up 96% from around 2,000 in the beginning of this year to 5,300 in early September;

while the Shenzhen Shenzhen Stock Exhchange’s benchmark has shot up more than 168%. The

combined market value of shares listed in the two stock exchanges has surpassed the country’s GDP.

Over the year, many Chinese people have rushed to open trading accounts to bet on the stock market.

According to the China Securities Depository and Clearing Corporation, the number of trading

accounts has soared by 30% over the past year to over 100 million. Many people have made great

fortunes in the burgeoning stock market – this inevitably helps boost retail sales as people have more

money to spend.

2008 Beijing Olympics

China is going to host its first-ever Olympic Games in Beijing next year. It is expected that the 2008

Beijing Olympics will bring tremendous opportunities to the service sector and further drive up retail

sales. Among various service industries, tourism is set to be the major beneficiary. Some tourism

experts estimated that an extra 2 million tourists will visit Beijing during 2008, and 200,000 of whom

will be from overseas.

Booming tourism will promote the development of many other service industries such as catering and

hospitality, retailing, cultural services, etc., thanks to additional tourist spending. It is estimated that

each foreign tourist will spend US$1,050 (the average amount spent by foreign tourists in China in

2000 was US$ 650) in Beijing during the Olympics, while domestic tourists on average will spend

US$150. The total additional revenue is estimated to be nearly US$ 963 million.

Moreover, the 2008 Beijing Olympics is expected to stimulate inbound travels within the whole country

as well. According to a survey jointly conducted by the Pacific Asia Travel Association and Visa

International Asia Pacific, 90% of the respondents planning to visit Beijing for the Olympics will also

visit other Chinese cities if time permits.

Supported by strong marketing efforts, the 2008 Beijing Olympics will bring a heightened level of

worldwide interest in China. It is expected that the country will continue to attract more visitor arrivals

in the years following the Games.

Strong retail sales reflects high inflation?

Undeniably, retail sales in China have witnessed strong growth over the years. Yet, some economists

believed that China’s strong retail sales figures reflected high inflation to a certain extent, but not

necessarily quick underlying growth. According to the NBS, the Consumer Price Index (CPI), a key

indicator of inflation, rose by an average of 3.5% yoy in the first six months of the year, which was well
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above the government’s target of 3% for the whole year. The inflationary pressure is expected to

continue in the second half of the year with CPI in August accelerated to an 11-year high of 6.5% after

hitting 5.6% in July. The rising CPI is one of the major contributors to the strong numbers.

“With strong economic growth and rising disposable income, retail sales are expected to

maintain its growth momentum in the coming year. The forthcoming 2008 Beijing Olympics will

bring tremendous opportunities to various service industries such as tourism, hotel industry,

catering industry, etc., which in turn will further drive up retail sales.”

—Ren Xing Zhou, Senior Research Fellow and Director, Institute of Market Economy,

Development Research Centre of the State Council.
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2. Growing concerns about the food industry among government authorities and

consumers

Food-related issues have been one of the top concerns among government officials as well as the

general public over the past year. Led by surging pork prices, food prices in general have been

increasing rapidly in previous months, driving the consumer price index (CPI) up to the highest level in

a decade. Food safety issues, on the other hand, have also aroused international concern following a

series of domestic food and export food scandals.

Food price hikes grasping huge attention

Pork is a staple food in China, accounting for 65% of all the meat consumed. Meanwhile, China is one

of the largest meat producers in the world. In 2006, the country produced 52 million tons of pork, more

than 53% of the total world output.

Pork prices have soared after a large contraction in stockbreeding in 2006. Pig farmers cut their

production due to rising feed grain prices - global grain prices surged enormously as a result of the

increasing demand for alternative fuels, including ethanol and bio-diesel. On the other hand, outbreaks

of the fatal “blue ear” disease or Porcine Reproductive and Respiratory Syndrome also reduced the

stock of pigs. According to the Ministry of Agriculture, pork prices surged 86.5% in August 2007 when

comparing with the same month in the previous year.

Mounting consumer price pressures

Led by the rising prices of pork, food prices have been climbing in the previous months, driving the

CPI in August 2007 up to the highest level in 11 years. The prices of food, which account for 34% of

the CPI, rose by 18.2% year-on-year (yoy) in August, while non-food items rose by 0.9%. Among the

foodstuffs, meat and meat products saw the biggest increase, up 49%, followed by a 34% hike in

edible oil, a 23.6% rise in eggs and a 6% rise in grains. The CPI for the first six months of 2007 also

grew by an average of 3.2%. The growth was well above the government’s target of 3% for the whole

year, putting pressures on the government to look into the matter seriously.

However, some economists believed that the pork-inspired inflation would not pose a serious threat to

the larger economy because after stripping out food from the CPI, core inflation was just 0.9%. They

believed the CPI will become stable when pork supply resumes normal.
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Rising food prices upset consumers

Continual food price hikes over the year has created alarm among many Chinese people. A recent

survey of 2,538 people in 29 Chinese provinces conducted jointly conducted by the China Youth Daily

and Qtick.com shows that 92% of respondents indicated that they have been affected by the rising

food prices to some extent. 78% claimed that the rise has negatively impacted their consumption

interests.

Remedies taken by the government

The government is highly concerned about the recent surge in food prices - pork prices in particular -

and has taken a number of measures to ensure the availability and affordability of pork to consumers.

To ensure adequate supply of pork in the market, the government has been subsidizing pig breeders

since the end of 2006. Since a typical breeding cycle normally lasts for about 18 months, it is expected

that pork supply will only improve noticeably in the second quarter of 2008.

Besides, the government has also announced plans to increase domestic grain supply so as to reduce

the country’s reliance on imports and thus be less affected by rising global grain prices. It has

announced plans to spend 320 million yuan on 12 projects to increase annual output of corn, wheat

and rice; as well as to develop and use better seeds and employ more sophisticated production

technology.

To better monitor the trend of changing food prices, a special task group led by the National

Development and Reform Commission has been formed. Members include the Ministry of Finance,

Ministry of Agriculture, Ministry of Commerce, General Administration of Quality Supervision,

Inspection and Quarantine, and State Administration for Industry and Commerce. The major

responsibility of the task group is to keep a close watch on food prices and come up with

countermeasures if necessary.

Food safety issues also high on agenda

Apart from food price hikes, the quality and safety of food products have also caused huge concern

among many. Fake and sub-standard food products have triggered a spate of health concerns among

consumers at home and abroad. For instance, in the first half of 2007, China has encountered a series

of international criticism over the state of its food. For instance, the US Food and Drug Administration

announced at the end of March that pet food imported from China had caused the deaths of cats and

dogs. It also refused contaminated seafood products from China in June, saying that it would resume

imports only until Chinese exporters provide necessary safety certificates.

Admittedly, the problems regarding food safety are deep-rooted. China’s food industry is highly

fragmented; hence, supervision over a large number of food plants is not an easy task. The

overlapping enforcement powers also exacerbate the problem.
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Despite safety concerns, the country’s fast-rising food exports somehow indicate that Chinese food

products are still popular in the international market. According to the General Administration of Quality

Supervision, Inspection and Quarantine (AQSIQ), China exported 24 million tons of food to more than

200 countries in 2006, increased by 13% over the previous year. To be a responsible player in the

market, it is of utmost importance to improve food safety.

Government initiatives

Food safety affects people’s health, consumer confidence as well as the country’s image, the Chinese

government has taken the issue seriously. A number of concrete measures have been carried out

throughout the year.

Regulations and administrative measures on food safety

The government has stepped up its efforts to tighten industry regulations regarding food safety and

product quality. The followings are some of the latest regulations and administrative measures

promulgated.

