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Foreword

After 5 consecutive years of double-digit GDP growth, China is now facing challenges of the global

financial crisis; economic growth in the country has slowed down and the short-term outlook is
cloudier. Nonetheless, China is still in a relative good shape to weather the financial crisis compared to
many economies. The government’s initiatives to boost domestic consumption are bringing huge
opportunities to commercial businesses.

To gear commercial enterprises up for the opportunities as well as challenges under the current
economic weather, the Expert Committee of the China General Chamber of Commerce (ECCGCC ¥
EREBHEEERTIEEEE) joined forces with Li & Fung Research Centre (FIZFFZEH L) of the Li
& Fung Group for the fifth year to launch the “Ten Highlights of China’s Commercial Sector,
2008-2009 " (the Ten Highlights).

The Ten Highlights, of which selection and dissemination are conducted annually, offers enterprises a
comprehensive overview of China’s latest commercial developments. 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 2009 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 2008-2009”

The ten highlights of China’s commercial sector for 2008 and 2009 were identified after a series of
voting and formal, in-depth panel 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 TEIBXHMSEHEKRTIFEES), 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 this report can shed some light on the key development trends of China’s
commercial sector.

About the Organizations

The China General Chamber of Commerce
bEEEHESE

Founded in 1994, the China General Chamber of Commerce (CGCC) is a quasi-government
association endorsed by the State Council. The CGCC has around 70,000 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 consists of 14 committees, working on areas
such as retailing, wholesaling, public relations and data analysis 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
FEIREHSEERTFEEE

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.

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

Li & Fung Group
AERE

The Li & Fung Group is a Hong Kong-based multinational company with three distinct core
businesses: export sourcing, distribution and logistics, and retailing. Founded in Guangzhou in 1906,
the Li & Fung Group achieved an annual turnover of around US$14 billion in 2007. Today, the Li &
Fung Group operates in some 40 countries and regions and employs over 34,000 people worldwide.
One of its core competencies is “Supply Chain Management” (SCM).

Li & Fung Research Centre
FlEwzEP

Li & Fung Research Centre is the research institute of the Li & Fung Group. It serves as a knowledge
bank on China’ 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 colleagues and clients to assist
them in their day-to-day decision-making.

The Centre has been actively promoting the application of SCM. The Centre published the book “The
Orchestrator of Global Supply Chain Management” in 2003, which is regarded as a very useful
reference among businessmen and academics in China. The Centre also supported the launch of
100 Years of Li & Fung " and “Competing in a Flat World” in China.

q Secretariat of the Expert Committee of
LI Aling) Stzselc Caillis China General Chamber of Commerce
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Expert Panel Members

Cao Jintang, Director of Information and News Division, Administrative Office, China General

Chamber of Commerce
EHEE TERERSERLAETEEER

Chang Ka Mun, Managing Director, Li & Fung Development (China) Limited, Li & Fung Research

Centre
RS FLRETE)ERAT HLHERLTES

Chang Xiaochun, Director, Department of Market System Development, Ministry of Commerce of the
PRC
BN BRIHSEKAERE

Chen Wenling, Director General, Research Office, State Council
BRI BXBRMEZEGFERER

Di jiankai, Director, Department of Commercial Reform and Development, Ministry of Commerce of the
PRC
EfEEEl ABEBEHERETFR

Fan Shiyu, Chief Editor, China Business Herald News
SEETF TEBRBEARE

Guo Geping, Chairperson, China Chain Store and Franchise Association
FXRF FEEHSEHEER

He Dashui, Department of Market Operation Regulation, Ministry of Commerce of PRC
HiEk BREIHTSETRAEGR

Hong Tao, Professor, Beijing Technology and Business University
E IRIFARBEEZRAR

Huang Guoxiong, Professor, School of Business, Remin University of China
BRI PEARKEZHZRAE

Li Chaosheng, Associate Director, Department of Market Operation Regulation, Ministry of Commerce
of the PRC
> BEPTEETRAGREERER

; Secretariat of the Expert Committee of
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Li Sheng, President, Beijing B.E.E. Enterprise Management Consulting Firm
Z 4 R RCEEEBEMARATER

Liu Haifei, Senior Economist, China Research Institute of Business Economics

ZEM DERELSEHEDOSREER

Liu Jianhu, Vice Secretary General, China General Chamber of Commerce

2R TEBEHSEREMNER

Ren Xingzhou, Senior Research Fellow and Director, Institute of Market Economy, Development
Research Centre of the State Council

EEHN BEBRBERARDOTSEBEMEMAR RS

Shirley Tang, Executive President, Beijing B.E.E. Enterprise Management Consulting Firm

BHE tRAREREXEERBARAITNTER

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

Commerce of the PRC
® M BHEHTEERIAPRQIEREE

Song Ze, Research Fellow, Institute of Finance and Trade Economics, the Chinese Academy of Social

Sciences
R A HEHERERVEFEELSERREEDT  HEE

Wan Wenying, Associate Director, China General Chamber of Commerce

EXR TEBEHSERER

Yin Hong, Department of Commercial Reform and Development, Ministry of Commerce of the PRC

F O ABHEEXER

Zhang Jing, Former Director, Department of Market Administration, State Administration for Industry

and Commerce
Rk £ FREXRIEERTHEERSHESEIIR

Zhang Xiang, Researcher, Department of Commercial Reform and Development, Ministry of

Commerce of the PRC
kO RBRBEHEXETRAAE
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Chapter 2 Executive Summary

2008 has been a year full of challenges for China: the most serious financial crisis hitting the globe

since the Great Depression, natural disasters such as the Southern Snowstorm and the Wenchuan
Earthquake, the melamine-in-food scandals, to name a few. All have spelled tougher times for
commercial businesses in China. But there is some good news: China has achieved great strides in
market liberalization over the past 30 years of reform and opening up; it has also won applause
worldwide for the successful host of the 2008 Beijing Olympics. China is today a force to be reckoned
with: many eyes are on how China will respond to the challenges in the coming years.

The market environment will continue to be testing in 2009. There will be winners as well as losers.
Commercial businesses should gear up themselves for the challenges, understand government’s
policy directions, keep a pulse on the latest regulatory changes, and watch the latest changes in the
commercial landscape. Only the fittest can survive.

China’s commercial sector faces cloudier outlook

The financial tsunami sweeping through the globe has tremendous implications for China. With its
economy long driven by exports and investment, China has witnessed the slowest pace of economic
growth in 5 years. Together with tightening credits, gloomier employment prospects and the sliding
stock and housing markets, consumers as well as businesses in China are becoming more cautious.
Profit growth of commercial businesses is likely to slow down in the coming year.

Heightened need for China to rebalance its economy

The financial crisis highlights the need for China to switch its economic growth path. The Chinese
government has been striving hard to boost domestic consumption. Huge efforts are spent on boosting
consumer confidence, enhancing residents’ purchasing power, improving consumption environment
and encouraging service consumption. Building a consumption-led economy shall bring huge potential
for commercial businesses.

Improving rural commercial landscape a top government priority

Domestic consumption in China has been primarily urban-driven. However, to stimulate and sustain
domestic consumption, tapping the rural demand is crucial. Underdeveloped rural commercial
infrastructure has long been one of the major bottlenecks in boosting rural consumption. Over the past
years, the government has paid huge attention to improving the rural commercial landscape. Today,
huge improvements are made in rural commercial developments and rural distribution in China; with
more favorable operating environment, the rural market is receiving growing interests from
businesses.

; Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce
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Consumption safety remains a key challenge

The melamine-in-food scandals in 2008 again raise questions about consumption safety in China. To
safeguard consumers, the government has stepped up regulations on food and consumption safety.
With tougher regulatory control and more stringent enforcement, commercial businesses in China shall
expect higher compliance costs in the future. Nonetheless, given the vast complexity of the Chinese
market, success cannot be achieved overnight.

Retailers in China prepare themselves to weather the potential slowdown

Despite the huge long-term market potential, many retailers have slowed down their expansion pace in
China since the second half of 2008. In face of potential consumption slowdown as well as trimming
credits, many big-name retailers, both domestic and foreign, are more cautious towards committing
capital investments and have revised down their expansion targets. Besides, more retailers today tend
to focus on regional expansion and expanding into lower-tier cities.

