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A Piggy Bank Revolution

the world, officially stands for Industrial

and Commercial Bank of China. Its cus-
tomers in China however call it Ai Cun Bu
Cun, meaning, we do not care whether you
put your money with us or not. As the bank-
ing sector is tightly controlled by the gov-
ernment and run by only a few state-owned
banks, customers in China have to live by —=
their terms. Sometimes the interest earned
on deposits is lower than the inflation. The
internet has been a disruptive factor for
many industries in the world, it may also
shake the foundations of these large banks
that have been complacent for decades. New
Economy businesses challenge the old ones.
Can it happen in China’s banking industry?

Apparently yes. And here’s why.

Over the last few months, China’s internet giants have been
busy reshaping the contours of the banking industry. Companies
like Alibaba, Tencent and Baidu have launched internet finance
products that are gradually chipping away at the supremacy of the
country’s brick-and-mortar banks. By offering higher returns than
traditional banks, the internet finance products of these companies
have started to amass large deposits within just a few months of
existence. In particular, the Alibaba group’s Yu’e Bao already has
deposits of nearly RMB 500 billion from 81 million people since
its launch in June 2013. While these deposits are still miniscule
compared to what sits on the balance-sheets of traditional banks,
banks are starting to worry nevertheless—and are fighting back.

Our cover story looks at this contentious issue, even as it un-
ravels. There are several questions that need to be addressed. Are
the fears of the big banks justified? Is internet finance a real threat?
If yes, what are traditional banks doing to fight back? On the other
hand, can internet finance products continue to deliver high returns
over long periods of time? Are their business models sustainable?

These are interesting questions and regulations on internet fi-
nance products are still being shaped, but we try to bring you some
answers in our story ‘The Money Matrix’ on page 22.

Elsewhere in this issue, we take a hard look at China’s agri-
business industry (‘Down on the Farm’, page 10). The agriculture
sector has been plagued by outdated farming methods, land own-
ership issues and low returns. We analyze what China can do to
modernize and scale up agriculture and improve yield. Our story
tracks some of the reforms that are starting to kick in and how
they could impact agriculture. There is a silver lining too: some of
China’s biggest companies —like the Lenovo group—are starting

ICBC, the largest bank by market value in
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to invest in this sector. Hopefully corporate
interest in the sector will also help buoy ag-
riculture.

We also take a look at the healthcare
sector in China. In its current state, China’s
public health infrastructure is unable to ade-
quately meet the needs of the nation’s popu-
’ lation. There is a very acute need for private
3 players to fill the gap. Our article ‘Body of
Business’ (page 47) takes an in-depth look
at the private healthcare market in China,
and how private players navigate the murky
issues of market access, regulations, insur-
ance coverage and availability of talent.

While on the theme of healthcare, ven-
ture to our story on the stem cell industry
in China (‘Regenerative Economics’, page
42). China is eager to be a global leader in
stem cell research and with government backing, it has already
taken the first steps towards realizing this ambitious goal. But is
China at the cutting edge? How long before China generates its
first breakthrough in stem cell research? Other prickly issues in-
clude regulatory oversight and dubious, unauthorized treatments.

Moving on, in The Thinker Interview segment we bring you
a piece on Jonah Berger, the author of The New York Times best-
seller Contagious: Why Things Catch On. He tells us about the
science behind why some things go viral (page 59). We also have
a very fascinating interview with Edwin Fenech, Greater China
President and CEO for Ferrari (page 63). Fenech talks about Fer-
rari’s strategy in China, Formula One and the impact of the Chi-
nese government’s austerity measures.

We look forward to hearing your feedback and comments.
You can write to us at ckgsb-magazine @ckgsb.edu.cn

Yours Sincerely,

v

Zhou Li
Assistant Dean, CKGSB

For more insights on the Chinese economy and business, please
visit the CKGSB Knowledge site: http://knowledge.ckgsb.edu.cn/
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China Briefs

All Aboard the Bank Train!

China’s New Year resolutions eijing may give the green light for high-tech companies to
are underway, including but not set up the country’s first private banks in early March,
limited to: embracing private according to Beijing-based China Securities Jour-

investment in government oil, nal. Baidu has formed a partnership to apply for a pri-
giving gambling junkets the

vate banking license, and internet giant Alibaba
Group, plus two to four tech companies from
Beijing’s Zhongguancun Science Park and
Shenzhen may be the first companies
to receive the licenses. If this goes

boot, awakening its agriculture
to the modern world and
allowing tech companies to
take a wrecking ball to

"

traditional banks. through, it will be interesting .
to see how the state-owned . o™
banks react to new com- 5 ¢
petition.

Macao Doubles
Down

asinos in Macao will entice rich

gamblers from China directly, cut-

ting out the junket operators that act
as middlemen, Bloomberg reported in Feb-
ruary. Junkets have long recruited mainland
gamblers and given them interest-free loans
to blow on gaming in Macao. Now compa-
nies such as Sheldon Adelson’s Sands China
Ltd. offer the same services, launching a turf
war in the world’s biggest gambling market.

In the Dumps

( jhina’s still in a manufacturing funk that has lasted more than seven
months so far, causing anxiety over impact on GDP growth. The
final Markit/HSBC manufacturing Purchasing Managers’ Index

(PMI) fell to a seven-month low of 48.5 in February, the third straight monthly

decline, from January’s 49.5, Reuters reported. The figure was in line with the

48.3 reported in the preliminary version of the PMI released on February 20.

Till Your Own Soil

eform is in the air for China’s farmers, as several provincial
Rgovernments have announced plans to clarify and boost their

land rights after Beijing promised deeper reforms at a major
meeting last November, Caixin Online reported. The province of Hebei,
which surrounds the capital, said it would focus this year on a plan that
involves completing a registry of rural landholdings, creating a county-
level market for farmers to sell their rights to using publicly-owned land,
and allowing farmers to use the contractual rights as collateral for a loan.
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Get Your itcoins!

n online bitcoin platform opened a physical store
Afor the virtual currency in Hong Kong in Febru-

ary, calling it the world’s first bitcoin retail store,
Bloomberg reported. Hong Kong-based ANX opened a
shop near the city center, a counter that allows people to
swap Hong Kong dollars for bitcoins. ANX will gauge
demand before opening more counters in Hong Kong.

Edible Gold Rush

gricultural futures like soymeal and eggs
| are increasingly on the menu in China,

so speculators are rushing to invest in

edible commodities as interest in metals fades,
Wall Street Journal reported in February. A
truction slowdown is cutting demand for
odities and prompting a surge in
or soymeal futures—China’s
commodity —as well

i bber and

Fueling

Reform Huawei’s Not Done with the US
hina Petroleum &

Chemical Corp (Sino- ooks like Huawei Technologies has had a change of heart
toward the US after dramatically declaring it was through

reialBinit to private investors with the world’s second-largest smartphone market in
EebIuary, which caused its 4 | 2013. The Chinese telecom equipment maker is looking to gain a
shiaieshio surge, according to a _ . foothold in the fiercely
any statement. Sinopec is ' competitive but all-im-
welComing private investment . portant US smartphone
in up to 30% of the unit. "N = market, Reuters report-
ed, citing comments by
Colin Giles, the Execu-
tive Vice President of
the company’s con-
sumer business group
in February. Huawei is
looking to take advan-
tage of new trends in
how consumers view

pec) opened its oil

service contracts.
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Snapshot

China’s Crushing Debt

Nearly everyone agrees that China has a serious debt problem, some would even
call it a crisis, one which the State Council addressed in a highly anticipated report
released last summer. The National Audit office said local government debt,
including contingent liabilities and guarantees, had risen by nearly 70% to RMB
17.9 trillion as of June 2013. The report also said that shadow banks accounted

for at least 13% of all local government borrowing. To put things in perspective,
Shanghai-based Tiger Economics market research firm ranked the top 10 most
indebted provincial capitals. Below is a snapshot of those cities, the size of their
debt problem, and what investments got them in the hole.