Special Regulation on the Supervision of Food and Product Quality

The State Council published the Special Regulation on the Supervision of Food and Product Quality,

which took effect on 27 July 2007. The Regulation aims at intensifying the control over food producers

and distributors. As stipulated in the Regulation, local governments at county level and above are

responsible for the supervision of food product safety. Moreover, inspection and quarantine authorities

should establish a file record system for Chinese food exporters after site-inspections and submit the

records to the media on a regular basis. On the other hand, food exporters who provide fake quality

certificates or evade quality and quarantine inspections will be fined three times the product’s value.

Administrative Measures on Food Safety ( )

To strengthen the monitoring of food production, the Ministry of Commerce promulgated the

Administrative Measures on Food Safety earlier this year, which took effect on 1 May 2007. The

Measures clarify food wholesalers and retailers’ responsibilities in safeguarding food safety. The

Measures also stipulate that for wholesalers and retailers to engage in on-site food production, their

site environment, facilities and equipment should comply with relevant standards.

Administrative Measures on Export Food Labeling ( )

Recently, the AQSIQ promulgated the Administrative Measures on Export Food Labeling. With effect

from 1 September 2007, all food exports that have passed the inspection by China’s entry-exit

inspection and quarantine authorities must bear inspection and quarantine labels on their sales

packaging and transport packaging. All labels should carry detailed product information such as

producer’s name and address, batch number, production and expiry date, etc.
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White Paper on Food Safety ( )

The State Council issued its first White Paper on Food Safety in July 2007. The White Paper lists out

the Chinese government’s efforts in enhancing the level of food quality, such as intensifying

supervision on the quality and safety of agricultural products, establishing and implementing market

access systems for food quality and safety, improving the Food Safety Credit System, establishing a

national food recall system, facilitating information exchanges on food safety issues with government

officials of other countries.

Nationwide campaign to improve food quality

To further improve food safety and quality of goods and ensure public health and interests, the State

Council launched a four-month nationwide campaign in August 2007. The campaign targets farm

produce, processed food, drugs, pork, imported and exported goods and products closely linked to

human safety and health such as toys and electric wires.

The major focus of the campaign is on strengthening law enforcement. Measures include, for instance,

mandatory licensing for all food producers, slaughtering of pigs at designated places, close monitoring

of all agricultural produce wholesale markets and inspection of all raw materials for exported product.

Joint efforts to restore confidence

The government’s efforts to ensure food safety from farm to table are greatly appreciated. However,

tackling food safety problems and rebuilding the country’s credibility and reputation require the

cooperation of all levels of the society. A comprehensive legal framework and more stringent

regulatory control are essential. Above all, the success depends on the discipline of enterprises and

individuals. Joint efforts from all parties are crucial to restore consumers’ confidence.

“China’s pork prices, which have helped push inflation to a 11-year high, won’t come down

significantly until the second quarter of next year. The price hikes should have prompted

farmers to breed more pigs but it will take about 18 months for the piglets to grow into mature

pigs. So I believe that we won’t see a fundamental change (in pork prices) until the second

quarter of next year.”

—Liu Hai Fei, Economist, China Research Institute of Business Economics
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3. Mergers and acquisitions, company restructuring and public listings rapidly

transforming the commercial landscape in China

Marked by the steady rise in company restructuring activities, mergers and acquisitions (M&As)

and active financing of commercial enterprises in the capital market, China’s commercial

landscape has undergone phenomenal changes in recent years. As China’s commercial landscape is

still highly fragmented compared to many developed economies, waves of various deal activities and

restructuring are likely to continue. Meanwhile, the buoyant equity market has also allowed listed

companies to raise funds more easily for further growth and takeovers. Market consolidation and

realignment shows no signs of turning back.

Today, enterprises are beginning to turn their eyes on transitional issues such as post-M&A

management. There is also growing attention in the country on the implications of rapid market

consolidation such as the potential threats to economic health and national security.

Towards a more consolidated commercial sector

Market consolidation and realignment is nowadays a global business trend; China’s fragmented

commercial landscape, growing scarcity of prime retail locations, further opening of its economy

across a wider range of sectors, and government initiatives to boost economic competitiveness have

made the country one of the hottest places for market consolidation activities in the world.

Rising tides of M&As

M&A activities are heating up in China. According to market sources, the number of M&A inbound deals

has climbed by 20% to 808 in the first half of 2007. Indeed, M&A activities have constantly hit the

headlines in recent years. Prominent examples include China Resources Vanguard’s ( )

acquisition of Home World Hypermarket ( ) and Wal-Mart’s acquisition of Bounteous

Co Ltd. ( ) in the hypermarket and supermarket sectors, the acquisition of Home Way (

) by Home Depot in the home improvement sector, and the potential acquisition of

Dabao ( ) by Johnson and Johnson in the cosmetics sector, to name a few.

The government’s initiative to boost the competitiveness of domestic enterprises is another important

driving force. The merger of three local government-run retailers in Hubei—including Wuhan Zhongbai

Group ( ), Wuhan Zhongnan Commercial Group ( ) and Wuhan Department Store

Group ( )—earlier this year was an important step for the government to consolidate the highly

fragmented retail industry and enhance the competitiveness of domestic retailers.

Indeed, M&A has become one of the most common expansion strategies for many commercial

enterprises in China. Without the need to start everything from scratch, M&A offers enterprises an
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attractive alternative to gain immediate market access, reduce head-to-head competition, share

resources and procurement, improve product mix and adjust capacity. Given that China’s commercial

landscape is still highly fragmented, take China’s retail sector as an example, the top 100 retailers in

the country accounted for just 11.2% of overall market share in 2006; the M&A trend is set to continue.

Although foreign M&As in China’s commercial sector have caught most of the public attention,

domestic-to-domestic deals have thus far accounted for the lion’s share of M&As in China. According

to Pricewaterhouse Coopers, the growth in deal volume in China in the first half of 2007 was mainly

driven by domestic-to-domestic deals; foreign M&As, on the other hand, have flattened out.

Capital-raising in the equity market providing an impetus for market

consolidation

Capital shortage has once led to expansion bottleneck for many enterprises in China. But the picture is

changing quickly with investors’ appetite for China-related stocks at home and abroad. As mentioned,

growing numbers of commercial enterprises in China have resorted to the capital market to raise fund

for further growth.

Over the past year, there have been several public listings of China’s commercial enterprises on Hong

Kong and Mainland’s stock exchanges, examples include Beijing Jinkelong ( ), Intime

Department Store ( ), Jiahua Emporium ( ), Belle International Holdings ( ),

Walker Group ( ), Sichuan Xinhua Winshare Chain Store ( ) , New World

Department Store ( ), Times Ltd. ( ) and Bosideng ( ). Gome Electrical

Appliance Group, China’s home electronics retail giant, has also listed its newly issued convertible

bonds in Singapore to fund organic expansion. It is reported that ITAT, Metersbonwe ( )

and the Alibaba Group will soon be listed in the stock exchanges in Mainland China and Hong Kong.

More funds for enterprises to support growth will undoubtedly accelerate market consolidation in

China. But for small- and medium-sized players, tapping funds is much more difficult. In the face of

growing operating pressures, forming voluntary chains and strategic alliances presents a viable option

for smaller players to increase bargaining power, pool resources, enhance sourcing capabilities and

share logistics facilities and information. Strategic alliances and voluntary chains among smaller

players may be another trend in coming years.

Time to put more emphasis on post-M&A and corporate restructuring

management

Despite the growing number of capital-raising and deal activities in China’s commercial sector, one

should not ignore that business fundamentals hold the key to success. In the face of rapid market

consolidation, post-M&A and corporate restructuring management has received increasing attention.
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Smooth business transition requires excellent management capability. In fact, M&A and corporate

restructuring are relatively recent phenomena in China; and they now pose major challenge for many

commercial enterprises. Disputes and failures due to poor risk control and human issues such as loss

of key staffs, culture clash, and poor communication are not uncommon. The public row between

Wahaha, China’s leading beverage firm, and its joint venture partner Danone, has highlighted the

challenges in managing business integration.