More focus is placed on enhancing core competencies as well. Improving supply chain efficiency,
optimizing procurement, improving merchandise mix, strengthening relationship with suppliers, and
embarking on retail real estate strategies are some areas winning retailers’ real attention.

Green practices in commercial businesses are winning appeal

The Chinese government has taken a series of active measures to promote green practices in
commercial businesses in recent years; of which the measure to ban free plastic bags nationwide in
June 2008 marks a significant step for China to raise environmental awareness among the public. On
the other hand, growing numbers of commercial businesses now see green measures conducive to
cost saving and image building. Looking ahead, the trend for businesses to go green is set to
continue.

Post-quake reconstruction offers a great deal of business opportunities

The devastating Sichuan earthquake in May 2008 has claimed tens of thousands of lives and caused
huge economic loss in China. The Chinese government has poured large sums of money into the
quake-hit areas for disaster relief and reconstruction projects; and it hopes to restore the commercial
infrastructure in quake-hit areas within 3 years. New investments in commercial infrastructure will
focus on enhancing logistics and distribution efficiencies; for instance, cold chain logistics and cold
storage have gained much attention. The post-quake reconstruction shall bring a facelift to the
commercial environment in these regions and will offer tremendous investment opportunities for
commercial businesses in the coming years.

q Secretariat of the Expert Committee of
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E-commerce sets to continue its explosive growth

E-commerce shall continue to be one of the bright spots in China’s commercial developments in the
next few years. With increasing Internet penetration and better online security, online transaction is
increasingly popular. More commercial businesses in China also consider using e-commerce as a
means to lower their operation costs and achieve wider customer reach. E-commerce is slowly
transforming China’s commerce scene. A number of commercial businesses have already explored
the online sales channel. The “click-and-mortar” model is drawing attention.

Legislation for City Commercial Development Plan anticipated

The anticipated legislation of City Commercial Development Plan (%48 #8 2l) in 2009 and its
nationwide launch has caught our experts’ attention. China’s commercial property sector has
witnessed significant growth over the past decade; but duplicated investment, the lack of centralized
city planning and mismanagement are giving rise to problems such as traffic congestion, heated
competition, poor customer footfall, uneven trade mix, high vacancies and commercial disputes. The
anticipated legislation shall help address market irregularities and foster a more orderly business
environment. But as always, enforcement holds the key to success.

Industry organizations will play a more active role in China’s commercial
sector

Over the past years, there is a mushrooming of different types of industry organizations in China such
as business and trade associations, commercial chambers and professional associations. Industry
organizations now assume greater importance in China’s commercial sector. They complement
various government departments in regulating the commercial market developments and serve as a
growingly important communication platform for businesses, government departments and the public.

Recognizing the importance of industry organization, the government has placed much effort in
boosting the independence and accountability of industry organizations, as well as improving their
service quality. It is expected that industry organization will play an even bigger role in the future.

: Secretariat of the Expert Committee of
Li & Fung Research Centre “ China General Chamber of Commerce
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Chapter 3 Implications for Foreign Investors

China’s commercial sector has achieved significant progress over the past three decades of market

reform. Eyeing the huge potential in the world’s fastest growing market, both foreign and domestic
commercial businesses have been keen to expand their influence in China over the past years. The
global credit crunch storm, however, strikes a less optimistic chord for businesses. Short-term outlook
for China is cloudier: signs of market slowdown, dampening consumer and business sentiments, and
tightening credit conditions all heighten the needs for commercial players to rethink their business
strategies.

Investors should prepare themselves to sail through rougher water. Despite tougher times ahead,
China’s growing economic strength today shall help businesses better weather the challenges.
Celebrating the 60th Anniversary of the Founding of the People’s Republic of China in 2009, we
believe the long-term picture is rosy for China. Here we offer a few points to note in this year for
foreign investors doing businesses in China.

Preserve cash flow

Macroeconomic slowdown has dampened Chinese consumers’ spirits; more frequent markdowns to
attract consumers are likely to erode business margin and weaken companies’ cash positions. On the
other hand, tightening credits also give rise to financing difficulties. Cash is king in times of liquidity
strain. In the face of less certain outlooks, companies are advised to be more pragmatic. Preserving
cash and maintaining a healthy balance sheet is the rule of thumb. To avert liquidity risks, businesses
should carefully assess their expansion plans and consider cost-control initiatives such as freezing
recruitment, renegotiating rentals with their landlords and cutting the fat in supply chains.

Enhance core competencies

The current downturn will undoubtedly speed up market consolidation in China. Today, aggressive
expansion becomes less viable for many; to stay ahead of the competition, businesses should place
greater attention to enhancing core competencies and their service levels. Improving supply chain
efficiency, optimizing procurement, strengthening relationship with suppliers, adopting green initiatives
and organization restructuring are some areas worth attention.

Keep a pulse on new policies and regulations

It is prudent for investors to understand the Chinese government’s policy directions and keep a close
eye on latest regulations, as these have tremendous cost implications. The Chinese government has
been putting continuous efforts to create a more regulated business environment. For instance, in a
bid to restore confidence after the melamine-in-food scandal, the government has launched a series of
regulations to safeguard consumption; businesses should expect higher costs on compliance and
more stringent enforcement of safety regulations in the future.

q Secretariat of the Expert Committee of
LI Aling) Stzselc Caillis China General Chamber of Commerce
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The widely anticipated legislation for the City Commercial Development Plan (T 548 2635 &) in
2009 to cope with the problems of duplicate investment in the commercial property sector is another
case in point. The plan can on the one hand help alleviate over-competition in the commercial sector;
on the other hand, this may increase the competition for quality retail space.

Tapping the potential of lower-tier cities and the rural market

The potential of China’s lower-tier cities and rural markets are not to be ignored. The government has
spent huge sums of money on infrastructural and social projects in the countryside and the inland
regions. The operating environment today is far more favorable. The government has also strived hard
to increase the income of farmers and lower-income groups. Besides, to encourage rural consumption,
the government has subsidized farmers on the purchase of a wide range of home appliances. Lured
by lower costs and huge potential, some commercial players such as Gome (B1<E=8) , Carrefour
and Wal-Mart have already set foot in these regions. Nevertheless, it should be reminded that the
purchasing power of lower-tier cities and the rural market is still limited. Cultivating success is not easy

and it can take years for these markets to fully unleash their true potential.

Look out for M&A opportunities

For some cash-rich commercial enterprises, the current economic downturn may be a good time for
buying distressed assets and expanding their influence. Valuation multiples have come down a great
deal and asset prices in China are now more attractive. Besides, in the face of tighter credit lines,
many cash-strapped businesses cannot but sell their assets to finance and some even have to file
bankruptcies, offering huge opportunities for mergers and acquisitions (M&As) at reasonable
valuation. Commercial enterprises shall look out for these opportunities to expand their influence.
Nonetheless, due diligence is always a prerequisite. Information from past legal records to current
debts to account payables to suppliers to company culture must be assessed carefully since they have
far-reaching implications on post-M&A integration.

Explore e-commerce opportunities

E-commerce in China is set to continue its explosive growth in the years to come. To ride the Internet
boom, commercial businesses may consider using the Internet platform as a doorway to reach new
customers, lower costs and diversify their marketing channels. Commercial enterprises should be
prepared to see e-commerce bringing huge changes in the competitive landscape, i.e., customers
becoming more knowledgeable and competition might intensify, even though going online is not their
option.

Leverage on the platform by industry organizations to reflect your views

Industry organizations in China today offer valuable platforms for businesses to exchange ideas and
reflect their views to government. Enterprises shall take advantage of the enhancing role of industry
organizations. Through facilitating knowledge sharing among businesses, industry organizations will
help boost innovation and industrial upgrade as well.