Nanjing

GDP 2013

GDP 2012

Govt. Income 2012
Govt. Spend 2012
[GDP Growth: 11.25%]

Major Govt. Investment: Subway, Yangzte Rive
High-speed beltway

Chengdu, Sichua
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| Guangzhou RMB billion [lefel. Anhut
GDP 2013 1,529.00 | ll .
GDP 2012 1,355.12 Hefei RMB billion ! ] l
Govt. Income 2012 430.00 GDP 2013 467.29
Govt. Spend 2012 134.38 GDP 2012 416.43

[GDP Growth: 12.83%] Govt. Income 2012 69.44
Govt. Spend 2012  57.21 0 0 (V
Major Govt. Investment: Subway, Airport, Finance and Commercial zone, Ports || [GDP Growth: 12.21%] 2 D
: Major Govt. Investment:
Subway, Education,

donil I] . _ : Investment subsidies
~ L 0 Changsha RMB billion
2 2 5 / GDP 2013 651.00
D 3 GDP 2012 568.06

Govt. Income 2012 79.36

ﬁ e Changsha,g Govt. Spend 2012 n/a
. Uo
Kun : = E nan ..4 [GDP Growth: 14.60%]

Yunnan Major Govt. Investment:
Subway, Highway,
p B Bridge, Education
Kunming RMB billion
GDP 2013 345.00
GDP 2012 301.11
Govt. Income 2012 37.84

0 Govt. Spend 2012 52.54
D [GDP Growth: 14.58%]

Major Govt. Investment:
Social insurance, Education,

Healthcare, Airport I . ‘

Wuhan RMB billion

. ' Harbln Heilongjian
T = 150% | Migapate"

Govt. Income 2012 209.37 n . .
Govt. Spend 2012 n/a

N 0,
[GDP Growth: 12.45%] Harbin RMB billion

GDP 2013 500.00
GDP 2012 455.01
Govt. Income 2012 63.24

- e Govt. Spend 2012 70.98
, Wuhan, Hubei . [GDP Growth: 9.89%]

Major Government Investment: Subway, Industry park, High-speed railway

Major Govt. Investment: Education, Road improvement

= e N ._Lanzhou mGansu
GDP 2013 488.41 i ‘
GDP 2012 439.61 : Lanzhou RMB billion

Govt. Income 2012 90.25 i’ an

Govt. Spend 2012 72.98 = ¢ R 2013 173.80 i3 I

[GDP Growth: 11.10%] B ShaanxISS GDP 2012 R4 = ’ .]
- . Govt. Income 2012 40.61

Govt. Spend 2012 20.24

Major Govt. Investment:
e g TvesTmen [GDP Growth: 11.10%]

Subway, Electric station,
City transportation and

restructuring Major Government Investment: Environment,

Subway, New industrial district, Transportation
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China Insight

Down on the Farm

China desperately needs to bring its agricultural sector
into the modern age, but who’s going to get it there?

ang Liang is a farmer in the
northeast province of Hei-
longjiang, China’s top corn

producer. Despite fertile soil, Wang
says the small size of his plot limits his
crop yield and income. Both took a hit
last year when unseasonably cool spring
weather delayed planting by two weeks.

“It’s not that my situation is bad, I
just don’t earn very much money,” Wang

By Matthew Fulco

says. “It’s the same for all of us here.”
Farmers like Wang are straining to
feed China’s 1.3 billion people and the
country’s export markets on just 7% of
the world’s arable land. Urbanization
further threatens capacity, as Beijing
aims to move 100 million people from
rural to urban areas by 2020. To meet
expected food consumption needs that
year, China must boost grain output by

10% over current levels, according to a
2013 Ernst and Young report.

Beijing recognizes the agricultural
sector must be brought up to speed with
developed nations, but the prevalence of
small, fragmented land plots and unpro-
ductive farms render that task daunting.
Further confounding the process is Chi-
nese law, allowing farmers usage rights
but not ownership, effectively cutting

10 / CKGSB Magazine 2014
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farmers out of the lucrative land deals en-
gineered by local officials via a “collective
ownership” scheme.

Despite those obstacles, reforms are
underway. To begin, Beijing is creating a
registration system that will record farm-
ers’ ownership of their land and allow
them to transfer usage rights. It also plans
to professionalize the agriculture sector by
training large numbers of farmers in mod-
ern agribusiness.

Foreign investment seems a likely
antidote to stalled agricultural develop-
ment, but China’s leadership sees food
independence as a national security issue
and chafes at the prospect of reliance on
multinational companies to feed its own
population, no matter how advanced their
technology, hindering the role that such
investment could play. That leaves the
best prospects for agricultural moderniza-
tion in the hands of domestic tech compa-
nies, private-equity firms and agribusiness
entrepreneurs.

The Last Modernization

While China produces nearly one quarter
of the world’s food, its agriculture indus-
try is primitive, 108 years behind the US
and 36 years behind South Korea, says the
Chinese Academy of Social Sciences.

Agriculture contributes just 15% to
China’s GDP, despite providing jobs to
more than one third of its labor force.
Compared to China’s manufacturing and
services sectors which drew in $38 billion
and $50 billion in foreign direct invest-
ment (FDI) respectively last year, agricul-
ture, animal husbandry and fishery busi-
nesses attracted just $1.4 billion.

But for certain investors, Chinese ag-
riculture offers opportunity. Singapore-
based CMIA Capital Partners is raising
$150 million for a private-equity fund that
will invest in Chinese agribusiness. The
cross border China-Israel fund Infinity is
also investing in agriculture, backing firms
operating in Beijing Eco-Valley, a newly
established agriculture park in the capital.

Scale-up activity is already happening
in the dairy industry. According to a Ra-
bobank report published in October 2013,
the focus on milk quality in China since

2008 —that year, milk and milk prod-
ucts tainted with the industrial chemical
melamine killed at least four babies and
poisoned thousands more—has favored
the rise of large-scale dairy farms. The
share of production of farms, with more
than 500 cows, grew rapidly from 17%
of total milk production in 2008 to 27%
in 2011. “KKR [a large US private-equity
firm] did well in Modern Dairy. There is
a view that this is how to make money,”
says David Mahon, who heads a Beijing-
based investment management firm active
in China agribusiness.

Pig farming is also scaling up, as
Beijing seeks to curb rising prices in the
world’s largest pork market. The Jiahua
Pig Breeding Farm in Zhejiang province,
which raises 100,000 pigs a year, is one
of the largest new industrial hog farms. In
the future, China aims to source 80% of its
pork from scaled-up farms that produce at
least 500 pigs annually.

For now, massive agribusinesses like
Jiahua comprise just 2% of China’s hog
farms and 40% of its pork is still pro-
duced on small backyard farms. Most Chi-
nese rural households each till about half
a hectare, an area roughly the size of an
American football field, sub-divided into
five or more separate plots. The preva-
lence of these small, fragmented plots
presents one of the biggest challenges to
bringing China agribusiness up to first-
world standards.

The Farm-Town Blues

China’s current agricultural system does
not provide farmers with the income nec-
essary to spur productivity, nor does it en-
courage the development of skills needed
in modern agribusiness.

Small land plots are one reason for
that, preventing farmers from generating
significant profits for themselves or in-
vestors, says Ma Wenfeng, an analyst at
China Agribusiness Orient Consultants in
Beijing. “It’s a bad cycle,” he says. “Farm-
ers earn just enough to get by and have no
spare income to invest in education that
could boost their productivity or know-
how.”

The productivity issues are evident in

the most ubiquitous crops and products.
The current per-hectare yield of soybean
and corn in the US is double that of China,
while cows in the US, which in some in-
stances are scientifically bred, produce
four times as much milk on average as
those in China.

The fragmentation of rural land also
inhibits scale. “Farmers are free to rent
land and build scale, but it is not easy to
put together a large, contiguous plot be-
cause land is so fragmented,” says Bryan
Lohmar, China Country Director of the
US Grains Council. “Plots are different in
every village.”

And while private-equity firms like
CMIA may be bullish on China’s agribusi-
ness potential, concerns around fraudulent
accounting may be stymieing the capital
that could otherwise alleviate some of the
farmers’ income pressure.

“It’s very hard to verify what is and
isn’t there,” says Mahon. The hog pro-
ducer AgFeed is a case in point. Filing
for bankruptcy in July 2013, AgFeed
acknowledged “fictitious sales” logged
between 2008 and 2011 and is alleged to
have underreported revenue figures of di-
visions for sale by tens of millions of dol-
lars between 2008 and 2010.

Restrictions on foreign investment in
the agriculture sector, which Beijing clas-
sifies as a “strategic industry”, further
hobble efforts to scale up. For instance,
regulations prohibit foreign firms from
producing genetically modified crop seeds
in-country and only allow them to produce
non-modified seeds in a joint venture in
which the Chinese party is the controlling
shareholder.