Calls to protect domestic players

The increasing popularity of foreign M&As in China has caused alarm among Chinese people. Some

people are concerned that the acquisitions will result in the dilution and demise of well-known Chinese

brands, which will be detrimental for domestic players to move up the global value chain.

In recent years, some high-profile foreign acquisition of well-known domestic brands, have sparked

calls to protect domestic industries. For instance, the potential acquisition of Dabao, one of the best-

known low- and middle- range cosmetics brands, by Johnson and Johnson has drawn much public

debate over the past year. Many people are calling the authorities to speed up the revisions of relevant

laws and regulations governing mergers and acquisitions of domestic companies by foreign firms to

avoid the country’s industrial security being jeopardized.

In fact, the Provisions on Foreign Investors’ Merger and Acquisition of Domestic Enterprises (

) came into effect last year has stipulated that foreign investors must seek

approvals from the Ministry of Commerce if their purchases of domestic companies will probably affect

national economic security, involve major industries or lead to foreign control of famous domestic

trademarks and brands. The long-awaited Anti-Monopoly Law, which will take effect next year, also

has similar clauses.

Conclusion

Looking ahead, the momentum of corporate restructuring, M&A activities and active financing of

commercial enterprises in the capital market shall remain strong in China; China’s commercial sector

will become increasingly concentrated. We believe enterprises will place more attention on post-M&A

and corporate restructuring management so as to achieve synergy.

“Many companies have sought to increase their competitiveness through mergers and

acquisitions and public listings. Nonetheless, we shall never ignore that business

fundamentals hold the key to success. In the end, only those who can constantly transform

their business to meet new demands will win.”

—Zhang Shi Yao, Chairman, China Institute of Business and Economics
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4. Foreign commercial enterprises looking for new growth paths in China

Foreign commercial enterprises have entered a new phase of development in China. To enhance

autonomy and flexibility, many early movers are now heading towards full ownership of their

businesses. Besides, foreign commercial enterprises have demonstrated growing confidence in their

businesses in China—from extending their footprints in China’s hinterland to actively seeking merger

and acquisition (M&A) opportunities to tapping the mass market; many have adjusted their business

strategies for a bigger share in the market.

Foreign players are keen to explore further opportunities in China. Nonetheless, they are facing a new

set of challenges such as the unification of corporate income tax in 2008, the emergence of stronger

local rivals, and the new challenges in lower-tier cities and the rural market.

Striding towards full autonomy

The momentum for foreign commercial enterprises seeking to become wholly owned in China has

been strong since the liberalization of China’s commercial sector in 2005. In particular, many early

movers in China now take advantage of the eased restrictions that previously limited foreign

ownership and turn into wholly-owned enterprises. For instance, renowned department store chain

Parkson from Malaysia acquired 100% stake of its Anshan and Mianyang joint ventures earlier this

year; and is planning to buy the remaining stakes of its 11 joint ventures by 2012. Starbucks is another

example. It is reported that Starbucks will soon buy out its Beijing joint venture to achieve greater

operation efficiency.

Looking ahead, as many foreign commercial enterprises have familiarized themselves with the

business environment in China, the trend towards full autonomy is likely to continue.

Marching into China’s hinterland

In the past, investment was largely concentrated in coastal cities like Beijing, Shanghai, Guangzhou

and Shenzhen. But today, in view of the intensifying competition and steadily climbing operation costs,

many foreign players are exploring further opportunities in other regions. Lower-tier cities and even the

largely untapped rural market are now on the players’ radar screen. Carrefour, for example, has

already set foot in some county-level cities such as Kunshan and Changshu in Jiangsu Province.

Indeed, as China’s economy continues to grow, wealth is trickling down to other regions. Besides, the

Chinese authorities’ continued efforts to promote balanced economic growth, such as providing tax

incentives for foreign investors in western China and the launch of the Rural Retailing Network Project

( ), have invited foreign players to set foot further inland. Last but not least, the ever-

improving logistics and infrastructure development in China is also prompting the expansion of foreign
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players in China. Lower-tier cities such as Chongqing, Chengdu, Dalian, Tianjin, Wuhan and Xi’an etc,

are emerging as popular investment spots.

Seeking M&A opportunities

M&A is a fast track to access the world’s fastest growing economy in the eyes of many foreign

commercial enterprises. Foreign M&As are most prominent in sectors that are effectively deregulated,

such as the retail sector. Market forces are now driving rapid consolidation of the sector. China

Resources Vanguard’s ( ) acquisition of Home World Hypermarket ( )

and Wal-Mart’s acquisition of Bounteous Co Ltd. ( ) in the hypermarket and supermarket

sectors are recent examples. In the cosmetic sector, foreign brands often resort to acquiring

established domestic firms to complement their existing portfolio and win a broader appeal in the mass

market. Apart from the potential acquisition of Dabao ( ) by Johnson and Johnson, Germany-

based Beiersdorf AG, the brand owner of Nivea, is reportedly to be in talks with the domestic C-Bons

Group to acquire four of its cleansing brands.

Given that overcapacity still reins in many of China’s industry sectors, M&A is a growingly preferred

option to green-field investments for companies to avoid adding further capacity. Nonetheless, it

should be admitted that foreign enterprises’ acquisition of established domestic firms has drawn

growing concerns in China. Some academics in China described the acquisitions of well-known

domestic firms by foreign players as “beheading purchase”, worrying that the rising tides of foreign

M&As would discourage domestic firms from moving up the global value chain, and threaten the

country’s economic security in the long run.

Expanding beyond the high end consumer market

Many foreign players had previously focused on China’s most affluent consumer segment to avoid

tough competition in the lower end markets. Today, in many consumer goods sectors from apparel to

cosmetics to mobile phones, foreign players are grabbing significant share in the most profitable mid-

to high-end segments; and more are seeking to expand beyond the high end of the market. L’Oréal,

for instance, has launched mass-market brands in China including Garnier and Mininurse to target the

lower income female consumers. It also actively seeks to use the supermarket and hypermarket

channels to reach a wider audience in the mass market. And we are seeing the arrivals of more mass-

market brands in China. Take the apparel market as an example, “cheap chic” fashion retailers such

as H&M, C&A and Zara have recently landed in China, targeting the rising middle class.

Challenges

Foreign enterprises are expanding more aggressively in China; however, some new challenges shall

be addressed.
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The corporate income tax reform

The long-awaited Corporate Income Tax Law ( ), which will take effect on 1 January

2008, is set to reshape the competitive landscape in China. Under the current tax regime, domestic

enterprises and foreign-invested enterprises (FIEs) are subject to different tax rates, preferential

policies and tax deductions. There is a huge gap between the effective tax burden on FIEs and

domestic enterprises: 15% for FIEs and 25% for domestic enterprises. The new law puts an end to this

dual tax structure and now standardizes the tax rate at 25%. It also unifies the tax deductions and

preferential treatment.

The impact of the Tax Law on FIEs varies, depending on the nature and location of the FIEs. For

instance, to promote technological development and technology transfer, foreign enterprises engaging

in high-tech industries will continue to enjoy many tax benefits. According to the Tax Law, the 15%

favorable tax rate for high-tech enterprises will remain and be expanded nationwide; meanwhile, for

those non-high-tech FIEs that currently operate in the Special Economic Zones and enjoy 15% tax

rate, their tax rate will be increased to 25%.

In fact, the existing income tax law has long been criticized for offering FIEs an unfair advantage.

Under the new law, domestic enterprises will experience a general relief of tax burden; which in turn,

will be able to boost their competitiveness. Foreign investors should be prepared to face the tougher

competition brought on by their Chinese counterparts.