: Secretariat of the Expert Committee of
Li & Fung Research Centre China General Chamber of Commerce
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Chapter 4 The Ten Highlights of China’s Commercial Sector,

2008-09

1. Challenging year ahead for China’s commercial businesses
op B r 55 E ¥ BIRR £ R R4 5 | SERY ST B F0 B 5

T he financial tsunami sweeping through the globe since the later half of 2007 has not only
impacted the global financial markets but also hurt the real economy as well. With growing
interdependence among different countries, China’s commercial sector, which has witnessed
tremendous growth over the past decade, is also feeling the pinch. Commercial enterprises will have a
challenging year in 2009.

Swift government response to global financial turmoil

In the face of credit crunch crisis and the myriad uncertainties, China has responded swiftly by shifting
the focus of its macroeconomic policy over the past year. Compared to the government imperative of
preventing economy from overheating and curbing inflation at the end of 2007, the central government
today has taken a series of active initiatives to maintain stable economic growth. Boosting domestic
consumption and rural development has become the prime focus since the later half of 2008 (see
Exhibit 1).

Exhibit 1: Changing policy stance of the Chinese government

Dec 07 Apr 08 July 08 Oct 08
—
Prevent Prevent overheating Maintain stable Maintain stable
overheating economy, control economic growth economic growth,
economy and inflation and prevent and control financial system,
control inflation economic slowdown inflation capital market and

social harmony

Slowing growth trend confirmed; tough challenges ahead

Indeed, major economic data has already confirmed the slowing pace of the Chinese economy.
According to the National Bureau of Statistics (NBS), GDP growth fell to 9.0% year on year (yoy) in
3Q08, which was down from 10.1% yoy in 2Q08, 10.6% yoy in 1Q08 and 11.9% yoy in 2007. It was
the slowest growth in 5 years (see Exhibit 2).

q Secretariat of the Expert Committee of
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Exhibit 2: China’s real GDP growth, 1Q07 — 3Q08
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Source: National Bureau of Statistic

Exports and investment, which have been China’s major economic growth drivers in the past decade,
are under tremendous pressure due to slackening demand. Taking inflation and RMB appreciation into
account, it is estimated that export could just post single-digit growth in 2008; meanwhile, investment
growth would be lower than 20%. Both have registered sharp declines unseen for many years.
Macroeconomic downturn has put government’s fiscal revenue under pressure. Growth of tax revenue
fell sharply from 33.5% yoy in the first half of 2008 to 13.8%, 11.0% and 2.5% yoy respectively in July,
August and September 2008.

Retail sales maintained stable growth amid economic concerns in 2008; strong growth
in 2009 under question

On the contrary, retail sales number has been impressive in 2008. In the first three quarters of 2008,
the total retail sales reached 7,788.6 billion yuan, up nominally by 22.0% yoy. Real growth stayed at
14.1%, which is the highest since 1997 (see Exhibit 3). As exports and investment lose their growth
momentum, domestic consumption now plays a more prominent role in driving the Chinese economy.

: Secretariat of the Expert Committee of
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Exhibit 3: China’s retail sales growth, January-November 2008

25
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Source: National Bureau of Statistics

Nevertheless, the sustainability of strong retail sales growth is under question. Some big-name
retailers have already witnessed non-seasonal business slowdown. For example, the Beijing
Wangfujing Department Store (AR EAFHEZEELEE) has reported a slide in sales growth in the first
three quarters of 2008 (25%, 16% and 9% respectively in 1Q, 2Q and 3Q 2008) and expected to see a
further decline in the fourth quarter. The Xidan Department Store (FAE & :H%E) and China’s largest
electronic appliances chain Gome (%%) have also witnessed falling sales revenues.

Our experts believe the true impacts of global financial turmoil on China’s commercial sector will
become more prominent in 2009, putting commercial businesses in China under the toughest test in
recent years. Indeed, cloudier employment outlook and plummeting housing and stock markets will
continue to dampen consumption sentiment in the coming year.

Our experts anticipate that in 2009, 1) department stores will be under high pressure as consumers
cut back on their discretionary and luxury spending. On the other hand, focusing mainly on consumer
staples and necessities, supermarkets will see relatively fewer impacts. 2) Demand for big-ticket
purchase such as home furnishings and improvement, household appliances and automobiles are
likely to remain soft. 3) China’s coastal regions, with their economies being more export-driven, will be
more negatively influenced than the central and western regions. 4) Rural markets shall demonstrate
better growth potential than urban markets with a series of government initiatives to boost
consumption.

Commercial business in China fraught with challenges in 2009

All in all, 2009 will not be an easy year for most commercial businesses in China. Softening demand
and widespread economic concern will put businesses in China under tough tests. Businesses must
prepare themselves well to weather tougher economic environment.

q Secretariat of the Expert Committee of
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2. Government and businesses striving to stimulate consumption in China

WXHE - BL#ths - MRBBATFIRSE N AR RA SR E

The Chinese economic growth has been led by exports and investment in the past few decades. In
the face of global financial turmoil, however, exports and investment are under tremendous
pressure. Stimulating domestic consumption is now key to maintain China’s economic growth on a fast
lane. Boosting consumer confidence, enhancing purchasing power, improving consumption
environment and encouraging service consumption in China are now grasping attention.

Boosting consumer confidence

Gloomier employment outlook, sliding stock and housing prices have dampened consumer confidence
in China. China’s consumer confidence index has been dropping in three consecutive quarters from
1-3Q 2008; it is expected that consumer confidence index will continue its slide in 4Q 2008 (see
Exhibit 1).
Exhibit 1: Consumer confidence index (Jan 2006-Nov 2008)
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Source: National Bureau of Statistics

Though, our experts are worried that too much pessimism would be undue and could even turn into a
self-fulfilling prophecy. Indeed, poor consumer confidence will hurt consumption, of which discretionary
purchase is particularly vulnerable; this poses barrier for China to switch to a consumption-led
economic growth path.

In fact, given that China’s economy is in good shape compared to many other countries, and the
Chinese government is today more capable in mobilizing the country’s resources to sustain economic
growth; our experts are confident of the long-term prospect of China’s consumer market. To avoid
market slowdown, our experts urge the government to continue its efforts in boosting consumer
confidence in 2009.

: Secretariat of the Expert Committee of
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Enhancing purchasing power

According to estimates, China’s consumption rate has been down from 61.1% in 2000 to
approximately 50% in 2007; of which private consumption accounted for just around 35 % in 2007,
lower than many countries. Chinese residents’ income growth lagging behind China’s GDP growth
over the past decades is one of the reasons behind China’s low consumption. Inflation-adjusted
residents’ income grew by around 5.7 times between 1978 and 2006; meanwhile, China’s GDP has
increased by more than 10 folds. Besides, growth in tax revenue has outpaced GDP growth between
1998 and 2007. There are calls for the government to take more initiatives to redistribute its wealth to
citizens.

Widening income disparity is also a growing concern. On the one hand, rural residents’ income has
long been lagging far behind their urban counterparts. Urbanites earned nearly 4 times more than their
rural counterparts. According to the NBS, per capita disposable income of urban households was RMB
11,865 yuan; whereas the per capita cash income of rural households was 3,971 yuan in 1-3Q 2008.
On the other hand, the gap between the lowest and the highest household income band in both urban
and rural areas are also growing as well (see Exhibits 2 and 3)

Exhibit 2: Income of urban and rural residents, 1-3Q 2008

Per capita
disposable Per capita cash
income of urban Change income of rural Change
households (% yoy) households (% yoy)
Total RMB 11,865 7.5 RMB 3,971 11.0

Source: National Bureau of Statistics

Exhibit 3: Lowest and highest household income band in rural and urban areas, 2000

and 2007
Rural Urban
2000 2007 2000 2007
Per capita annual household income of 802 1,347 3,132 5,364
the lowest income band
Per capita annual household income of 5,190 9,791 11,299 29,479
the highest income band
Ratio 6.47:1 7.27:1 3.61:1 5.50:1

Source: National Bureau of Statistics

Recognizing the importance to improve the country’s income structure in order to fundamentally boost
and sustain domestic consumption growth, the government has strived its best to raise the income of
lower income groups and the farmers. Proposals to raise the individual income tax threshold, increase
the salaries of civil servants in poorer regions, and reform the country’s social welfare healthcare
system are cases in point. To encourage rural consumption, the government has also expanded its
subsidizing program for farmers on the purchase of a wide range of home appliances.
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Improving consumption environment

Improving consumption environment is also crucial. Poor retail and logistics infrastructure has resulted
in shopping inconvenience and posed one of the bottlenecks in facilitating consumption in China. For
instance, poor electricity services in rural areas have discouraged the sales of home electronics; and
the lack of parking space in some cities has also dampened automobile consumption in China. Better
infrastructure would definitely help facilitate consumption.