“China is walking a razor’s edge on
this,” says Fred Gale, a senior econom-
ics researcher at the US Department of
Agriculture. “They are afraid their own
seed industry will die on the vine if mul-
tinationals have free reign because their
technology is so far ahead, but they know
they need the best technology to increase
productivity.”

But before the seed industry can blos-
som, farmers need reassurance that their
land rights won’t be completely negated
on the whim of local officials that sniff a

»
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China Insight

lucrative business deal. Despite improve-
ments on the issue of land grabs, disagree-
ments between farmers and officials still
weaken development opportunities.

Facing tough conditions, younger
farmers are increasingly opting to work in
cities, where personal incomes are three
times those in the countryside. Accord-
ing to the National Bureau of Statistics,
China’s rural population dropped by 12.61
million to 629.61 million as of the end of
2013.

“Farmers are more willing to buy a
truck and be a trader than buy a tractor and
be a farmer,” Lohmar says.

The farmers themselves remain largely
unskilled, presenting another major chal-
lenge to strengthening Chinese agribusi-
ness.

Silver Linings

In a bid to professionalize farming practic-
es, the Ministry of Agriculture announced
in August last year the construction of

farmer-training bases in 100 counties. The
bases are expected to train 100,000 profes-
sional farmers over the next three years.
Some of them may be urban residents with
the aspiration to operate a farm as a busi-
ness.

“Nobody educated would have wanted
to go to the countryside as recently as five
years ago,” says Gale of the US Department
of Agriculture. “That meant being a bump-
kin.” But he feels that stigma is fading.

Beijing is also encouraging farmers
to “franchise” their lands to large farming
entities, farmers’ cooperatives and agri-
cultural enterprises. According to Agri-
culture Minister Han Changfu, China will
commence land registration in more areas
in 2014, aiming to roll out the scheme na-
tionwide in 2015 and complete it within
five years.

“Many farmers do not trust the cur-
rent system to guarantee their land rights,
so they hesitate to rent their land out,” says
Ruan Wei, a senior economics researcher at

the Norinchukin Institute in Tokyo. Once
farmers feel more secure that their land will
not be reappropriated against their will,
they will be more likely to rent it out, which
will boost their incomes, she adds.

Improved ownership clarity and struc-
ture augurs promise from investors, par-
ticularly from newly interested technology
firms. Joyvio, a subsidiary of the Lenovo
parent Legend Holdings established in
2012, has become China’s biggest pro-
ducer and distributor of blueberries and
kiwi fruit in less than two years following
its acquisitions of existing fruit companies
in China and Chile. The company has said
it aims to implement global standards and
to make farmers more cognizant of food
safety issues. Joyvio says it is even mull-
ing the use of IT systems to monitor farm-
er activity.

“That was a smart move,” Mahon says
of Joyvio’s acquisitions. “They bought
proven producers of kiwis and blueberries,
which are fruits with some of the highest

Reaping Government Benefits

Estimates of government support for agricultural producers as percentage of farm income

60

0

Switzerland

Norway
Source: OECD, PSE/CSE database 2013
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Korea

Brazil New Zealand OECD
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profit margins.” Their antioxidant proper-
ties make them popular with Chinese con-
sumers, and in the case of blueberries, a
reputation as a potent aphrodisiac, Mahon
says.“That’s a high selling point”.

But other tech firms’ forays into agri-
culture have yet to flourish. The IT firm
NetEase, which earns most of its revenue
from internet gaming, released a statement
last month explaining why the pig farm it
launched in 2012 had progressed less than
expected. “Agriculture is a brand new field
for NetEase, and managing a complicated
supply chain is not what an internet com-
pany is good at,” the statement said. The
initial plan announced in 2009 was to set
up a farm that would raise 6,000 to 10,000
pigs annually with a target opening date in
2012. As of December 2013, the farm was
still in an experimental stage and had only
raised 400 pigs with 100 head nearly ready
for slaughter.

Farms of the Future

Investment from the tech sector plays into
Beijing’s overall strategy to reboot farm-
ing in China with a new set of actors,
capital and concepts, says Gale of the US
Department of Agriculture, but will take
decades to come to fruition. “As NetEase
found out, agriculture is a long-term and
very complex process that is harder than
setting up a website,” he says.

Meanwhile, land reform will be slow
coming, says Ruan Wei of the Norin-
chukin Institute in Tokyo. Local govern-
ments rely on land sales to boost GDP,
“one of the most important criteria for
evaluation by Beijing”, she says.

And in spite of the land grabs, some
farmers have bought into the idea of col-
lective ownership. A survey conducted
last year by John Donaldson and Forrest
Zhang, professors at the Singapore Man-
agement University, found support for
China’s current land system among rural
Chinese households in Fujian, Heilongji-
ang, Henan, Shandong and Yunnan. Ac-
cording to their research, most farmers be-
lieve state ownership is “more egalitarian
than private ownership.”

A more immediate problem for Chi-
nese farming is the disappearance of ar-

Pigging Out

Pork Consumption in China and United States (1960-2012)

Million Metric Tons
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Source: USDA
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able land and corresponding spike in
agriculture imports. The widening rift
between China’s 95% grain self-sufficien-
cy target and the actual rate of less than
90% prompted the central government
to pledge in December that China would
follow “a national food security strategy
based on domestic supply and moderate
imports.”

Yet that goal may well prove elusive.
China would need an additional 40 million
hectares of arable land—almost 25% of
the existing total —to grow sufficient crops
to replace imported volumes, according to
the Australian Farm Institute. Pollution is
a major part of the problem. Vice Minis-
ter of Land and Resources Wang Shiyuan
told reporters at a recent press conference
that some 3.33 million hectares of China’s
farmland—an area as large as Belgium—
is too polluted to grow crops.

The Safety Net

Since Beijing sees investing in agribusi-
ness as “a kind of social responsibility”,
domestic investors can expect high-level
backing, including favorable lending
terms from the China Development Bank,

Mabhon says. In a nod to Chinese consumer
preference for foreign goods, Heilongji-
ang-based Beidahuang Group reached a
deal to develop 300,000 hectares of land
for farming in southern Argentina in 2011.
Entrepreneur Zhang Renwu is now Chi-
na’s largest alfalfa supplier, sourcing the
crop from two farms he purchased in Utah.

In Mahon’s view, Chinese policymak-
ers face a dilemma: consumer demand for
foreign food products outstrips that for
those made in China, but Beijing must still
safeguard the interests of its own farmers.
Chinese consumer confidence in domestic
agriculture and the government’s ability to
regulate it was badly shaken by the 2008
melamine scandal in the dairy industry
and has yet to recover, he says.

In that sense, opportunities remain for
foreign firms in China agribusiness “It can
be done, but China has to be seen as not
compromising its own domestic industry,”
says Mahon. “The smart thing [as a for-
eign investor] is to say let me build five
hog farms and an abattoir, which is classi-
fied as industrial and can be taxed,” he
says. “There you have a strong story, you
have integrated value.”
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Smog Warriors

Smog in China has reached apocalyptic
levels, which is great news for the
country’s pollution profiteers

By Christopher Beddor

ang Bin browses a selection of facemasks at a supermar-
s"/ ket in central Beijing. After scanning several different
styles, he picks out an intimidating, thick mask made by
3M, an American conglomerate. He’s buying the mask as a replace-
ment, he says, after he lost his last one.
Wang and his grandmother have experienced coughing fits of
- late, likely due to the smog. Such immediate and tangible impacts
of air pollution have caused a psychological shift in the minds
of many in China.
“The big change is that air purifiers have gone from
being a luxury item for ‘health-conscious’ people to a
mainstream purchase,” says Chris Buckley, owner of
Torana Clean Air Center, a Beijing-based company
that sells face masks, air purifiers, and other simi-
lar items. And mainstream purchasing means big
mainstream profits.
Nationwide sales of face masks on Taobao and
Tmall, two of China’s most popular e-commerce
websites, surged nine-fold in early December
from the year before, according to state me-
dia. Home air purifiers were up three-fold.
China’s air pollution has grown steadily
worse in recent years. “Airpocalypse” condi-
tions—including more accurate and publicly
available data on air quality —have spurred con-
sumers to snap up products that combat air pollu-
tion. It has also pressured policymakers into passing
tough new rules that require power plants and auto mak-
ers to install emissions-reducing technologies, mandate
the construction of cleaner residential buildings, and many
other measures. In September, for instance, China’s Min-
istry of Environmental Protection issued a RMB 1.7
trillion ($277 billion) plan to combat air pollution
by 2017 through various subsidies.
China’s air pollution, while undoubt-
edly harmful to the consumer’s body
and bourse, has also created unprec-
edented demand for such air qual-
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ity-related consumer goods and clean air
technologies. As China’s smog will likely
be here for a good while yet, savvy compa-
nies and investors are finding ways to turn
smog into profits.