Stronger local rivals

Some domestic players have been striving hard to move up the value ladder in recent years and they

now pose increasing challenges for foreign players. Beside enhanced core competence with

heightened efforts on areas like branding and supply chain efficiency, tapping the capital market has

also improved the financial capability of many domestic firms. Moreover, the new Corporate Income

Tax Law aforementioned shall also enhance the competitiveness of Chinese enterprises.

Challenges in new markets

Although China’s lower-tier cities and its rural market offer huge growth potential for investors, their

business environment is vastly different from that of the big cities. Not only is purchasing power of the

consumers much lower, there is also huge diversity in culture. Not to mentioned that enterprises have

to bear higher distribution costs in these markets.

Foreign players should also be aware of the fact that proliferation of counterfeit products is much

serious in less developed regions. Procter & Gamble (P&G), for instance, claimed recently that its

revenue has been eaten up by 10% as a result of strong presence of counterfeit P&G products on the

less developed markets.
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Conclusion

The rapid expansion of foreign enterprises is set to bring profound changes to China’s commercial

sector. Market consolidation is expected to accelerate in the coming years. We believe that enterprises

with short learning curve can better cope with the new challenges.

“Domestic enterprises are feeling the impact of aggressive expansion of foreign commercial

enterprises; the less competitive small- and medium-sized domestic enterprises may easily be

phased out.”

—Wan Wen Ying, Associate Director, China General Chamber of Commerce
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5. Rural commercial infrastructure development achieving impressive progress

Rural-urban disparity has long been a key challenge for China to build a harmonious society. To

improve the livelihood of the vast rural population, the Chinese authorities have taken a series of

initiatives to fundamentally enhance the commercial landscape in the countryside. The Rural Retailing

Network Project ( ) and the Agricultural Produce Wholesale Market and Distribution

Company Development Project ( ) are two major projects launched by the Ministry of

Commerce (MOFCOM) in recent years to boost rural commercial development and enhance rural

distribution efficiency. Today, great strides have been made and the rural market is beginning to get

some real attention from local and global businesses.

China’s rural market: huge potential to be unleashed

Despite the large market size, China’s vast hinterland has for years received little attention from

businesses. Lower purchasing power, rudimentary rural infrastructure and distribution inefficiency are

some major concerns for enterprises to set foot in the market. Indeed, the huge and diverse rural

market often means that consumer products need to pass through a complex multi-layered distribution

network before reaching the hands of consumers. This does not only result in higher distribution costs,

but also gives room for counterfeit products to proliferate. Poor commercial infrastructure has

undermined rural consumption. For many enterprises, balancing the risks and the reward in China’s

rural market is not an easy task.

The Rural Retailing Network Project

The MOFCOM has been striving hard to improve the rural distribution infrastructure – the Rural

Retailing Network Project launched in 2005 is a case in point. Preferential treatment and financial and

operational support are offered to retail enterprises to encourage them to conduct chain operation in

the rural market. It is hoped that a rural retailing network covering 90% of counties and 85% of

townships in China will be built by 2010.

After two years of hard work, the project has achieved encouraging progress. According to the

MOFCOM, 2,287 commercial enterprises have set up or restructured more than 160,000 retail stores

in the countryside of 1,817 counties and townships, covering 63% of the villages in China by the end

of 2006. It is expected that by the end of 2007, an addition of 100,000 retail stores will be built in the

countryside, covering 75% of all villages.
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The Rural Retailing Network Project moving to the next level

Collaborating with the National Post Office

To better the rural distribution network, the MOFCOM and the National Post Office jointly issued the

Notice on Accelerating the Rural Distribution Network Development (

) in June this year. Under the Notice, all participating enterprises of the Rural Retailing Network

Project, with the approval from the county- or higher-level post office, can provide postal service in

their stores. Through the offering of postal services, it is hoped that the rural chain stores can enhance

their service level and competitiveness.

The two parties have also explored further possibilities to make full use of the rural retailing network.

These include, for example, encouraging China Postal Savings, the banking arm of the National Post

Office, to offer micro-credit financing services to rural residents via the rural retailing stores. Besides,

the National Post Office will also encourage its logistics service providers to offer third-party logistics

(3PL) services to rural retailers, so as to increase their distribution efficiency.

Big-name enterprises utilizing the platform of the rural retailing network

With huge government supports, the Rural Retailing Network Project is beginning to receive attention

from both local and global enterprises. This April, the MOFCOM signed a cooperation memorandum

with Procter & Gamble (P&G) to work on the project. According to the memorandum, the MOFCOM

will recommend the rural retailing enterprises to directly work with selected distributors from P&G. This

will enable P&G to lower its distribution costs by reducing the number of sub-distributors needed to

penetrate the rural market. The MOFCOM will also keep a close watch on the participating rural

retailers to ensure the selling of genuine goods. P&G, on the other hand, will offer training to rural

retailers on areas such as retail management, marketing and promotion techniques, etc. The

cooperation will kick off in two Central Chinese provinces, Henan and Anhui; and later be extended to

other Central provinces including Hunan, Hubei, Jiangxi and Shanxi.

Other prominent enterprises that will join the project include Carrefour, Yili Group ( ), Liby

Group ( ), Shanghui Group ( ), Beijing Grain ( ), Huiyuan Group ( )

and Shunxin Agricultural ( ). These companies will offer rural retailers free trainings on topics

such as food safety and product displays; and supply tailor-made products to rural retailers at

concessionary prices.

It is encouraging to see the participation of top daily consumerable brands in the project. We believe

the cooperation is win-win for all – marketers can better understand the rural retail scene and help

their brands penetrate the vast rural market; meanwhile, rural retailers can benefit from the advanced

management skills brought in by leading companies. In the end, rural consumers can enjoy more

quality products at lower prices.
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The Agricultural Produce Wholesale Market and Distribution Company Development Project

On the other hand, the relatively underdeveloped distribution network and logistics infrastructure in the

rural areas has hampered the distribution of agricultural produce. This does not only hurt the livelihood

of rural households but also put food safety at risks. Launched by the MOFCOM in 2006, the

Agricultural Produce Wholesale Market and Distribution Company Development Project aims to

facilitate the distribution of agricultural produce to markets through restructuring large-scale modern

agricultural produce wholesale markets as well as nurturing large-scale agricultural produce

distribution enterprises.

In 2006, the MOFCOM selected 100 agricultural produce wholesale markets with extensive distribution

coverage and helped them modernize and upgrade their logistics and information system, warehouse

facilities, quality assurance and food recall mechanism. It also chose another 100 large-scale

agricultural produce distribution enterprises and taught them how to modernize their operation and

cold storage system, as well as ways to market to various modern retail channels.

The project has delivered initial success. According to the MOFCOM, the transaction value of the top

100 agricultural produce wholesale markets exceeded 160 billion yuan in the first half of 2007. The

MOFCOM will continue its support on the project and has planned to annually upgrade 200 agricultural

produce wholesale markets and 100 large-scale agricultural produce distribution enterprises between

2008 and 2010. It is hoped that the project can lower the distribution costs and promote food safety.

Laying a solid foundation for rural commercial infrastructure development

With continuous government support and growing interests from businesses, China’s rural commercial

development is starting to bear fruits. Nonetheless, our experts have yearned for more involvement of

rural households to bring in in-depth local knowledge and experiences. Given the complexity of the

vast interior, local expertise is highly valuable.

To fundamentally tackle the rural-urban disparity, further reforms on a wide range of areas such as

household registration and healthcare systems are needed. We believe the improving rural

commercial development will lay a solid foundation for revitalizing the rural economy.

“The Rural Retailing Network Project is well received by the rural population. Indeed, many

existing rural retailers see participating in the project as a golden opportunity for them to

improve existing business models. Rural retailers are generally more competitive today.”