Besides, market irregularities such as unscrupulous business practices, bogus advertising and
counterfeiting have hampered consumption sentiment in China. The mainland authorities should
continue its efforts to curb deceptive practices to safeguard consumers  and market players’ interests.

Encouraging service consumption

The Chinese government is also keen to encourage service consumption. Indeed, as Chinese
consumers become more discerning, demand for services is ever growing; tourism, leisure, catering,
household care and elderly care have in recent years emerged as new consumption hotspots and
received huge attention from businesses. To boost the service industry in China, it is expected that the
Chinese government will launch a series of supportive measures in the next few years, e.g., lowering
the entry threshold for services businesses.

Conclusion

Consumption now plays a growingly important role in the Chinese economy. We believe the Chinese
government’s determination to stimulate domestic consumption is vital for the country to weather the
global financial storm. Nonetheless, there are many structural reasons behind China’s low
consumption; China is moving in the direction, but it will definitely take time for the country to switch to
a consumption-led economic growth path.
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3. Growing attention on China’s food safety monitoring system

RRREMEEEERB R ERNIEENES

The melamine-in-milk scandal in 2008 has again aroused widespread concern about food safety in
China. Claiming several children’s life with huge sick tolls, the scandal has severely shaken
consumers’ faith in the government’s ability to protect food safety and tarnished China’s image. To
safeguard consumers, the government has stepped up its efforts to improve food and consumption
safety supervision. With tougher regulatory control, it is expected that commercial businesses in China
will pay greater attention to safety compliance.

The melamine-in-food scandal

In September 2008, the Chinese media reported that a number of infants in China were diagnosed
with kidney damage after consuming melamine-contaminated milk powder manufactured by the
renowned Sanlu Group (=), one of the prominent players in the budget milk segment in China.
The industry chemical melamine was added to the raw milk by some dairy suppliers in China in order
to boost the apparent protein content for testing.

The revelation has quickly aroused widespread worries among Chinese parents with long queues for
check-ups at hospitals across the country. Further government inspections revealed melamine
contaminations in other big-name products such as Mengniu (54), Yili (%) and Yashili (EEF1).
To date, milk powder contamination has caused several deaths and up to 294,000 suffering from
urinary tract ailments. Furthermore, some other food made in China such as eggs, confectionaries and
coffee was also later found to be melamine-tainted.

The melamine-in-food scandals have prompted a string of Chinese-made food recalls and banning or
suspension of Chinese food imports in some countries. Confidence in Chinese-made food is badly
hurt. Impact on China’s dairy exports is prominent; according to official statistics, export of Chinese
dairy products has plummeted by 92% year-on-year in October 2008.

Government’s heightened efforts to ensure food safety from farm to table

The scandals have exposed major problems in quality control and supervision of the food industry in
China. In a bid to restore confidence, a number of government officials held responsible were sacked
and thousands of inspectors were deployed to dairy companies. The government authorities have also
announced a wide range of measures to ensure food safety from farm to table. Apart from stricter
supervision and immediate recalls of problem food, the State Council has approved a series of quality
control regulations in dairy production. Control over cow breeding, raw milk purchasing, as well as
production and sales of dairy products are tightened. The Ministry of Health has also set limits on
melamine use in milk and food. Besides, the State Council has in September 2008 announced the
Abolishment of Regulations on Quality Inspection Exemptions for Food Companies in China (ﬁ%[‘?‘ﬁ
MABANELREREERRFIENEL). The previous regulations, which had been in place since
1999, allowed companies to apply for inspection exemptions if they demonstrated proven track record
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in meeting safety requirements. All national inspection exemption labels on food products and their
packages are no longer valid today and firms must not publicize these national inspection exemption
qualifications anymore.

Heightened efforts to safeguard consumers are indeed much needed. However, challenges lie ahead.
Chief among which is that countless number of small food manufacturers operating across the country
has made inspection fighting an uphill battle. It is estimated that there are over 500,000 food-
processing companies in China, many of which are small and operated underground. Besides, lax
supervision and corruption are also to be blamed for cover-ups and delays in reporting problems.
Plugging loopholes in China’s consumption safety supervision system has a long road ahead.

Food prices continue to receive significant attention

Apart from tackling food safety problems, food prices are also high on the government’s agenda, as
always. Food-inspired inflation drew much attention in 2007 and early 2008. Food accounts for a fairly
large share in China’s consumption basket. Led by surging pork prices, food prices in China had been
increasing rapidly during that period, driving the consumer price index (CPI) to a record 8.7% in
February 2008, the highest level in a decade (see Exhibit 1). Food prices increase, however, has
slowed down in the second half of 2008 with active government measures to combat inflation and curb
food prices hike, even amid devastating natural disasters such as the Southern snowstorm and the
Wenchuan Earthquake.

Exhibit 1: CPIl and food price index, 2007-Nov 2008

2007 Jan-08 Feb-08 Mar-08 Apr-08 May-08 Jun-08 Jul-08 Aug-08 Sep-08 Oct-08 Nov-08
CPI 4.8 7.1 8.7 8.3 8.5 7.7 7.1 6.3 4.9 4.6 4.0 24
Food 123 182 233 214 221 199 173 144 103 9.7 8.5 5.9

Source: National Bureau of Statistics

Our experts predicted that food supply in China would be stable in 2009. There are no major upward
pressures in grain prices in 2009. Indeed, the Chinese government is determined to maintain a 95%
grain self-sufficiency rate; China today has a much larger grain inventory than many countries.
Reserves account for 35% of China’s annual grain consumption; the Food and Agriculture
Organization of the United Nations (FAO) suggested that world grain reserves should be around 17-
18% of world consumption. However, some of our experts are worried that farmers suffering from the
sharp drop in pork prices in 2008 may lower their incentives to breed pigs, which are possible to lead
to another wave of food-inspired inflation in 2010; they called for more effective communication
channels between farmers and market.
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Moving in the right direction, but still a long way to go

China has learnt a harsh lesson from the melamine-in-food scandal. To safeguard consumers’ health,
it is high time China paid more attention to food supervision. Stricter regulatory control will mean
higher compliance costs for commercial enterprises in China; meanwhile, this also helps facilitate
industry consolidation. On the other hand, the Chinese government will continue to monitor closely the

movement in food prices.

We believe China is moving in the right direction to tackle food safety problems; nonetheless, given
the vast complexities of the Chinese market and the huge vexed interests, there is still a long way to
go. All in all, we believe modernizing China’s food industry holds the key to success in solving the food
problems in China in the long run.
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4 Post-quake reconstruction sets to offer tremendous investment opportunities
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The devastating Sichuan earthquake in May 12, 2008 has claimed tens of thousands of lives and
caused huge economic loss in China. Responding swiftly after the quake, the Chinese
government has poured large sums of money into the earthquake-hit areas for disaster relief and
reconstruction projects. The post-quake reconstruction is set to transform the commercial landscape of
the quake-struck zones and will offer tremendous investment opportunities for commercial businesses
in the coming years.

Three years to rebuild the commercial infrastructure in quake-struck areas

The May 12 earthquake has caused a great deal of damages and economic loss in southwest China.
According to estimates, a total of 138,960 business outlets across the Sichuan, Gansu and Shaanxi
provinces were damaged by the quake, leading to a direct economic loss of 26.1 billion yuan by
September 2008.