Deep Breath

Wang Bin has good reason to be con-
cerned. Air pollution is often measured
using concentrations of particulate matter
under 2.5 micrometers (PM2.5), a level
small enough to seep deep into the lungs.
The World Health Organization recom-
mends PM2.5 concentrations of no more
than 25 micrograms per cubic meter.

Pollution in Beijing first exceeded
the maximum levels of the US Embas-
sy-provided Air Quality Index (AQI)
(launched in 2008) in late 2010, topping
500 micrograms—a level initially labeled
“crazy bad” by Beijing embassy staff (the
post-500 category was quickly changed
to “beyond scale”). That milestone has
been surpassed many times since, and by
early 2013 reached well over 800. Other
northern cities have been hit even worse —
Harbin registered levels above 1,000 in
late 2013—and beyond-index pollution
has even spread to southern areas such as
Shanghai, Jiangsu and Zhejiang.

Smog that severe has clear health con-
sequences. Air pollution cuts an average
of five years off the lives of Chinese in the
north of the country, according to a study
published last year in The Proceedings of
the National Academy of Sciences.

China’s former health minister argued
last year in The Lancet, a British medical
journal, that between 350,000-500,000
people in China die prematurely each year
due to air pollution. Independent studies,
such as one also published in The Lancet
in December 2013, put the figure as high
as 1.2 million.

Local residents have taken note. De-
mand for air pollution-related products
came in two waves, says Buckley of Tor-
ana Clean Air Center. The first was in late
2010, when foreign press coverage of the
“crazy bad” air prompted many expats to
buy air purifiers. The second came in late
2011, when stories about pollution began
appearing with more frequency in local

media and led to a surge of additional de-
mand from Chinese consumers.

The combination has created a distinct
change in how consumers view air qual-
ity products. International companies now
routinely throw air purifiers into executive
housing packages while big local compa-
nies, embassies and schools are installing
heavy-duty air filters.

China’s pollution has been good busi-
ness for Torana Clean Air Center. Since its
start in 2009, the company has established
two brick-and-mortar outlets and signifi-
cantly increased its online sales.

Manufacturers have enjoyed similar
growth, especially international firms,
which Chinese consumers tend to trust
more than local brands. For instance, for-
eign brands comprise roughly 80% of the
market for air purifiers in China, according
to a study by Market Reports China.

3M, an American company that makes
face masks, air purifiers and air filters,
says it has witnessed a “dramatic increase”
in demand from China over the past three
years, according to a company spokesper-
son who declined to be named. The com-
pany has responded by promoting sales of
its masks on Taobao and other Chinese
e-commerce sites. But it “still can’t seem

to provide them fast enough,” especially
during the winter months.

Honeywell, another American con-
glomerate, says that “expanded govern-
ment focus at all levels on curbing pollu-
tion will result in important commercial
opportunities”. The company has seen its
sales of air filters and purifiers increase by
50% over the past three years, says Rog-
er Zhang, a company spokesman. Some
companies, such as Broad Group, a Chi-
nese manufacturer, estimate that the mar-
ket for air purifiers alone could reach $33
billion by 2019.

One important source of growth,
Zhang adds, has been business-to-business
services, as commercial buyers—hospi-
tals, hotels, train stations, and so on—look
to upgrade their air filtration and purifica-
tion systems.

Cleaning House
The desire to upgrade air quality has ex-
tended into the industrial environment as
well. Power stations, manufacturers, and
construction firms are all preparing to
adopt cleaner technology to prepare for
tougher emissions standards.

China’s State Council announced in
September 2013 a raft of measures that

Pollution Panic

Index on “air purifiers” searches on Taobao in 2013
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included specific PM2.5 reduction targets
for several northern cities. If the targets
are not met by 2017, said Beijing’s mayor
at a press conference, “heads will roll.”

Local policymakers will need to focus
on the three main sources of air pollution:
power stations, industrial complexes and
auto emissions, says Geoff Dollard, Di-
rector of Air and Environmental Quality
Practice at Ricardo-AEA, a UK-based air
quality and energy consultancy that advis-
es Chinese cities on air pollution policies.

The government has taken major
steps to curb pollution among the first
two sources, he adds. Several incentive
schemes encourage a shift from burning
coal to cleaner natural gas and require
retrofitting power stations to cut out pol-
lutants. The government also announced
in January requirements for about 15,000
small factories to produce real-time, pub-
licly available information on emissions.

One beneficiary of such policies is LP
Amina, a US-based tech firm that equips
coal-fired power plants with technology
to cut out nitrogen oxide (NOXx), a pollut-
ant. Demand in China for the company’s
technology is “definitely growing,” says
Jamyan Dudka, its Marketing and Busi-
ness Development Manager.

That demand is largely policy-driven.
Over the past decade, each new Five Year
Plan (FYP) has targeted a different type of
pollutant at power stations. China’s 11th
FYP, in effect from 2006-2011, took aim
at sulfur emissions. The most recent 12th
FYP, covering 2012-2017, is now doing
the same for NOx.

After reviewing the latest FYP, “we
knew there would be a big market so we
decided to jump in,” says Dudka. The
company currently has operations at plants
in about 13 provinces, and its China sales
doubled last year.

A typical project was the Shajiao Pow-
er Plant located in Guangzhou. The plant’s
owners sent LP Amina several technical
specifications of the station, including the
capacity, existing technology, type of coal
used and emissions target. After reviewing
the specifications, LP Amina worked with
the owner to choose one of its three main
NOx technology solutions (each with a

Do Masks Really Help?
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different price and reduction level).

The team then designed, purchased
and installed the custom retrofit equipment
for Shajiao Power Plant. The total time to
completion was four months, compared to
about a year in the US. “Just everything
from engineering, procurement, to instal-
lation happens so much faster [in China],”
says Dudka.

The market has its share of challeng-
es, however. For starters, retrofitting is a
one-off business: once power plants have
acquired the latest NOx technology, the
focus will shift elsewhere. Dudka says LP
Amina is therefore working on other coal
technologies, such as a system that sorts
and classifies coal based on its particle size
to introduce after its current retrofit proj-
ects are finished.

Another issue is corporate corruption,
especially fake auctions. Big power sta-
tion companies, many of which are gov-
ernment-owned, have learned that there
is money to be made in the retrofit space

and set up subsidiaries to focus on such
work.

To maintain a veneer of above-board
public procurement procedures, power
plant companies open public bidding for
firms to meet its retrofit requirements, says
Dudka. LP Amina and others take time
to create a proposal, but the winner (the
power company’s subsidiary) was actually
chosen before bidding even started.

Policymakers have also taken aim at
retrofitting homes and offices to cut down
energy consumption altogether.

China’s government has committed
to making 30% of all new construction
green by 2020—the government’s first
concrete green construction target, notes
John Mandyck, Chief Sustainability Of-
ficer at United Technologies, a high-tech
US manufacturing conglomerate that is
involved in green construction. By com-
parison, about 44% of all new commercial
construction in the US is green, up from
just 4% in 2005.
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The definition of green construction
can vary, but generally encompasses stan-
dards for water efficiency, energy-saving
materials (such as double-paned win-
dows), and indoor environmental quality.
Officials estimate that new green construc-
tion will save the equivalent of burning 45
million tons of coal during 2011-2015, ac-
cording to state media.

Moreover, the government has man-
dated that some four million square meters
of property in several northern cities be
retrofitted for better insulation against the
cold. The retrofits should cut energy con-
sumption by around 20-30%.

Several property developers in China
are benefitting from the policies. Mandyck
singles out Wanda, one of China’s largest
property developers, as a particularly ag-
gressive mover. The company is construct-
ing 10 new commercial projects that have
been certified green by the government.
Foreign architectural firms have also been
urged to design greener buildings, includ-
ing Skidmore, Owings & Merrill, which
designed the Chemsunny World Trade
Center in Beijing with double-paned glass.

Despite the challenges, the policies are
working, argues Dollard. But unfortunate-
ly reduced emissions from power plants
and industry have been offset by higher
emissions from more autos on the road.