—Song Gong, Associate Office Director, Department of Market System Development, Ministry

of Commerce
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6. Development of commercial businesses in residential communities gaining

momentum

I n recent years, the Chinese government has been putting more efforts to encourage the

development of commercial businesses in residential communities (so-called “community

commerce”). It aims to develop a host of commercial businesses in residential communities, so as to

facilitate community development, increase local employment and satisfy new consumption demands.

Community commerce also helps the country to restructure the economy towards service-oriented

industries.

Increasing demand for commercial businesses in residential communities

At present, over 500 million permanent residents live in around 70,000 urban communities of various

sizes across China. Moreover, around 140 million of migrant workers are rushing into the urban areas

to look for job opportunities each year. Community commerce is thus strongly related to the well-being

and livelihood of many people in China.

However, many earlier residential communities in China were formed without thorough planning. The

results were excessive supply of some business services such as restaurants and retailing shops in

local communities and the lack of more specialized services to meet new demands.

Indeed, the buoyant economy, rising disposable income and rapid urbanization have reshaped

Chinese consumers’ mentality. The needs of Chinese consumers, the urban dwellers in particular, are

becoming more diverse now. They increasingly demand shopping convenience, better living

environment, good social public order, etc., which calls for the comprehensive development of

community commerce. To achieve this, sound and thorough planning for commercial development is

crucial.

Commercial development generally comprises the opening of businesses in the retail and service

categories, from basic services such as shopping and dining, to more specialized ones like social

welfare services for the elderly and the youth, banking and financial consulting services, etc. It is

generally believed that community commerce can maximize convenience for residents and stimulate

domestic consumption. For instance, residents are able to do their daily purchases, dining, beauty

treatment and hairdressing, laundry, etc. within their local communities.

In line with China’s overall economic development model

In fact, government’s efforts to accelerate commercial development in residential communities are

very much in line with the country’s initiative to expand its service sector, which will in turn encourage

domestic consumption.
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The service sector is now playing a growingly important role in the Chinese economy. The proportion

of the tertiary industry of the GDP has increased from a measly 24% in 1980 to the current proportion

of around 40%. It is anticipated that the services sector will become a more and more important driver

of consumption and economic growth. Notably, continuous income growth, accelerating urbanization

and the 2008 Beijing Olympics will stimulate service demand in the coming years.

Government’s efforts to speed up commercial business development

In recent years, the government has been paying heightened attention to the development of

community commerce.

To consolidate and intensify commercial development of local communities, the Ministry of Commerce

(MOFCOM) published the Opinions on Accelerating China’s Community Commercial Development (

) in 2005. As stipulated in the Opinions, the government aims to

build and renovate commercial facilities in residential districts in 166 cities with population over 1

million within three to five years. With the completion of commercial service networks, people in the

residential districts should be able to satisfy their basic daily needs, such as shopping, dining,

maintenance and repairs, beauty treatment and hair dressing, laundry, domestic household services

and recycling, within their local community. It also encourages competitive retail chain operators to

open supermarkets, convenience stores, restaurants and laundries in the communities.

On the other hand, to expedite the development of community commerce and to maximize

convenience for households, the MOFCOM also launched the Commercial Business Development

Project ( ) in early 2006. The Project calls for further development of breakfast

services, convenience stores, domestic household services and recycling, etc. in the communities.

Moreover, efforts have been made to encourage established retail chain operators to take part in

commercial development in communities.

Thorough planning is crucial

Unlike most of the earlier residential communities, most communities recently formed are better

organized. They were formed according to the development plans of their respective districts or cities,

which have taken into account the number of residents, their incomes, mobility, lifestyles and other

factors. With the right retail mix, most can better meet their residents’ demand.

In China, a typical residential community usually takes 4-6 years to mature; and there are broadly

three stages of development. Each stage calls for different retail mix, type and amount of services, etc.

For instance, in the first two years when people begin settling in the community (1st stage), there is a

huge demand for more specialized services such as renovation works, maintenance and repairs, in

addition to the basic catering and shopping facilities. In the third and fourth years (2nd stage), when

most residents have already settled down, the community needs more diversified shopping facilities
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such as supermarkets and convenience stores. From the fifth year onwards (3rd stage), when the

community matures, with population reaching the target level and retail sales increasing rapidly, it

needs to increase its attractiveness by drawing in a couple of leading services companies (mostly

foreign retail chains). The setting up of these large chain stores in the residential communities helps

attract other investors and bring in more capital and people flows, thereby further expediting the

development of the communities.

Commercial business development gaining momentum

Today, China has 153 national-level and over 500 provincial-level model residential communities.

These model residential communities feature a full range of commercial services and facilities.

Moreover, many key cities such as Beijing, Shanghai, Tianjin and Ningbo have given top priorities to

the development of commercial businesses in the communities. Many experts believe that community

commerce will become a major driving force for China’s economic growth and social development.

“The development of community commerce is important as it can draw domestic demand

through the strongly developed businesses, thereby broadening consumption fields.”

—Huang Guo Xiong, Professor, School of Business, Remin University of China, Vice President

of the Commerce Economy Association of China.
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7. Industry organizations playing a bigger role in the economy

In recent years, there has been a mushrooming of different types of industry organizations such as

trade associations, commercial chambers and professional associations in China. They complement

various government departments in regulating commercial market developments and serve as a

growingly important communication platform for businesses, the government and the public.

It is encouraging to see the increasing contribution of various industry organizations to the

development of China’s commercial sector. Nonetheless, many industry organizations in China are far

from mature and are facing problems such as poor accountability. Currently, legislations governing the

industry organizations are lacking in China. To foster the healthy development of industry

organizations, the State Council issued the Opinions on Accelerating the Reform and Development of

Industry Organizations ( ) in May this year. With a

better regulatory framework, industry organizations in China shall further their importance in the future.

Industry organizations in China and their contributions

According to the Ministry of Civil Affairs (MCA), industry organizations have mushroomed over the

recent years. The number of trade associations and commercial chambers in China has climbed from

47,000 in 2005 to 60,000 today. Industry organizations are playing a bigger role in the commercial

development in China.

Indeed, as China further deregulates a wide range of sectors, the government has gradually shifted its

role in the economy – from directly guiding the developments of different sectors to striving to build a

favorable legal framework and business environment. Today, the Chinese government is keen to see

the inputs from businesses and the public in boosting the country’s commercial development. In

drafting various rules and regulations, for instance, the government is actively seeking comments from

relevant businesses, experts, academics and the public. Besides, the government is also reducing its

participation in a range of auxiliary business activities like organizing exhibitions and launching product

appraisals; meanwhile, industry organizations are increasingly assuming these roles.

The increasing participation of industry organizations is conducive to the economy. In today’s fast-

changing marketplace, businesses are usually able to grasp the latest market information more quickly

than government departments; their inputs are highly valuable for various government departments to

update industry knowledge and draft relevant industry standards, rules and regulations. Industry

organizations also serve as an important communication platform for businesses; this facilitates

knowledge sharing and helps boost innovation and industrial upgrade. Furthermore, as China’s

commercial landscape is still highly fragmented, many enterprises have found themselves in

disadvantaged positions in trade lobbying. Industry organizations, in this regard, can pool enterprises

together and better reflect their voices.
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Problems facing industry organizations in China

Nonetheless, we shall admit that industry organizations in China still face many problems. Firstly,

some industry organizations have poor accountability. The warning made by the National

Development and Reform Commission to the China branch of the International Ramen Manufacturers

Association ( ) for manipulating instant noodles prices early this year is a

case in point – some members of the association, including representatives from prominent noodles

manufacturers, were reportedly engaged in price fixing. It was later revealed that the China branch of

the International Ramen Manufacturers Association, like many others in China, was formed without

official blessing from the MCA, calling the legitimacy of the industry organizations into question.

People are increasingly worried that without proper supervision, industry organizations may engage in

collusion and hurt public interests.