Rebuilding the earthquake zones is today the government’s chief priority. The National Development
and Reform Commission, the Ministry of Finance, the People’s Bank of China, and the Sichuan,
Gansu and Shaanxi provincial governments jointly announced the Post-earthquake Reconstruction
and Business Service Restoration Plan (34 E X EMEEZTIHREERAEIER L)) in November
2008, aiming to restore the commercial infrastructure in quake-hit areas within 3 years. The plan
hopes to rebuild the retail and commercial infrastructure, household service networks, hog
slaughtering facilities, grain distribution system, and financial service networks in 51 districts in
Sichuan, Gansu and Shaanxi.

To speed up reconstruction, the Chinese government has transferred 20 billion yuan in advance from
the 2009 central budget to the three provinces in November 2008. The government has also granted
special subsidies and offered other support measures for reconstruction projects on agricultural
produce wholesale markets, logistics and distribution centers, and commodity warehouses, etc.
Reconstruction in earthquake-hit regions will bring enormous investment opportunities and help spur
domestic demand.

Jump in foreign investment in Sichuan

Indeed, the quake has spelled challenges but also brought tremendous opportunities. Some foreign
companies have actively explored investment opportunities in the hardest-hit Sichuan province.
Contractual foreign investment in Sichuan has surged 207.5% year-on-year (yoy) to 4.2 billion yuan in
the first half of 2008 with the provincial capital Chengdu leading the investment boom. The city’s
contractual foreign investment accounted for 80% of Sichuan’s total figure with a growth rate of
218.9% in that period (see Exhibit 1).
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Exhibit 1: Foreign investment in Sichuan, January to October, 2008

Contractual foreign investment Actual utilized foreign investment
Jan - Oct, Accumulated Change Accumulated Change
2008 (Million USD) (% yoy) (Million USD) (% yoy)
Total 573,130 79.6 291,586 100.3

Source: Sichuan Provincial Department of Commerce

Commercial sector playing a crucial role in post-quake reconstruction

Indeed, post-quake reconstruction has drawn huge attention from commercial businesses in China.
Zhejiang businessmen in Sichuan have also demonstrated their enthusiasm by contributing over 2.9
billions yuan to rebuild the agricultural produce wholesale markets in Guangyuan, Mianyang, Deyang
and Wenchuan of Sichuan by August 2008. More than 50 multinational companies have also
participated in the “Investment and Exchange Fair for Multinationals after the Quake in Sichuan” held
by the Ministry of Commerce and the Sichuan provincial government in July 2008; enterprises
including Carrefour and the Kerry Group had signed eight investment projects with the Sichuan
government, committing a total investment of US$2.18 billion.

Contribution by the private sector is much welcomed. By offering professional knowledge in various
aspects, we believe that the participation of commercial enterprises can enhance the efficient
allocation of reconstruction resources.

Commercial infrastructure sets to have a facelift

Enormous government support and active participation from commercial businesses is set to
transform the commercial landscape of the quake-struck regions. Indeed, commercial infrastructure in
southwest China has long been lagging behind due to limited resources. High logistics costs and
distribution inefficiencies pose huge challenges for these inland provinces to develop their economies.

New investments in commercial infrastructure in these quake-hit regions will pay special attention to
logistics and distribution efficiencies. For instance, cold chain logistics and cold storage have gained
much attention and these areas are set to offer huge investment opportunities for businesses. It is
expected that the post-quake reconstruction will bring a facelift to the commercial environment in the
quake-struck regions.
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5. Great strides in China’s rural commercial infrastructure developments

RHAEEARTRERTISNEEF REEXTRRF

U nderdeveloped rural commercial infrastructure has long been one of the major bottlenecks in
boosting rural consumption in China. To improve the livelihood of the vast rural population, the
Mainland authorities have actively taken a series of initiatives to improve the commercial landscape in
the countryside over the past few years; of which the Rural Retailing Network Project (B4 T4 T72)
and the Agricultural Produce Wholesale Market and Distribution Company Development Project (%ﬁ
3% T42) are two major projects launched by the Ministry of Commerce (MOFCOM) to boost rural
commercial development and facilitate rural distribution. Shortening the supply chains for agriculture
produce is gaining attention in this year as well. Huge efforts are spent to facilitate the efficient
channeling of agricultural produce to modern format retailers. China’s rural commercial landscape is
ever improving, bringing huge opportunities for businesses.

Improving rural commercial landscape a top government priority

Rural development holds the key for the success of China’s long-term and sustainable economic
growth. Over the past decades, rural consumption has been lagging far behind urban areas in China.
Poor commercial infrastructure is partly to be blamed. Shopping inconvenience and distribution
inefficiencies have discouraged rural consumption and led to consumption safety loopholes.
Underdeveloped rural logistics also pose major bottlenecks for the efficient channeling of agricultural
produce to markets, hurting farmers’ abilities to increase their incomes.

Boosting rural consumption plays a significant role for China to switch to a consumption-led economic
growth path. To improve the rural commercial landscape, the government has spent major efforts in
the past years on establishing rural retail channels and developing rural wholesale markets.

The Rural Retailing Network Project

To enhance distribution efficiency in rural China, the MOFCOM launched the Rural Retailing Network
Project in 2005. It is hoped that a rural retailing network covering 90% of counties and 85% of
townships in China will be built by 2010. Preferential treatments as well as financial and operational
support are given to retail enterprises to encourage them to conduct chain operation in rural areas.

According to the MOFCOM, more than 300,000 retail stores have been set up or restructured in the
countryside, covering 75% of the counties in China by June 2008. It is estimated that the project has
already attracted investment of over 10 billion yuan from local governments and commercial
enterprises; and rural consumption has been boosted by over 100 billion yuan.

The MOFCOM has strived hard to enhance the competitiveness of the rural retailers. It has
collaborated with other government departments and renowned enterprises such as the National Post
Office and China Mobile to widen service scopes of rural retail chains in the project. A number of rural
retailers are now granted the rights to provide postal and mobile payment services, etc.
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Apart from extending the coverage of the rural retailing network project, the MOFCOM will also pay
special attention to enhance rural retailers’ distribution efficiencies in the coming year. The MOFCOM
hopes to promote the use of information technology to enhance retailers’ time-to-market; efficient
deliveries of key commodities such as food and household care products will be the prime focus.

The Agricultural Produce Wholesale Market and Distribution Company Development
Project

On the other hand, underdeveloped distribution and logistics infrastructure in rural areas has
hampered the distribution of agricultural produce, posing great hurdles for farmers to improve their
livelihood. 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. The MOFCOM hopes to modernize
their operation such as through developing cold chain logistics and improving warehouse
management. It is believed that modern operation can help lower the distribution costs of agriculture
produce and promote food safety.

The project has achieved impressive progress. By the end of 2007, agricultural produce wholesale
markets under the scheme have achieved sales transaction of over 420 billion yuan, which accounts
for around one-third of the national total. With growing demand for quality agricultural produce, the
number is expected to continue to demonstrate healthy growth.

Flattening agricultural produce supply chains

In the past year, flattening agricultural produce supply chain is gaining real attention from government
and commercial enterprises as well. In December 2008, the MOFCOM and the Ministry of Agriculture
jointly issued the Pilot Scheme Notice of Promoting Closer Cooperation Between Farmers and
Supermarkets (B3R BR BB 1125 B T/EREA). A number of established supermarket chains such
as Shandong JIAJIAYUE Supermarket Company Limited (lWBRZEZK 1% ™) are selected to participate
in the pilot program. The scheme aims to promote closer cooperation between farmers and
supermarkets in China so as to enhance agricultural produce supply chain efficiencies. Key initiatives
include promoting direct sourcing from farmers, increasing fresh food sales in supermarkets,
promoting cold chain logistics and developing private labels for agricultural produce. It is hoped that by
2012, participated enterprises will source over half of the fresh food directly from farmers.