According to the China Association of
Automobile Manufacturers, about 22 mil-
lion new vehicles were sold in China last
year, up 13.9% year-on-year despite the
slowing economy.

Policymakers initially hoped to com-
bat increased emissions by encouraging
the growth of electric cars and buses; Bei-
jing set targets of 500,000 such vehicles
on the road by 2015 and 5 million by 2020.
But sadly consumers seem largely uninter-
ested. Just 17,600 hybrid and all-electric
vehicles were sold in China last year.

At the same time officials have been
tightening emissions standards, which
are “typically two years behind where we
are in Europe,” says Daren Mottershead,
Sales and Marketing Manager at MAHLE
Powertrain, a UK-based firm that consults
Chinese car makers on developing engines
with lower emissions.

%

[t's really just

a question of
finding the right
companies to
partner with

Ed Sappin
Founder
Sappin Global Strategies

Demand in China for emissions tech-
nology and know-how has increased
steadily in recent years, he adds. Not only
are local emissions standards being steadi-
ly adjusted upwards, but Chinese manu-
facturers are increasingly looking to sell
cars in markets with already high emis-
sions standards, especially Europe.

Moreover, Chinese car companies
have generally purchased previous-gener-
ation engines from US and European auto
companies and then made small tweaks to
comply with local regulations. Now they
are looking to develop their own engines
in-house, an undertaking that can be as
expensive and time-consuming as design-
ing the car itself. That gives companies
like MAHLE Powertrain an opportunity
to consult services on low-emission en-
gines—a market that will continue grow-
ing strongly in future, says Mottershead.

Here to Stay

The assumption seems a safe bet: many

experts believe China’s air pollution will

stay for the foreseeable future.
“Effectively what China is going

through is a very accelerated version of

the problems Europe has faced,” says
Chris Dodwell, Director of International
Projects at Ricardo-AEA.

Air pollution experiences tend to fol-
low a similar pattern, he explains. Pollu-
tion builds along with the region’s indus-
trial growth. Eventually it poses a clear
and unacceptable threat to public health,
and a backlash—sometimes a single event
or season—forces policymakers to crack
down with tough legislation.

One such example was the infamous
“Great Smog” in London during the win-
ter of 1952, says Dollard of Ricardo-AEA.
After around 4,000 residents died prema-
turely as a result of the pollution, parlia-
ment mustered the will to pass the Clean
Air Act that cleared up the city.

China may soon be approaching a
similar tipping point, analysts say. It could
provide further opportunities for compa-
nies and investors.

“You walk outside in Beijing and not
too many people are arguing whether or not
you should have a clean technology indus-
try,” says Ed Sappin, head of Sappin Global
Strategies, a fund that invests in clean tech
firms. “So fundamentally, from an inves-
tor’s standpoint, there’s going to be a big
market in China for clean technology.”

In particular, Sappin points to smart
grid technology as perhaps the next hot
area for foreign investment, as China’s
clean energy rules and subsidies push
electricity providers to squeeze more out
of their infrastructure.

But companies will need strong gov-
ernment relations that allow them to
quickly sense shifts in the political wind.
On the other hand, they need to maintain
an innovation edge and avoid the tempta-
tion to bank on easy money from favorable
regulation and government connections —
connections and policies which can easily
fade or change.

Despite hurdles, as an investor in the
sector, Sappin says he is bullish and an-
ticipates demand to grow in the long run.

“China’s market certainly is quite at-
tractive at a macro level,” he says. “It’s re-
ally just a question of finding the right
companies to partner with for the long
term.”
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tepping into the cosmetics section
Sof any Shanghai-based department

store means entering a brightly lit
wonderland of shiny displays, impossi-
bly beautiful faces plastered on the wall,
and a barrage of demonstrations. Groups
of young, fashionable girls cluster around
the stands, trying out the latest lipsticks
and lotions that promise a shot at perfec-
tion and the imagined lifestyle that beauty
brings.

The news that L’Oreal would stop
selling its Garnier brand and Revlon was
pulling out of China completely provoked
a flurry of media attention in 2013, with
many predicting the gradual demise of
Western personal care brands in China.
While such a scenario looks unlikely —
L’Oreal and Procter & Gamble still lead
the field—Western beauty brands are be-
ing forced to adapt their offerings and
marketing strategies to maintain their
leadership in an increasingly cluttered,
and increasingly digital, environment.

“L’Oreal built its brand in China based
upon it being French, fashionable and fi-
nessed. It achieved a higher-end position,
and selling Garnier products via supermar-
kets both distracted from this higher-end
focus, and was increasingly unsustainable
in such a competitive environment,” says
Matthew Crabbe, Director of Research,
Mintel Asia-Pacific. He adds that the Gar-
nier brand “became swamped in an in-
creasingly crowded skincare market”.

Revlon had been in China since 1996,
but the mainland accounted for only 2% of
its total global sales by the time it decided
to pull the plug. According to Crabbe, it
was focused only on color cosmetics, a
crowded sector with low brand loyalty.
Mintel’s latest consumer survey data found
that Chinese women tend not to wear color
cosmetics every day either, as they worry
about the side effects on their skin, making
Revlon’s challenge even tougher.

Analysts agree that the company did
not prosper due to a lack of investment
in marketing, advertising, and the devel-
opment of products for the local market.
Selling though a single channel—big de-
partment stores—meant it suffered from
low visibility, and low brand recognition.
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In male
personal care
categories, lots
of purchasers
are actually
Wwomen

Cindy Yang
Senior Director
Nielsen China

Foreign Does Not Equal Brand
Both Procter & Gamble and L’Oreal re-
fused to be interviewed on how they are
adapting to the realities of the Chinese
market. According to data published in
2013 by market research firm Research
In China, overall gross sales in the per-
sonal care industry fell from $24 billion
in 2012 to $21.9 billion in 2013, due
to economic sputter in China and slow
global economic recovery. The key for-
eign players by market share are Procter
& Gamble, L’Oreal and Shiseido. Euro-
monitor figures show that thanks to the
company’s expansion into second and
third-tier cities, and intensive marketing,
L’Oreal led 2012 with a 22% value share
in men’s ‘grooming’ and a 41% value
share in men’s ‘skincare’.

“Chinese men are more open to use
products these days,” says Cindy Yang,
Senior Director of Nielsen China. “Male
skincare products have expanded from
hydration and oil control segments to

new categories like facial masks. In male
personal care categories, lots of purchas-
ers are actually women, as men trust their
girlfriends or wives to select products for
them,” something to keep in mind when
marketing men’s cosmetics.

Reportedly, foreign cosmetics brands
jointly grabbed 57.9% of the mainland
Chinese market as of May 2009, but their
market share fell to 44.5% as of May
2012. Procter & Gamble and Avon both
lost market share in the six years through
2012, according to Euromonitor.

Foreign brands are also subject to ad-
ditional pressure back home around the
thorny issue of mandatory animal testing
in China. L’Oreal brands Body Shop and
Pangea Organics for example reject ani-
mal testing as part of their core principles
and as such are barred from market entry.
It’s a tortured compromise for multi-brand
companies like L’Oreal and Procter &
Gamble, but one that so far seems to be
worth overriding their principles for.

There is talk of China abandoning man-
datory animal testing, but it won’t happen
overnight, according to Xu Jingquan, Sec-
retary General at the All-China Federation
of Industry and Commerce, Beauty Cul-
ture & Cosmetics Chamber. “Our R&D
isn’t as sophisticated, and the consumer
here doesn’t think as much about ideals
such as animal testing,” he said last June.
“They care about the price, the brand, and
the product.”

The Traditional & the Trendy
While operational costs and longer time-
frames of getting a product on the market
affect all big cosmetic multinationals, it
is the rise of confident Chinese and South
Korean brands, such as China’s Herborist,
Chinfie, CMM, Houdy, Caisy and Lon-
grich brands, and South Korean brands
AmorePacific, Sulwhasoo and Missha,
that pose the long-term threat to their prof-
its.

Shanghai Jahwa United Co., Ltd,
which made Forbes Asia’s “Best Under
a Billion” list in 2013, has emerged as a
major competitor to established Western
brands. The company now has 10 brands
on the domestic market, including the very
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successful Liushen and Herborist, and an-
nounced last August that they were look-
ing into acquiring foreign brands to help
them break into the international market.
Jahwa declined to be interviewed, stating
that they were in the middle of implement-
ing a new strategy and were not granting
interviews until in the final stages of that
strategy shift.