Moreover, the quasi-governmental nature of some industry organizations in China also receives much

criticism. The State-owned Assets Supervision and Administration Commission of the State Council

has for instance managed a number of industry organizations, covering industries such as logistics,

textile, machinery, construction, etc. Some current or ex-government officials have also taken key

positions in industry organizations in China; this may affect the independence of industry

organizations.

Accelerating the reform of industry organizations

Recognizing the importance of industry organizations, the State Council issued the Opinions on

Accelerating the Reform and Development of Industry Organizations in May 2007. It aims to increase

the independence of industry organizations, promote an orderly development environment, and

improve the service quality of industry organizations.

Increasing the independence of industry organizations

To improve the independence and discretionary power of industry organizations, the Opinions stipulate

that without approvals, government officials could not take leading positions in industry organizations.

It also calls for government departments to minimize their participation in the economy. For instance,

the provision of some services such as conducting industry research and organizing trainings,

conferences and exhibitions can be passed on to selected industry organizations. Instead of direct

participation in the economy, government departments should focus on building a business-friendly

environment.

Promoting the orderly development of industry organizations

The Opinions also state clear that industry organizations should not abuse their power and harm

public interests. Collusion between members is strictly forbidden. Serving members and the public,

industry organizations in China should follow the non-profit principle. It is stipulated that industry
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organizations cannot charge any fees for launching national or industrial award campaigns; as for

organizing functions such as trainings, exhibitions and conferences, they can only charge service fees

according to national guidance.

The Opinions also pledge to accelerate the pace of legislations governing industry organizations in

order to root out any misconduct of industry organizations.

Improving the quality of service

To improve service level, the Opinions favor the consolidation and restructuring of industry

organizations. Besides, national-level industry organizations are encouraged to set up their central

hubs in respective industry clusters to facilitate communications among their members; they are also

encouraged to increase their international exposure and exchange with international counterparts.

Heading in the right direction, but more needs to be done

Industry organizations will play an increasingly important role in China’s economic development. The

government’s initiatives to accelerate the reform of the industry organizations are highly appreciated.

However, given the huge number of industry organizations in China, it will definitely take some time to

see significant results. Besides, implementation details on the reform such as the timetable and

government departments in charge are needed to gather further momentum.

“Accelerating the reform of industry organizations is a big plus for China’s commercial

developments. Enterprises have valuable in-the-market experience and can react quickly to the

fast-changing business environment. Their inputs in a wider range of business planning

activities are certainly conducive to China’s industrial upgrade.”

—Zhang Jing, Director, China National Institute of World Trade Organization; Former Director,

Department of Market Administration, State Administration for Industry and Commerce.
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8. Commercial property market facing both opportunities and challenges

With dynamic economic growth and an increasingly vibrant retail market, commercial properties in

China continue to allure property developers and investors worldwide. Yet, people are increasingly

worried that the commercial property investment spree may be another sign of an overheated

economy.

A booming commercial property market

Commercial property investment in China has soared by an average annual rate of 26.5% in the past

six years. According to the National Bureau of Statistics (NBS), total investment in commercial

properties amounted to 234.5 billion yuan in 2006, grew by 17.3% year-on-year (yoy). Meanwhile,

transactions value of the commercial properties has also increased tremendously. According to a

report by Jones Lang LaSalle, the total value of commercial property transactions in China grew by

68% to reach USD 9.2 billion in 2006.

With the advent of 2008 Beijing Olympics and 2010 World Expo, return on commercial property

investments in Beijing and Shanghai has been particularly impressive, growing by 100.1% yoy and

51.1% yoy respectively in 2006.

What are the driving forces behind the commercial property investment

craze?

Government’s efforts to rebalance economic growth

In its 11th Five-year program, the Chinese government re-emphasized the need to rebalance economic

growth. It hopes to stimulate domestic consumption and reduce the country’s heavy reliance on

exports and investment for growth. Moreover, it also strives to achieve balanced regional growth by

accelerating the development of lower-tier cities. The unleashing consumption demand lures

investments in commercial properties, particularly retail properties.

Easing restrictions on foreign retailers

Retail landscape in China has changed significantly over the past few years. The promulgation of the

Administrative Measures on Foreign Investment in Commercial Areas ( ) in

2004 lifted the restrictions on foreign retailers, including the restrictions on location, quantity, equity

ratio, as well as market entry thresholds such as minimum assets and annual sales. This has created

a flood of interests among overseas retailers, especially in the prime areas of cities. For instance, the

demand for retail space in Beijing remains strong as a result of the entrance of new foreign retail

giants such as Tesco, Harry Winston, Tommy Hilfiger, Anna Sui, Lane Crawford, etc. In the first half of
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2007, three shopping centres and five department stores opened in Beijing, providing more than 5.5

million square metres of floor space.

Rapid development of lower-tier cities

As land in the four major markets of Beijing, Shanghai, Guangzhou and Shenzhen becomes

increasingly scarce, commercial property developers are looking further afield for suitable sites.

Second-tier cities such as Chengdu, Chongqing, Wuhan and Tianjin are now on the radar screen of

both local and foreign developers.

In fact, a sizeable part of international capital has been diverting to lower-tier cities. According to Jones

Lang LaSalle, the proportion of total transactions increased from 38% in 2004 to over 57% in 2006.

Regional-wise, fastest growth in real estate investment is in west and central regions, increasing at

over 38% in 2006, compared to 23% in the eastern coastal cities.

Some prominent examples include the rapid expansion of Singapore-based CapitaLand Commercial

Ltd. in cities like Chongqing, Chengdu, Dalian and Tianjin. The company now manages 28 malls

across China through a joint venture with Shenzhen International Trust & Investment Company. Hong

Kong-based Hang Lung Properties has also been actively developing shopping malls in second-tier

cities. It had announced plans to build 10 shopping malls in the second-tier cities by 2007; and had

invested more than 4 billion yuan to build a commercial complex in Changsha, the provincial capital of

Hunan.

A flood of capital

The flood of new investment capital is another driver for the commercial property boom. Volatility of the

stock market and negative real interest rate have prompted some Chinese people to put their money

into the relatively less risky commercial property market.

In recent years, a growing number of investors in the developed economies have channeled great

sums to investment vehicle such as real estate investment trusts (REITs). A thriving REITs market can

help reduce bank exposure to the property market, provide more investment channels for private

investors. At present, the REITs market in China is yet to mature, operating only on a limited basis; yet,

many industry experts believe that it has fairly huge potential.

Recently, Simon Property, one of US’s largest real estate groups, has teamed up with Shenzhen

International Trust & Investment Company and Morgan Stanley Real Estate Fund (MSREF) to build 12

shopping malls across the country.
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Accelerating community development

In recent years, the government has been paying heightened attention to community building and

commercial development. For instance, according to the Opinions on Accelerating China’s Community

Commercial Development ( ) published in 2005, the government

hopes to build and renovate commercial facilities in residential districts in 166 cities with population

over 1 million within three to five years. This also provides massive opportunities for the development

of the commercial property market.

A few signs of trouble

The booming commercial property market in China has brought huge opportunities for investors and

property developers; however, it is not without its problems.

Excessive construction of retail properties

The building boom in China, particularly in the first-tier cities, has resulted in excessive supply of

commercial properties and caused great concern among industry experts and government officials.

Some started to worry that it may be another sign of an overheated economy. According to a report

released by the NBS, during the first five months of 2007, the floor space of commercial property

either unsold or unused increased 4.7% yoy to reach 127 million square meters, indicating massive

oversupply in the commercial property market.

Lack of thorough retail planning

Most of the unsold or unused commercial properties are retail properties - mainly shopping malls,

hypermarkets and commercial streets. Many were built without thorough retail planning. Many

developers built the retail properties with short-term view and paid little attention to the actual demand,

surrounding traffic or pedestrian flows. For instance, they simply cloned the designs of some popular

shopping malls without a complete understanding of their success factors.