In fact, some retailers have already sought to flatten their distribution system through direct sourcing
so as to lower distribution costs. For instance, Carrefour and Metro are trying to cut the fat in the
supply chains through sourcing agricultural produce directly from farmers. Wal-Mart has also launched
the “Direct Farm Program” , in which the retailer will work with Chinese farmers in direct procurement
and development of more sustainable fresh food produce. It is believed that the program can benefit 1
million Chinese farmers by 2011.
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Laying a solid foundation for rural commercial infrastructure development

Continuous government support has laid a solid foundation for rural commercial infrastructure
development. Today, opportunities are emerging in China’s vast interior. With ever-improving
commercial infrastructure and residents’ purchasing power, China’s rural market is receiving growing
interests from commercial businesses. This trend is set to continue.
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6. The anticipated legislation for the City Commercial Development Plan shall enable a
more regulated and orderly business environment

(R R RARIRS) RERHEN - AREBRRAESENR - AFERAERF

C hina’s commercial property sector has witnessed significant growth over the past decade.
However, duplicated investment, the lack of centralized city planning and mismanagement are
giving rise to problems such as traffic congestion, heated competition, poor customer footfall, uneven
trade mix, high vacancies and commercial disputes. Legislations governing the industry are currently
lacking in China. To address market irregularities and help foster a more orderly business
environment, it is widely anticipated that the State Council will legislate for the City Commercial
Development Plan (3 & 548 26352 £l) in 2009 and the plan will be launched nationwide.

Steady investment growth of commercial properties

According to the National Bureau of Statistics of China (NBS), the total investment on commercial
properties’ accounted for 277.6 billion yuan in 2007, up steadily by 17.9% year on year (yoy). Despite
the credit crunch crisis, investment in China’s commercial property market has continued its solid
growth in the 1-3Q 2008; the sector attracted investment of a total of 215.7 billion yuan, growing by
16.8% yoy (see Exhibit 1).

Exhibit 1: Total investment in China’s commercial properties, 2000 to 1-3Q 2008
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Source: National Bureau of Statistics

In the face of domestic residential housing market slump, a number of traditional residential real estate
developers in China have already started to diversify their investments into the retail property sector,
which is perceived to offer more stable rental yield. A handful of residential developers are now
reviewing their previous expansion plans and strive for a more balanced asset portfolio.

1 Commercial properties refer to the properties engaging in commercial activities and services including shopping centers, hotels,
restaurants and resort villages. Office and residential properties are excluded.
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Lack of centralized city planning brings huge challenge

The lack of centralized city planning has however brought huge challenges to the retail property sector
in China. Excessive new supplies and speculative investments are some of the chief concerns.
Statistics by global real estate advisory DTZ showed that the supply of commercial properties in
Beijing has doubled in the first half of 2008 yoy; it will take time for the market to absorb those
considerable new supplies. Meanwhile, according to CB Richard Ellis, vacancy rates of retail
properties are piling up in some cities such as Qingdao, Hangzhou and Xiamen due to the lack of
centralized city planning, poor design of some retail properties and the building boom over the past
years. There are growing calls for the government to strengthen planning for commercial
developments in China.

Legislation for the City Commercial Development Plan anticipated in 2009

To foster the healthy development of the commercial sector, the Ministry of Commerce (MOFCOM)
has put much effort in formulating the city commercial development plan in recent years. The State
Economic and Trade Commission (SETC, the then Ministry of Commerce) first announced the
formulation of the National Commercial Development Plan in 2001. All provincial-, municipal- and
prefecture- level governments are required to submit detailed plans for city commercial development in
their cities or regions, taking into account the city’s overall development, population demographics and
distribution, consumption demand, transportation infrastructure and environmental impact assessment.
All new store openings should comply with the plan.

To enhance enforcement, some anticipate that the State Council will legislate for the City Commercial
Development Plan in 2009, giving the plan higher regulatory status. The plan, if fully enforced, will
have tremendous implications for China’s commercial landscape. On the one hand, this can help
rationalize competition and alleviate the problems brought about by the lack of centralized planning
such as traffic congestion. On the other hand, this may increase the competition for quality and prime
retail space in China.

Most prefecture-level cities have already filed their plans; the project is extended to
county-level cities in 2008

By September 2008, 265 out of 279 prefecture-level cities in China have already compiled their city
commercial development plans, representing a completion rate of 95%. Some cities such as
Guangzhou, Dalian and Xi'an have even established hearing councils to facilitate implementation of
the plans.

The MOFCOM has also extended the launch of the City Commercial Development Plan in 368 county-
level cities in 2008. Of which, 57 county-level cities have filed the development plans.
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Execution holds the key to success

The government’s efforts to regulate the city commercial developments are generally appreciated.
Indeed, the legislation for the City Commercial Development Plan will help lay a solid framework for
China’s city commercial developments. However, businesses in China tend to keep a wait-and-see
attitude towards the implementation result. Poor legal awareness and lax enforcement are some of the
concerns. It is widely anticipated that the State Council will promulgate a set of related rules and
regulations in the coming year to facilitate the enforcement of the plan.
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7. Retailers expanding more cautiously: focusing on regional expansion and increasing
penetration into lower-tier cities
KEVEH B R IRSROABERLE - ENEE R R0 /)M iE {8

S ince the second half of 2008, many retailers in China have slowed down their expansion pace. In
face of potential consumption slowdown as well as trimming credits, many big-name retailers,
both domestic and foreign, are now more cautious towards committing capital investments and have
revised down their expansion targets in 2008 and 2009 in order to preserve cash. More focus is placed
on enhancing core competencies.

More cautious expansion approach

A number of retail big names in China have experienced significant profit slowdown recently. In the
third quarter of 2008, the net profit of Beijing Hualian Supermarket (It RERARSHEE ™) has dropped
sharply by 90.08% yoy. As Chinese consumers cut spending, operating revenue growth of Parkson
Retail Group (ﬁ@%%ﬁé), one of the largest department store chain operators in China, was down
by 28.2 % yoy in the first three quarters of 2008; other listed retail chains such as Wangfujing
Department Store (EffH B E), Bailian Group (B #%™) and Dashang Group (XE%E) have
also witnessed declines in sales and profits. Exhibit 1 demonstrates the performance of selected
retailers in China in 3Q 2008.

Exhibit 1: Performance of selected retailers in China, 3Q 2008

Selected retailers 3Q 2008 Net profit Month-on-month  Year-on-year
in China (million yuan) change(%) change(%)
Beijing Hualian Supermarket 3.4 -91.1 -90.1
IERERGSED

Balian Group H B3 43.2 -41.0 -18.0
Beijing Wangfujing Department Store 57.6 -37.6 +11.7
IRABE

Dashang Group A& &£E 20.1 -80.8 27.3
Grandbuy Department Store BB B & 21.1 -49.9 -4.6

Source: company websites and newspapers

Retailers are adopting a more conservative expansion approach to preserve cash as a result of profit
contractions and cloudier economic outlook. China’s biggest retail chain operator, Gome Electrical
Appliances (%%%ﬁ), will curtail its outlet expansion and shut down some poorly-operated stores in
coming years. It is reported that Wal-Mart and Carrefour have revised down their expansion targets in

China in the next two years.
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Retailers focus more on regional expansion

A number of retailers have aggressively expanded their footprints in China over the past few years. In
particular, some domestic retailers had embarked on aggressive land grabs, striving to achieve
extensive national footprints before the retail market fully opened to competition in 2004. However,
they had learnt a harsh lesson competing with strong regional players as they operated outside their
home markets. Resources constraints, supply chain complexities, and regional differences in
purchasing power and consumer behavior pose huge difficulties for retailers. Today, retailers tend to
have more rational expansion plans and focus more on regional instead of national expansion.

Lower-tier cities and the rural market enter into retailers’ radar screen

Retails sales in China are primarily urban-driven. According to the National Bureau of Statistics,
urbanites accounted for 44.9% of the total population; and they contributed 67.7% of the country’s
total retail sales in 2007. Regional disparities are significant in China’s commercial scene as well. With
higher economic power, China’s eastern coastal regions boast the strongest retail sales, while retail
sales in central and western regions are much lower. Retail sales are the strongest in three major city
clusters, namely the Pearl River Delta, the Yangtze River Delta and the Beijing-Tianjin-Hebei regions.
Many retail chains had long considered these coastal regions as must-win battle places.