Herborist, which also has a chain of
spas, positions its skincare products as a
combination of traditional Chinese medi-
cine (TCM) ingredients and modern cos-
metic technology, tapping into a growing
trend in the demand for contemporary bo-
tanical products in China, a long-standing
cultural respect for TCM and a general
awareness of environmental impact.

“Both Chinese and Western compa-
nies have good understanding of Chinese
women, but local brands are comparative-
ly more flexible and faster in execution,”
says Yang. “Western brands are not neces-
sarily regarded as better quality. Some lo-
cal brands are preferred among consumers
because they have leveraged traditional
Asian ingredients well and made their
products very convincing.”

On cue, Estee Lauder, which already
sells many of its popular brands in China,
like Clinique and Kiehls, announced in
2012 that it was developing a completely
new brand, Osiao, purely for the Asian
market, supposedly containing ingredients
derived from Chinese plants, such as gin-
seng. L’Oreal has had a huge research cen-
ter in Shanghai since 2005, where several
hundred scientists develop products that
incorporate Chinese herbs in an attempt to
win customers, and fight off their Western
rivals.

Meanwhile, South Korean brands are
taking the punk-rock approach to making
their brands stand out, especially among
younger, hipper consumers. With Asian
skin suitability well handled, they’re also
seen as highly innovative, with funky
packaging and reasonable price points.
South Korea’s largest personal care brand
is AmorePacific, which produces the pop-
ular brands Laneige, Mamonde and Etude
House. According to Euromonitor data,
AmorePacific’s market share increased

The Cost of Primping

The value of China’s imports of major cosmetic products during

Jan-Nov 2012 in USD
Permanent waving:

ye makeup: $50.1 million

Hair lacquers:
$8.16 million

Shampoos: $41.17 million

Others (including skincare,
suntan, etc.):
$918.46 million

eup: $36.43 million

Perfumes: $83.07 million

Source: Global Trade Atlas ‘
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Mintel, Asia-Pacific

from 1.2% in 2007 to 2.6% in 2012.

Keeping up with fast-changing China
is perhaps harder for larger MNCs fixated
on their core brands, according to Mintel’s
Crabbe. “Companies need to get less pre-
cious about flagship brands, and would
perhaps do better to research emerging
trends and acquire trending local brands to
ride the wave.

“Brands exiting from China has noth-
ing to do with lack of market growth, but
rather their failure to beat the competition
in making their brands relevant to the no-
toriously fickle local consumers.”

L’Oreal’s certainly taking no prisoners
in its blitzkrieg to rule the Chinese mar-
ket and cater to the myriad local tastes and
trends. Case in point, the Paris-based com-
pany bought Chinese brand Yue-Sai in
2004, and the hugely successful Chinese
face-mask company Magic Holdings for
$840 million last year, all in the name of
securing their hold over their target con-
sumer.
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Who’s That Girl?

Yang says that Chinese consumers look
for real value in products, paying attention
to the ingredients, how they function and
how effective they are. They are happy to
switch brands frequently and tend to use
different skincare products for different
seasons. They layer products more than
their Western counterparts, and look for
the best products to lighten the skin and
provide luminosity.

“Consumers are not as loyal as before,
especially younger consumers from the
post 80s and 90s,” says Yang. “The market
share of the top 10 skin moisturizing brands
dropped by 5% from 2011 to 2013. This
is partially because consumers have more
choices, plus e-commerce’s and cosmetic
store channels’ fast development has made
products more available to consumers.”

One of Shanghai’s most popular beau-
ty bloggers, Kristi Wang, whose blog,
Little K’s Diary, gets between 15,000 and
20,000 hits daily, cites Lush, Eve Lom,
Albion, John Master Organic and La
Prairie amongst her favorite brands. For
makeup, she says it always has to be Cha-
nel. She believes that biotech and natural,
organic products will be the main trends in
the next few years.

“I like both the Western and Eastern
skincare brands,” she says. “In my opin-
ion Western brands do well on anti-ageing
products, and Eastern brands are good in
the whitening and moisture category.”

May Yang, a 31-year-old digital mar-
keter living in Beijing, says that while her
favorite skincare brand is Esteé Lauder,
she makes her choice based on what is best
for her skin.

“Some Western products may be too
rich for Chinese people due to different
skin types,” she says. “You need to choose
wisely according to your skin condition.”

Skin nourishing treatments take pri-
ority in the beauty routine of many Chi-
nese women, including Yang, who hardly
wears any makeup. “I believe skincare
is more important than makeup because
without a good skin base, makeup doesn’t
make sense and cannot help much with
your facial beauty, or it can sometimes
make your skin even worse.”
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In recent years
more and more
fake products
are appearing on
Taobao, so | only
buy products at
the counter

May Yang
Digital Marketer
Beijing

Beautiful Bargains

Interestingly, despite the enormous growth
in online shopping, both beauty blogger
Wang and mother-to-be May Yang prefer
not to do their cosmetic shopping online.
Yang prefers to buy her products in the
mall as she enjoys trying before she buys.
Wang, on the other hand, has trust issues
with online purchasing.

“Before, I bought a lot of cosmetics on
Taobao,” she says. “But, in recent years
more and more fake products are appear-
ing on Taobao, so I only buy products at
the counter when I travel around.”

While shopping on Taobao can be a
minefield in terms of ensuring the prod-
ucts you buy are bona-fide, the official
Tmall stores of brands such as L’Oreal can
usually offer the consumer peace of mind
that they are getting the real thing.

According to Euromonitor figures,
online sales of personal care products in-

creased from 4% in 2010 to 9% in 2011,
while sales in the actual retail stores
dropped from 83% to 74% in the same
timeframe. They’re leaner, with lower
overheads, and have no need to employ
armies of beauty consultants, something
that is increasingly significant as wages
rise throughout the country. These sav-
ings can be passed on as discounts to the
customer, with sometimes up to 20% off
premium beauty products.

Leo Chen, founder and Chief Execu-
tive of huge online beauty discount e-tailer
Jumei.com told local media that Jumei
claimed revenue of $400 million in 2012,
up from $100 million a year earlier, de-
claring boldly that direct department store
sales were a thing of the past. Jumei’s front
page now boasts brands like Esteé Lauder,
Clinique, Lancome and Dior. Whether Ju-
mei is hurting the profit margins of major
cosmetics brands is a topic most are un-
willing to discuss. Jumei did not respond
to request for comment.

Outlets and department stores have be-
come a testing ground for consumers be-
fore they go online and purchase the same
products frequently at a cheaper price
from a multi-brand platform like Tmall,
not unlike what typically happens in the
consumer electronic market.

But online retailing can also boost
sales, especially in lower-tier cities. Es-
teé Lauder, for example, saw their online
sales rising by 40% in the year-ending
June 2012, and CEO Fabrizio Freda told
state media last year that the majority of
online sales are from cities in China where
they don’t have retail outlets.

Mintel’s Crabbe says effective brands
constantly interact with customers via so-
cial media and online retail sites, always
offering added value, be that promotions
or ‘must-know’ beauty tips.

In addition, cosmetic companies best
not skimp on the samples if seeking de-
manding consumers like May Yang. “The
brand needs to improve the quality and of-
fering of its trial samples,” she says. “It
must have a promotional campaign with
an attractive theme online and offline, to
get my attention, and then I might stop by
and check out what’s going on.”
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The Money Matrix

As Chinese consumers show an increasing preference
for easy-to-use online financing, what will happen to
traditional banks?

By Ana Swanson
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investment in China has gone mobile.

Just ask Yang Ren Jun, a 26-year-old
translator and interpreter in Shanghai.
Yang initially invested RMB 3,000 in a
new online investment service called Yu’e
Bao (meaning “leftover treasure” in Chi-
nese) in February this year, following the
product’s launch in June of last year. Her
husband invested several tens of thousands
of RMB. Yang now uses a mobile app to
check the account regularly, eyeing the
steady growth of her bundle as the annual
interest rate of roughly 5% does its work.

“The interest rates are much higher
than bank interest rates, and you can make
transfers and pay utility bills. It has a lot of
functionality,” says Yang.

Yu’e Bao has catapulted Alipay, an
online payment company that provides
the product, and its affiliate Alibaba, Chi-
na’s largest e-commerce company, to the
forefront of the financial industry. Long
known for a thriving e-commerce busi-
ness, the sprawling Alibaba empire now
also lays claim to one of the largest, most
heavily capitalized mutual funds in the
world. Alipay attracts the funds for Yu’e
Bao, and then turns them over to Tianhong
Asset Management Co, now 51% owned
by Alibaba, to invest. After launching last
June, Yu’e Bao had reported amassing
roughly RMB 400 billion ($65 billion) in
assets under management by mid-Febru-
ary, making it the largest money market
fund in China and among the largest in the
world.