Poor property management

Another major problem of the commercial property market is the existence of large number of poorly

managed stratified properties — mostly shopping malls. Many developers in China have sold the retail

units to more than one corporate or individual buyers. This practice allows the developers to secure

quick returns; however, it has also resulted in poor property management, uneven trade mix, deviated

theme and target audience.

The blind pursuit of “scale”

Many developers hold the view that larger scale will usually generate higher return. Hence, mega-

shopping malls in China with floor areas exceeding 400,000 or 500,000 square meters are not



What do Experts Say?

“The Ten Highlights of China’s Commercial Sector, 2007-2008”

39Li & Fung Research Centre
Secretariat of the Expert Committee of
China General Chamber of Commerce

uncommon. According to Forbes, eight of the world’s ten largest shopping malls are located in Asia; of

which, four are located in China.

With such a huge area, it is difficult for the developers to fill up all the vacancies and have their

investment paid back. Many of these shopping malls were initially positioned at the high end. However,

most of them failed to offer high-end shopping environment and attract high-end luxury brands to set

foot in. In the end, some need to downgrade their properties to attract tenants.

A more orderly development is called for

Effective property management is crucial

In today’s highly competitive market environment, effective property management is crucial. Quality

management, illustrated by continued reinvestment in the property, good tenant mix, tight control of

day-to-day operations, pleasant shopping environment, effective marketing campaigns, etc. is critical

to bring about an all-win situation to investors, developers, retailers as well as consumers.

For investors and developers, sound and centralized property management can ameliorate lessee

turnover and support long-term stable cash flows. Investors and developers should be cautious when

investing in commercial properties. They are advised to consider a number of quality attributes when

building the commercial properties including locations, diversity of the local economy, consumer

profile, competition, investment potential, prices, and so on. And for retailers, they are advised to avoid

choosing those retail properties that do not have centralized ownership and management.

More cooperation between developers and retailers is the way forward

As mentioned, excessive construction of retail properties over the past years has resulted in high

lessee turnover and vacancy rate. To better tap the commercial property market, more cooperation

between developers and retailers is called for. In fact, some large-scale property developers have

partnered with prominent retail chains to jointly develop retail properties. For instance, the renowned

Dalian Wanda Group has formed strategic alliances with 12 multinational retail chains such as

Walmart, Warner Brothers, etc. to build projects according to partners’ requirements, thereby reducing

potential risks and avoiding blind investments.

On the other hand, to lure more renowned retailers to set foot in their shopping malls, some

developers have started offering rent-free period for selected tenants. The rent-free period typically

lasts for one to three years; surely, this provides inducement for some retailers when choosing their

store locations.

“The excessive construction of commercial properties is now posing a real concern in China

and property bubbles are in the making. Fortunately, instead of being a nationwide concern,

property bubbles are severe only in a few large cities.”

— Hong Tao, Professor, Beijing Technology and Business University.
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9. From sheer scale expansion to building a critical mass – retail businesses striving

to increase overall competitiveness

China’s ever-expanding retail market has attracted both local and global retailers. As competition

heats up, retailers are rethinking their growth paths. Increasing numbers of retailers are now

adjusting their expansion models – from sheer focus of seizing prime locations to improvement in core

competencies. Large retail chains in China are now more competitive, facilitating the consolidation of

the country’s retail sector.

A highly competitive market environment

China’s retail market presents tremendous opportunities for businesses. With a population of 1.3

billion, a rapidly growing economy, a burgeoning middle class, and major government initiatives to

build a consumption-led economy, China’s retail sector has a rosy outlook. According to the National

Bureau of Statistics, overall retail sales in the first half of 2007 grew at the fastest pace in a decade by

15.4 % to reach 4.2 trillion yuan.

But as retailers rush into the market like bees to honey, competitive pressure is ever growing. Sheer

scale expansion alone no longer can guarantee success in the competitive market; it is crucial for

retailers to build up their strength.

The changing road to growth

To survive and succeed in the competitive marketplace, many retailers have switched from simply

pursuing scale to enhancing core competencies.

More cautious store openings approach

As competition in first-tier markets such as Beijing and Shanghai intensifies and acquiring retail sites

becomes more costly, many retail chains have turned their eyes to the lower-tier cities. Nonetheless,

retailers are now very careful regarding site acquisitions given the huge regional disparity in China.

Typically, those cities with better logistics infrastructure and higher purchasing power are primarily

targeted; and provincial capitals are not to be missed too.

Domestic retailers, in particular, are far more cautious about extending their sales network than they

did in the past. Previously, many domestic retailers had focused largely on aggressive land grabs,

striving to become major national players before the market fully opened to competition in 2004;
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however, many soon found themselves having hard times competing with strong regional players as

they operated outside their original markets. Rapid growth in size alone is not enough to fend off

competition. The Shanghai-based Hualian Supermarket ( ), for instance, has suffered profit

downturn and closed more than 20 outlets in Beijing last year. Adopting a more focused approach, the

company now concentrates its efforts in the eastern coastal regions instead.

Nowadays, divergent trends in retail sales network are being observed among fast moving consumer

goods retailers in China. Domestic players tend to locate their stores in certain regions; whereas their

foreign counterparts prefer having a wider geographical footprint. For instance, nearly all of Wumart’s

( ) 500-plus stores are located in the Beijing-Tianjin-Hebei region; whereas Carrefour has over

100 hypermarkets in 37 Chinese cities across the country. With sound local knowledge and strong

local connection, it is prudent for domestic retailers to adopt a more focused approach and avoid

competing directly with their foreign counterparts.

Better supply chain management

It is vital for retailers to build business processes and underlying systems consistent with their scale.

And as Chinese consumers place more emphasis on consumption safety, end-to-end traceability is

also growingly important. Sound supply chain management now holds the key to success.

Domestic retailers are typically weaker in managing their supply chains; but many are striving hard to

change this picture. Today, retailers are investing more in information technology, viewing it as a key

business enabler. For example, LianHua Supermarket ( ) has recently worked with IBM to

better connect with its suppliers so as to optimize its procurement and product delivery. Wumart also

plans to roll out an Enterprise Resources Planning (ERP) system that will connect its headquarter with

more than 500 outlets to enhance management control.

Improving product mix

Many retailers have spent huge efforts in seizing prime locations in China. However, quite a number of

them have failed to differentiate themselves with their competitors. To win customer appeal, some

retailers have worked hard to improve their product mix. For instance, the newly opened Carrefour

store in Shenzhen has greatly increased the proportion of premium imported goods to cater to the

taste of its growingly discerning consumers. Another example is the latest repositioning of Bossini, a

mass wear retailer. The company has planned to revamp 100 of its 600 stores in China under the

name Bossini Style and sell higher-priced merchandise in these stores. As Chinese consumers are

nowadays more sophisticated and less price-sensitive, efforts on product and service differentiation

shall pay off.
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Some retailers have also introduced their own private label products. Watson’s, Carrefour, Wal-Mart,

Tesco, Shanghai NonGongShuang ( ), Suguo ( ), Wumart, China Resources Vanguard

( ), Sunning ( ) and Gome ( ) are some prominent players to launch private labels in

China. Wal-Mart, for instance, has 1,800 types of private label products being sold in its stores in

China. As a way to improve brand portfolio, private labeling is expected to gain more attention.

Going green

More retailers in China now realize that ‘green is gold’. Indeed, many retailers in China have very slim

profit margin. More efficient use of energy and resources can help them improve their bottom line. And

with growing awareness of environmental protection in the country, adopting green initiatives also

helps retailers build a socially responsible corporate image.