Yet, some retailers have gradually switched their focus in recent years and China’s lower-tier cities
and the rural market is now on many retailers’ radar screen. Indeed, competition in coastal markets
has intensified greatly over the past few years, significantly driving up retailers’ operating costs.
Besides, the operating environment of these regions is getting tougher under the current financial
turmoil since many of the coastal economies are export-oriented; many retailers have witnessed
significant sales downturn in these markets. With government’s active initiatives to boost balanced
urban-rural and regional developments, wealth is trickling down to China’s other regions. Many
retailers are eyeing for opportunities in inland regions and the rural market. Looking ahead, many
inland cities and the rural market look set to demonstrate more impressive sales growth.

Foreign big-name businesses such as Starbucks, Carrefour and Wal-Mart, have already turned their
eyes to lower-tier Chinese cities. For example, Wal-Mart is looking for opportunities in smaller counties
such as Maoming and Wuhu in Anhui and Loudi in Hunan. In 2007, among the 30 newly opened Wal-
Mart stores in China, only 3 of them are located in major cities Beijing, Shanghai and Shenzhen.

Difficult times prompting retailers to improve competitiveness

Cloudier economic climate will definitely accelerate market consolidation in China. Indeed, with more
effective cost control and deeper pockets, retail chain operators shall better withstand the challenges.
To secure their market positions in this difficult time, many retailers have focused on enhancing their
competitiveness. Improving supply chain efficiency, optimizing procurement, improving merchandise
mix, strengthening relationship with suppliers, and embarking on retail real estate strategies are now
gaining retailers’ real attention.
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The fittest will survive

Although many retailers have withessed dampening sales performance in recent months, China surely
is, and will continue to be, one of the most promising consumer markets in the world. Under the
current economic climate, retailers adopting more conservative approach - switching their focus from
sheer network expansion to seeking internal improvement - so as to develop capacity and secure
market competitiveness in the future is the right choice.
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8. E-commerce sets to continue tremendous growth

A LHEREEXER

E -commerce is today growingly popular in China. With increasing Internet penetration and better
online security, more commercial businesses in China now consider using e-commerce as a
means to lower their operation costs and achieve wider customer reach. It is believed that e-
commerce will continue its rapid growth in the coming years.

E-commerce on fast growth track

China today has the world’s largest Internet population. According to China Internet Network
Information Center (CINIC), China’s Internet population has reached 253 million in June 2008, jumping
by 56.2% year-on-year (yoy). Overall penetration in the country was 19.1% in June 2008, lower than
the global average of 21.1%. Looking ahead, it is expected that China’s Internet population will
continue to expand rapidly, offering immense potential for the country’s e-commerce.

Indeed, China has shown a huge appetite for online commerce in recent years. According to the Data
Center of China Internet (DCCI), the transaction value of e-commerce has continued to grow at an
astonishing pace in 2007, up by 68.2% yoy to reach 1,700 billion yuan. It is estimated that the
transaction value of e-commerce would exceed 2,000 billion yuan in 2008.

Exhibit 1: China’s e-commerce transaction value, 2003-2007
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Despite the staggering growth, online shopping is still in its infancy in China. Online transactions
accounted for less than 1% of the total retail sales in 2007. Nonetheless, some estimated that China’s
Internet shopping market might exceed 1 trillion yuan by 2010, contributing to 5% - 8% of the retail
sales.
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Indeed, many believed that online commerce could benefit from the economic downturn as consumers
hunt for bargains online and businesses look for lower-cost operation alternatives. Increasing
spending of netizens in the first half of 2008 is a case in point. According to the DCCI, the average
spending of the netizens has increased by 13.9% yoy in the first half of 2008. China’s online sales are
expected to reach another record high in 2009.

Driving forces behind the growing popularity of e-commerce

Our experts have identified four major reasons behind the growing popularity of e-commerce in China.
Chief among which is that online platform offers competitive pricing on a wide range of items such as
cosmetics, books, electronics, hotel accommodations, and you name it; attractive pricing is much
welcomed, especially by the country’s white collars and youngsters. As shoppers tighten their belts
these days, online shopping shall become more popular.

Secondly, the infrastructure of e-commerce has demonstrated marked improvements in recent years.
In the past, many were reluctant to shop online as they were worried about online security; immature
logistics infrastructure also poses problems for efficient delivery. To win shoppers’ trusts and
confidence, major e-commerce players have developed their own online payment systems to enhance
payment security. One of the leading players Baidu has, for instance, developed its own online
payment system Bai Fu Bao (ﬁﬁ%‘:) by partnering with major domestic banks including Industrial
and Commercial Bank of China, China Construction Bank and China Merchants Bank; meanwhile,
Taobao.com, the customer-to-customer (C2C) branch of the renowned Alibaba Group, has used
Alipay (X1JE) , the exclusive payment arm of the Group, as a payment tool to facilitate online
payments. To further simplify the payment process, Alipay has launched a mobile phone payment
service in June 2008. On the other hand, as third-party logistics develop in China, product delivery is
increasingly reliable.

Thirdly, a huge youth population is conducive to the developments of online shopping in China.
According to CINIC, around 80% of China’s Internet population is under the age of 35. For those with
education background with university degree or above, more than 90% has access to the Internet. For
the age group between 20 and 30 year-old, 91% has online shopping experience. The young and
educated Internet population is more willing to embrace new technologies.

Finally, many retailers are keen to explore new doorways to reach potential customers in the face of
stiff market competition. Online platform offers a low-cost alternative. Some traditional retail operators
including Xinhua Bookshop (¥T2&J&), Beijing Wangfujing Department store (It EFH B E) and
Gome (BIXE &%) have already explored the online channel and developed their own online shopping
websites. Meanwhile, the success of online apparel retailers such as PPG and Vancl (J‘L@%ﬁi:‘?ﬂ) has
also caught the attention of many.

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



2008-2009 & H B R+ K BB,

The “click-and-mortar” model receiving much attention

Indeed, the growing influence of the online trading platforms such as Taobao.com is winning
businesses’ attention. As the Mainland’s largest C2C online auction site, Taobao.com has reported
sales revenue of 43.4 billion yuan in 2007; this sales revenue has already surpassed many big-name
retail chains such as China Resources Vanguard (28 & ), Carrefour (China) and Wumart (#13%).
With approximately 53 million registered members in 2007, it is believed that the revenue of
Taobao.com would reach 100 billion yuan in 2008, representing an increase of 130.4% yoy.

Government initiatives to regulate online shopping

To better regulate the online shopping environment, the Beijing Administration for Industry and
Commerce has promulgated a regulation on e-commerce supervision and management on August 1,
2008. Profit-oriented, Beijing-based online businesses must obtain a business license before starting
operation. Information such as company names, business addresses, online shop names, IP
addresses and contacts should be publicized. Although the regulation has aroused heated debates
among practitioners and the public, it signals an important step for the government to regulate virtual
business environment and protect consumers.

In addition, the Ministry of Commerce has drafted two new rules on Specification for E-Business Model
(BTEHEX#HE) and Service Specification for Online Shopping Transactions (#82% &Y R % 17 £8)
in April 2008. The regulations aim to set standards for e-commerce businesses in areas such as legal
qualifications, license registration, operation behaviors, payment means and service systems,
intending to better safequard consumers’ interests.

Rosy prospects, but some challenges ahead

E-commerce is set to continue its rapid growth in China. Nonetheless, some challenges lie ahead -
while the pie is getting bigger, it should be reminded that profits are still elusive for many players. It is
reported that Taobao.com, even with its large market share, has yet to generate profits directly from
transactions carried on its free C2C platform. Besides, despite huge achievements in online security
and logistics infrastructure, there is still huge room of improvements. And government initiatives to
regulate the online shopping markets are the key things to watch as well, as they may have
tremendous implications for the online business landscape.

All in all, e-commerce in China has a rosy picture. Commercial business shall keep a close watch on
online retailing channels.

q Secretariat of the Expert Committee of
LI Aling) Stzselc Caillis China General Chamber of Commerce



=

~ What do Experts Say?
“Ten Highlights of China’s Commercial Sector, 2008-2009” e —

9. Government taking active measures to promote green practices in commercial
businesses

IRE% [PREE<S | BBt - BFERBUERBIIGMEANREIRIR

E nvironmental protection has received heightened attention in recent years. In the past decades,
China has achieved astonishing economic success at the expense of huge environmental costs.
Recognizing the unsustainable growth model, the Chinese government has taken a series of active
measures to promote green practices in commercial businesses. Of which, the measure to ban free
plastic bags nationwide in June 2008 is regarded as a significant step to raise environmental
awareness in China.