Not to be outdone, China’s other major
technology companies are quickly launch-
ing competing products. Tencent, a soft-
ware and gaming company, has introduced
a product that allows users of its popular
WeChat mobile chatting app to put money
directly into a fund run by China’s largest
mutual-fund manager, China Asset Man-
agement. Sina, which runs the Twitter-
like service Weibo, and Baidu, the com-
pany that operates China’s largest search
engine, have released similar products in
partnership with fund companies, and oth-
er internet companies as well as traditional
banks are also eyeing the sector.

Due to their broad appeal and acces-

I ike many businesses the world over,
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/hang Yue
Project Leader
Boston Consulting Group

sibility, these online investment platforms
are changing the way consumers access fi-
nancial products in China, tapping a much
broader and deeper market. In the process,
they are opening new business possibili-
ties for technology companies, which are
seeing their numbers of users and their
access to bank accounts boom. They are
changing the game for traditional banks,
which must compete for funding and cus-
tomers for the first time. They are also cre-
ating new challenges for regulators, who
must make sure that China’s economic
stability isn’t sacrificed in the rush toward
growth and innovation.

The rapid growth of the online invest-
ment market is the product of a “perfect
storm” in China, says Zennon Kapron,
Managing Director of financial consul-
tancy Kapronasia. China has a large and
secluded financial market in which many
middle class people lack access to invest-

ment opportunities, and a liberalizing but
still very traditional financial sector, he
says. It also has a vibrant technology sec-
tor that is uniquely positioned to bridge
this gap.

A People’s Bank of China

Yang and her husband demonstrate one of
the most compelling aspects of Yu’e Bao
and its competing products: their appeal to
Chinese across categories, from those who
earn a few thousand renminbi a month to
those who earn more than a million ren-
minbi a year.

That’s in part because these online ser-
vices are so easy to use and access. Most
users manage their funds through their
smartphones. Funds can be withdrawn or
transferred nearly instantaneously and at
any time of day, not just business hours —
meaning customers no longer have to put
up with the long lines for which Chinese
banks are infamous. The platforms also
have high withdrawal limits and no mini-
mum investment requirement— Yu’e Bao
users can invest anywhere between RMB
1 and RMB 1 million, as opposed to the
RMB 1,000 ($165) minimum for many in-
vestment products at traditional banks.

Funds in Yu’e Bao can be used for
payment at any place that accepts Alipay,
China’s largest third-party online payment
provider. And users of these services can
also expect a higher return than that of-
fered by traditional savings accounts. At
around 6% and up, the returns from on-
line investment platforms are more akin
to those from China’s new generation of
wealth management products. Alibaba’s
Yu’e Bao says it generates these returns
by investing in products including cash,
short-term commercial papers, bank de-
posits, short-term bonds, central bank
notes, bonds, asset-backed securities, and
money market funds.

Typical users of these services vary
widely, but many are young and tech sav-
vy enough to be more comfortable with
banking through their phones than queu-
ing at the bank. According to Alipay, the
average age of Yu’e Bao’s 49 million us-
ers is 28, though the age with the largest
number of investors overall is 23.
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Yet analysts caution that a surprising
swathe of customers for online investment
platforms do not fit this profile. Smart-
phone penetration is providing access to
online services to people of all ages and
demographic groups. Unlike in developed
countries, many Chinese are skipping
computers altogether and accessing inter-
net for the first time through their phones,
a process often described as “leapfrog-
ging”. And China’s e-commerce industry
is not strictly an urban phenomenon—in
the country’s vast and underdeveloped
interior, e-commerce has taken off as a
way for rural residents to access coveted
products.

“Digital penetration is happening fast-
er than people would imagine in China,”
says Zhang Yue, a project leader at Boston
Consulting Group in Shanghai. “More and
more elderly people are getting used to
digital channels—even my mother-in-law
[uses] online banking and WeChat.”

In a country where access to funding
is typically limited to well-connected and
well-established people and businesses,
the rise of online investment platforms is
giving a wider swathe of Chinese society
access to the financial system. The much

lower cost of operating a digital platform
means that internet companies can afford
to provide investment services to consum-
ers that banks have previously ignored,
like those of lower income brackets or in
rural areas.

“It meets a huge unmet need,” says
Zhang. “Banks don’t have a reasonable
business model to serve this type of people
because the costs are very high.”

The Next Gold Mine?

For China’s technology companies, online
investment platforms represent a signifi-
cant source of new business—especially
for the market leader, Alibaba. As of Janu-
ary 15, Yu’e Bao had 49 million custom-
ers—more than the population of Argen-
tina.

Rivals like Tencent, Baidu, Sina and
others are hoping to follow closely on Al-
ibaba’s heels. In courting this new market,
companies appear to be sticking to their
competitive advantages, whether their
specialty is e-commerce, online search or
social networking.

Compared with other internet compa-
nies, Alibaba was well positioned to offer
financial services; in addition to operating

one of the world’s largest e-commerce
platforms, the company has a successful
online payment tool, Alipay, and a small
business lending division. Last year, the
total volume of merchandise handled by
Taobao and Tmall, Alibaba’s two main
shopping sites, topped one trillion yuan
($160 billion), more than the total for Am-
azon and eBay combined.

Many Alipay users took naturally to
the Yu’e Bao product as a way to make
some profit off the funds that were already
sitting in the accounts they use to make
purchases from Taobao and Tmall. As the
fund grew, many began moving their en-
tire savings into the product.

Inspired by Alibaba’s success, Ten-
cent joined the market in January 2014
with an investment platform, Li Cai Tong,
which was designed to capitalize on the
company’s expertise in social networking.
The product allowed users of Tencent’s
WeChat mobile application to transfer
money directly to a fund run by China As-
set Management. In a bid to attract users,
the fund offered an initial seven-day an-
nualized yield of 7.3940%.

WeChat has more than 600 million us-
ers, equivalent to half of China’s popula-

The E-Finance Appeal

Comparison of yields for Alibaba’s Yu’e Bao and Tencent’s Li Cai Tong versus traditional banks
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Leftover Treasure Hunters

Growth in the number of Yu'e Bao users and their deposits beween June and November of 2013

RMB 5.7 billion

252

Users 30 Jun

Source: Tianhong Zenglibao Monetary Fund

RMB 55.65 billion

RMB 100 billion

tion, but few had linked WeChat with their
bank account. But since Li Cai Tong’s
launch, Tencent has made progress in this
regard. The company launched a success-
ful promotion for Chinese New Year that
allowed WeChat users to send each other
“red packets”, a digital version of the en-
velopes of cash that are traditionally ex-
changed during the holiday. The promo-
tion succeeded in prompting many new
people to connect their bank accounts to
the Tencent platform—-connectivity that
gives the company the ability to launch a
greater variety of profitable products in the
future.

Baidu, the operator of China’s largest
search engine, took a different strategy
in launching its four current investment
products by initially emphasizing partner-
ships with traditional banks. Kaiser Kuo,
Director of International Communica-
tions at Baidu, acknowledges that Baidu
began with a smaller base of applicable
customers than Alibaba, but describes the
ventures as part of a longer-term strategy
aimed at building up Baidu’s payment
platform. In March, however, Baidu CEO

Robin Li announced that the company had
formed a partnership to apply for a private
banking license, which would allow it to
manage investments directly.

The Bottom Line

For all of the major providers, online in-
vestment services appear to be more di-
rected at attracting users to their payment
platforms than generating profits, at least
initially. Though none of these companies
publish data on costs and revenues for
these services, analysts speculate that on-
line investment platforms are generating
only slim earnings, if they are profitable
at all.

According to Junheng Li, the founder
of equity research firm JL Warren Capi-
tal, Alipay charges its depositors a slender
0.33% asset management fee, much lower
than the average 0.5-1.5% fee charged by
US mutual funds and the 1.2-1.5% fees
charged by Chinese mutual funds. Ali-
pay’s service also offers a floating, rather
than fixed, rate of return, indicating the
company is passing most of the gains from
their funds on to customers, says Li.