Established retailers in China have been putting more emphasis on protecting the environment and

conserving energy and natural resources. Large retailers such as China Resources Vanguard, Wal-

Mart and Home Depot were pioneers in the green movement. Various measures to safeguard the

environment have been taken, including offering incentives to suppliers to reduce packaging waste;

controlling store temperature and using energy-efficient lighting.

Brand building

Brand building is also critical in the increasingly competitive retailing landscape. Retailers now pay

more attention to branding. Take the traditional domestic retailers as an example, some are now

marketing their cultural roots and historical heritage as major selling points. Some traditional retailers

are awarded “China’s Time-honored Brand” ( ) by the Ministry of Commerce; and receive

huge promotional benefits.

Financing in the capital market

Last but not least, growing number of retailers are turning to the capital market to fund expansion.

Operating costs in China are increasing speedily; some people even describe China’s retail industry

as growingly “capital-intensive”. In this regard, retailers with deeper pockets will undoubtedly have an

edge. In fact, with investors’ craze for China’s retail industry stocks, tapping the capital market has

become an increasingly popular way of financing. There have been several recent public listings of

retail enterprises on Hong Kong and Mainland’s stock exchanges, including Beijing Jinkelong (

), Intime Department Store ( ), Jiahua Emporium ( ), Belle International Holdings

( ), Walker Group ( ), Sichuan Xinhua Winshare Chain Store ( ) and

New World Department Store ( ). Financing in the capital market helps retailers grasp more

merger and acquisition opportunities. In the long run, public listings may also improve the corporate

governance of China’s retail enterprises and reduce their reliance on bank loans.
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Conclusion

It is encouraging to see retailers in China striving to enhance their competitiveness. As retailers

become more competent and reduce their reliance on price competition, China’s retail sector is set to

demonstrate healthier growth.

“Many retailers in China had relied on aggressive land grabs to achieve growth in the early

days. The results were poor efficiency, huge pressures on suppliers, and heavy strain on

investment capitals. Today, placing new emphasis on enhancing core competencies, retailers

in China are moving in the right direction.”

— Cao Jin Tang, Director of Information and News Division, Administrative Office, China

General Chamber of Commerce
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10. The landmark Anti-monopoly Law - paving the way towards a more regulated

commercial sector

After 13 years of lengthy discussion, China finally passed its first Anti-monopoly Law ( )

earlier this year. Coming into effect in August 2008, the Law marks a significant step for the

socialist market economy to create a fair and favorable business climate and curb market-based

monopolistic practices. Monopolistic agreements and practices will be banned, except for those that

promote technological advancement, protect public interests, or are of strategic importance to the

country.

Ripe time to introduce a comprehensive anti-monopoly framework

Before the promulgation of the Anti-Monopoly Law, China had a patchwork of rules and regulations to

deal with monopoly issues. Examples include the Law Against Unfair Competition, the Price Law, the

Bid and Tender Law and some other departmental rules. However, these scattered rules and

regulations have become less effective to cope with the rising threats of market monopoly in the phase

of rapid consolidation.

Indeed, years of economic reforms have brought massive changes to China’s commercial landscape.

Market forces are today driving consolidation in numerous industry sectors, significantly improving the

overall economic efficiency in the country. However, increasing market concentration has also sparked

concerns that market giants may exploit their dominant position to reap economic benefits at the

expense of rivals, supply chain partners and consumers, jeopardizing China’s economic health in the

long run. The concerns grow even stronger amid the rising tides of mergers and acquisitions (M&As).

The so-called administrative monopolies also receive much criticism. Administrative monopolies are

often considered being the root cause of widespread local protectionism, for which government

agencies abusing their administrative power to protect self-interest and restrict competition. As China

continues to transit from a planned to market economy, it is high time for the country to curb the abuse

of administrative powers.

Hence, there are increasing calls for the government to introduce a comprehensive anti-monopoly

legal framework.

The Anti-monopoly Law

Forbidding market monopolistic conducts

The newly introduced Anti-monopoly Law strictly bans market monopolistic conducts. Monopolistic

arrangements such as cartels and other forms of collusion are banned, except if they promote

innovation, technological advancement, energy saving, environment conservation and the

development of small and medium-sized enterprises, etc.
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Besides, leading players are prohibited from using their dominant market status to curb competition, fix

prices, enforce package sales, and refuse or enforce trade. Factors such as market share, financial

and technical status, etc. will be taken into account to see whether a business holds a dominant

market position.

Moreover, the Law requires certain large-scale mergers to obtain prior approval from the anti-

monopoly enforcement authority. In addition to an anti-monopoly review, mergers and acquisitions

(M&As) of domestic firms by foreign investors that could possibly affect national security must also

undergo a State security review.

Curbing administrative monopolies

The Law also addresses the issue of administrative monopolies, which marks a significant step

forward as many administrative authorities have been using their administrative powers in ways that

would restrict competition, especially in the fields of energy, communication, media and resources.

The Law creates a legal basis for eventually doing away with authorities-led monopolies. It stipulates

that government departments should not take advantage of their power to curb competition, appoint

producers or suppliers for unit or individual procurement, block regional commodity circulation, restrict

or reject investment or the establishment of local branches by businesses from other regions.

Concerted efforts to strengthen enforcement

Currently, the National Development and Reform Commission, the Ministry of Commerce and the

State Administration for Industry and Commerce all play separate roles in regulating monopolistic

practices in China. To better enforce the Law, an Anti-monopoly Committee will be set up by the State

Council to organize, coordinate and guide the anti-monopoly efforts. The State Council will also

appoint departments to undertake enforcement. It can delegate the enforcement power to the

provincial, municipal and autonomous-region-level governments, if deemed necessary.

Impacts on foreign mergers and acquisitions

In recent years, foreign companies have carried out sweeping M&As in China. Before 2004, the

number of foreign M&As only accounted for 5% of all forms of foreign direct investment in China. The

figure grew to 11% in 2004 and to almost 20% in 2005. There are growing concerns in China that

homegrown players may be overshadowed.

To protect China’s core industries and maintain economic security, the Law requires certain M&As of

domestic companies by foreign investors to go through both anti-monopoly and national security

checks. Many foreign investors are worried that these will lock them out of the fast-growing China

market. Nonetheless, government officials have reassured that normal investment and purchases
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would not be affected. In fact, security checks on foreign M&As are not new practices in China; some

of the country’s existing rules and regulations have provisions on foreign M&As security checks.

A great step forward, but some questions remain unanswered

People in China generally welcome the launch of the Anti-monopoly Law; yet, some areas in the Law

have also drawn concerns. Firstly, many of the provisions in the Law, such as the definitions of public

interests and industries of strategic importance, are vague and may accommodate a number of

interpretations. It is also argued that the Anti-monopoly Law targets only market-based monopolies but

largely protects and even legitimizes the dominance of State-owned enterprises. Hence, further

implementation details are called for to clarify issues concerning the application of the Law.

Our experts suggested the authorities to take into account characteristics of specific industries in

determining whether a player has a dominant market status. For instance, it is hard for fast moving

consumer good retailers to dominate nationally given the huge regional disparity and still developing

transport network in China; though, it is possible for them to achieve regional dominance.

Conclusions

We are glad to see that the government is making strenuous efforts to foster the orderly development

of the commercial sector. The promulgation of the Anti-monopoly Law is undoubtedly an important

step forward in creating a fair and orderly market environment in China. Other newly launched

regulations such as the Property Law ( ), which came into effect this October, defines the scope

of State-owned, collective-owned and private properties, giving them equal protection. By

safeguarding people’s interest, the Property Law will help drive the country towards a market

economy, boost investors’ confidence and promote social harmony.

“The Anti-monopoly Law lays a solid foundation to promote fair competition. Nonetheless, we

should never forget the complexity of China’s commercial scene. Further implementation

details must take into accounts the characteristics of different industry sectors.”

— Song Ze, Research Fellow, Institute of Finance and Trade Economics, the Chinese Academy

of Social Sciences.