Energy waste is a growing alarm

Many commercial businesses in China have been running on low energy efficiency; the problem of
energy waste is a growing alarm. Some staggering statistics include: energy consumption in
department stores and supermarkets in China is 2 to 3 times than that in developed countries;
electricity consumption per unit area in China’s shopping malls is 40% higher than that in Japan; more
than 40 million tons of plastic packages are discarded every year; and each year China’s restaurants
dump 4 million tons of waste oil. Besides, recycling has not yet been widely adopted. According to
market statistics, the recycling rates of plastic, rubber, paper and glass are 24%, 32%, 35% and 13%
respectively, way lower than the rates in developed economies such as Japan and Germany which
range between 50% and 95%.

China has paid heavy environmental price for its energy-inefficient growth model. Pollution in the
country is deteriorating. Heavy consumption and poor utilization on resources also pose constraints for
the country to sustain its economic growth pace. As China is now, for instance, a net importer of
natural resources such as oil, improving energy efficiency is of strategic importance for China to
reduce its reliance on foreign countries.

Government taking the lead to promote energy efficiency

To alleviate the environmental pressures and support the healthy development of the economy, the
government has taken a series of initiatives to promote environmental conservation. The government’s
initiatives to curb “white pollution” are cases in point. According to estimates, supermarkets in China
consume over 400,000 tons plastic packaging annually, costing approximately 5 trillion yuan. Of
which, consumption of plastic bags is estimated to cost the China’s retail sector at least 20 trillion yuan
every year. In early 2008, the State Council issued the Circular on Restricting the Production, Sale and
Use of Plastic Shopping Bags (R4 EHEEAERIEEYL). Production, sale and usage of super-
thin plastic bags, the main source of plastic pollution in China are banned; also, consumers must now
pay for the plastic bags in retail channels such as supermarkets and shopping malls. On the other
hand, the Administrative Measures for the Paid Use of Plastic Bags at Merchandise Retailing Places
(BmEESERBYREEEAEEIVE) promulgated by the Ministry of Commerce, the State
Development and Reform Commission, and the State Administration for Industry and Commerce has
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taken effect on June 1, 2008. Retailers will be fined for up to 10,000 yuan for providing free plastic
bags to consumers, or distributing plastic bags without providing required information such as the price
of plastic bags.

Furthermore, the new Value Added Tax (VAT) regime that allows the cost of buying equipment to be
tax-deductible effective from January 1, 2009 is also expected to facilitate industry upgrade in China,
conducive for the country to improve energy efficiency. It is also expected that the VAT reform can
help enhance the incentives of commercial businesses to adopt environmental-friendly equipment.

Commercial businesses seeing green as gold

Going green is catching commercial businesses’ real attention as well. Commercial enterprises in
China increasingly see green measures conducive to their cost saving and image building. For
instance, Carrefour (China) has launched its “Energy Efficient Plan” in 2008, committing to reduce
energy consumption by 20% for its new stores and 15% for its existing stores. It is expected the
project will help Carrefour save 1 million yuan for each shop annually. British retailer Tesco has also
located its first “Green” Store in Shanghai in January 2008 and the store has adopted environmental-
friendly measures such as using energy-efficient lighting, refrigerators and escalators. Many others
such as Wangfujing Department Store (EfF#HBE), IKEA(EX), Jingkelong(:A &) and Quanjude
(2B have also adopted similar green approaches. Commercial businesses in China also
increasingly focus on green supply chains to enhance their competitiveness, e.g., they place more
attention on improving logistics efficiency.

The concept of “scientific development” stressing balanced and sustainable development was added
to the Communist Party Constitution in a bid to rein in the environmental costs of the country’s rapid
economic growth. Providing such a background, the green movement is expected to gather
momentum in China. We believe the country is heading to the right direction in promoting green
commercial businesses; efforts by both the government and businesses are also much appreciated.
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10 Industry organizations will play a more active role in the commercial sector
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As China liberalizes its commercial sector, industry organizations are playing a more active role in
the Chinese economy. Today, industry organizations complement various government
departments in drafting various rules and regulations and serve as growingly important communication
platforms for businesses, the government and the public. Commercial businesses should make good
use of these platforms to express their voices.

Industry organizations assuming greater importance in the commercial sector

From regional to national levels in China, there is a mushrooming of different types of industry
organizations such as business and trade associations, commercial chambers and professional
associations. According to the Ministry of Civil Affairs (MCA), the number of industry organizations has
climbed over recent years. The number of trade associations and commercial chambers in China has
increased from 47,000 in 2005 to 60,000 in 2007. Not only growing in numbers, industry organizations
China are also becoming more specialized and professional. Today, you can find industry
organizations for many industry sectors in China, from retailing to beauty and healthcare to textiles
and apparel, you name it.

Indeed, the Chinese government has gradually reduced its participation in a range of auxiliary
business activities such as organizing exhibitions and launching appraisal over the past decades;
industry organizations have increasingly assumed these roles. As China’s commercial sector further
liberalizes, the government is keen to see the inputs from businesses and the public in boosting the
country’s commercial developments. In drafting various rules and regulations, the government has
actively sought advice from relevant businesses, experts, academia and the public. For instance, to
help the country weather the current financial turmoil, the State Council has invited 20 leading industry
organizations including the China General Chamber of Commerce to reflect their views and offer their
recommendations in October 2008.

Communications between the government and industry organizations are beneficial to the healthy
developments of China’s commercial sector and should be encouraged. In today’s fast-changing
marketplace and economic environment, businesses are usually able to grasp the latest market
information more quickly; their in-the-market experiences are highly valuable for policymakers to
advance their industry knowledge and formulate relevant industry standards, rules and regulations.

In fact, industry organizations also help safeguard and represent the interests of the business
community. As China’s commercial landscape is still highly fragmented; many enterprises have found
themselves in disadvantaged positions in business lobbying. Industry organizations, in this regard, can
pool enterprises together and better reflect their voices. Furthermore, serving as an important
communication platform for businesses, they facilitate knowledge sharing and help boost innovation
and industrial upgrade.

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



2008-2009 & H B R+ K BB,

Better regulatory framework governing the industry organizations

Nonetheless, industry organizations in China are generally less mature than their international
counterparts; problems such as poor accountability are not uncommon. Recognizing the importance of
industry organizations, the government has put forth a regulatory framework to foster the healthy
developments of industry organizations. In May 2007, the State Council issued the Opinions on
Accelerating the Reform and Development of Industry Organizations (B8R IR IEEITEG SR ER R
RHETEER), aiming to increase the independence of industry organizations, promote an orderly
development environment and improve the service quality of industry organizations. Moreover, in the
meetings in 16" and 17t National Congress of the Communist Party of China, state leaders have
reiterated the importance of the industry organizations in pushing forward further market liberalization.

Promoting business credibility and developing domestic market should be the prime
focus in 2009

Under the current market situation, our experts have highlighted two areas that industry organizations
should pay special attention to. Firstly, in response to market irregularities and a series of consumption
safety scandals, industry associations are advised to pay greater efforts to promote business
credibility and integrity among members and foster an orderly market environment. Secondly, as
foreign demand weakens, relevant industry organizations may also assist traditional export-oriented
companies to develop their home markets. Understanding that the problem of delay payments to
suppliers have long been a hurdle for companies to engage in domestic sales and it puts pressure on
suppliers which may subsequently affect the future production, industry organizations can play a role
by liaising and coordinating with different parties to improve the relationship between suppliers and
retail and whole businesses. Industry organizations may further assist members to establish domestic
sale service networks and build their brands.

Industry organizations will further their contributions in the commercial sector

With better regulatory framework, our experts believe that industry organizations will further their
contributions to China’s commercial sector in the coming years. Commercial businesses are advised
to make good use of the platforms to communicate with their counterparts and the government.
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