Zhang of Boston Consulting Group es-
timates that Baidu, which regularly offers
an 8% return on its products, is likely col-
lecting an even smaller return. “You can’t
earn money with that [high of a] guaran-
teed return,” she says. “Probably Baidu is
also taking money out of their own pocket
to give to the customer.” Both companies
allow users to make near-instantaneous
withdrawals from their funds, meaning
they have to hold a large pool of cash on
hand—a costly practice in terms of for-
gone investment profits.

Even so, it may be worth it for China’s
technology companies to absorb some
losses now in order to build more effec-
tive payment platforms for the future. Li
says internet companies are trying to adapt
quickly to sustain profits, since many of
their old revenue sources are drying up.
“All internet companies in China have re-
alized that the traditional models such as
gaming and advertising have passed their
tipping point,” she says. And because pay-
ment platforms are crucial in determining
whether a company can monetize internet
and mobile services, they will likely play
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a prominent role in determining the fate of
internet companies over the next decade.

Kuo of Baidu seconds this idea. “On-
line payments are a very vital piece to
any kind of consumer-facing ecosystem,”
he says. Baidu’s search platform has tra-
ditionally catered to business clients, but
the company is gradually shifting toward
more consumer-oriented businesses. “Ob-
viously one key piece to that has to be the
ability to take payment from them,” he
says. “And [online investment platforms
are] a good way to ramp up the numbers of
people that we’ve got.”

Now may be an opportune time for
trial and error: the regulatory environment
for online investment products is still rela-
tively lax, and new customers are plenti-
ful. But the market will not remain rarified
forever. Even as technology companies
ramp up their services, new internet com-
panies and traditional banks are jumping
into the fray.

Old School vs. New School

The rise of these tech savvy competitors is
putting stress on China’s traditional bank-
ing system. As online investment products
expand, they absorb some of the funds that
would have flowed into bank deposits. In a
blog post in February, an executive editor
of CCTV even called Alibaba’s Yu’e Bao
product a “vampire” that is sucking the life
out of Chinese banks.

Some traditional banks are trying to
respond by evolving their own compet-
ing online services. Zhang Yue of Boston
Consulting Group has been leading work-
shops to train banks on how to adapt to
the digital age and introduce competitive
online products. She says it is often a chal-
lenge for banks to be flexible and creative
enough to compete with the likes Alibaba,
Tencent and Baidu—companies that have
built empires on their ability to quickly
roll out innovative digital products. Yu’e
Bao, for example, took only six months to
develop, from product design to launch.

“There is a huge clash of culture—
banks are risk-averse, conservative and
slow. A digital firm or an internet firm is
just the opposite,” says Zhang. “It’s very
difficult to ask a banker to act and think

like someone in an internet firm, but if you
want to compete in that space with those
internet firms, you’ve got to understand
that culture,” she says.

If banks don’t find ways to compete,
they risk losing some of the funding that
China’s tightly controlled financial system
has traditionally channeled to them.

China’s still underdeveloped financial
system has offered few options for invest-
ment beyond savings accounts and real es-
tate, and regulations have set a ceiling on
the interest rates that banks can offer their
depositors. That means that banks have
had a plentiful source of cheap financing,
while average Chinese have been paid
little in return for their savings. This fixed
interest rate system has given banks near-
guaranteed profits, making Chinese banks
among the most profitable in the world,
says Kapron of Kapronasia.

In the last few years, however, forces
from inside and outside the official bank-
ing system have begun gradually remak-
ing these rules. Arbitrage between the
traditional banking sector and China’s bal-
looning shadow banking sector, in which
companies and individuals that cannot get
loans from traditional banks can access

capital at much higher interest rates, is
gradually pushing up overall interest rates.
Meanwhile, the Chinese government is
also relaxing its rules step-by-step, allow-
ing market forces to play a greater role in
setting the cost of capital.

For example, regulators began allow-
ing banks to buy and sell negotiable cer-
tificates of deposit at market-determined
rates in the interbank market in Decem-
ber. The government has also allowed the
market for wealth management products
(WMPs)—bank-generated investment
products that typically offer returns of
between 5-7% —to bloom in recent years.
Ratings agency Fitch estimated that China
had roughly RMB 13 trillion ($2.13 tril-
lion) of WMPs outstanding by the end of
2012—up 50% from the previous year.

This growing competition for capital
has forced four of the country’s five larg-
est banks to raise rates on one-year fixed
deposits to 3.3%, the highest return al-
lowed by central bank regulations, Chi-
nese media reported in January. Most ana-
lysts see these developments as steps in a
long process toward the full marketization
of China’s interest rates.

“Banks are facing a challenging 2014,

Fund Raising

2013 growth of Tianhong Asset Management’s money market fund
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because the road to the marketization of
interest rates has already started,” says
Kapron. “Within three to five years, inter-
est rates will be liberalized in China—at
least more liberalized than they are now,
and hopefully fully liberalized... That
coupled with an eroding deposit base is
challenging for banks.”

Yet some analysts say that online
investment services are not yet having
much of an effect on the banking system
because they are still much smaller than
banks. Junheng Li of JL Warren Capital
compares Yu’e Bao’s roughly RMB 400
billion ($66 billion) in deposits in mid-
February to the around RMB 145 trillion
($23.8 trillion) in total banking assets
China had as of the end of June. “So the
total is still very small, even though these
products are growing like weeds,” Li says.

Jim Antos, a banking analyst at
Mizuho Securities, agrees. Yu’e Bao’s
balance sheet sounds like a lot, he says,
“until you check ICBC’s balance sheet. By
itself, ICBC has RMB14.69 trillion ($2.41
trillion) in deposits.”

If they keep expanding, however,
these funds will eventually start impacting
traditional bank business. According to
Zhang of Boston Consulting Group, some
estimates put the potential size of the on-
line investment market at roughly RMB 2
trillion ($328 billion). China’s online in-
vestment platforms still have a large scope
for attracting and investing money—but
their potential is not unlimited.

Running the Risk
As consumers become more educated
about how to find the best return for their
money and online investment funds be-
gin to approach the limits of their mar-
ket, some funds could face an increasing
risk of default. Zhang of Boston Consult-
ing Group points out that companies like
Alipay and Tianhong Asset Management
have no prior experience managing such
massive funds. Security is an additional
challenge for online funds, which like all
internet services are vulnerable to the theft
of personal information.

“If they really reached their limit of
their management capabilities for such a
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large product, [and] they could not guar-
antee the return or their technology has a
problem, then it could be a disaster for in-
vestors,” said Zhang.

Recent defaults of WMP products—
like the high-profile default in late Janu-
ary of a fund marketed by ICBC—have
heightened concerns about these invest-
ments. Yet many Chinese consumers do
not seem very aware of the potential risks
with online investment products. As the
market gets increasingly saturated and
online companies compete to attract us-
ers with ever-higher yields, the risk of de-
fault may grow. Online companies may be
padding customer returns from their own
pockets, but they do not explicitly guar-
antee them; if defaults were to occur, it’s
unclear who would ultimately pay the bill.

“While consumers clearly understand
and appreciate the high returns available
from internet-based investment, there is
less awareness of what might go wrong,
as we have yet to see a default from these
companies,” says Antos of Mizuho Secu-

rities. But this could change if an online
investment product were to default.

Regulators appear to be watching the
sector carefully. Media reports in late
February said that China’s central bank
is leading a government effort to develop
regulations specifically for online invest-
ment products. In March, Li Keqiang said
that the government intended to support
online financing but would also keep a
close watch on the sector.

The extent of the government’s regu-
lations may offer some clues as to how
quickly Beijing plans to loosen its restric-
tions on the traditional banking system. By
letting market forces play a more promi-
nent role, regulators could deliver access
to funding to many ordinary Chinese and
smaller companies, likely helping to fos-
ter a new source of growth that China can
draw on for decades.

Yet so many new users gravitating to
these higher interest rate products could
also pose a challenge to the traditional
banking system in years to come, perhaps
endangering economic growth in the pro-
cess. As the lever that China uses to in-
ject money into the system, the banking
system plays a critical role in ensuring
China’s economic growth. Regulators will
have to strike a careful balance between
encouraging the sector’s development and
working to minimize risk.

Zhang suggests one way that the in-
dustry might reduce these risks: by em-
phasizing partnerships between banks
and technology companies, instead of
cut-throat competition. Instead of fighting
to introduce higher rates that make lend-
ing unprofitable and put solvency at risk,
banks and technology companies should
take advantage of each others’ strengths:
the tech sector’s ability to innovate and
access new customers, and the banking in-
dustry’s long history of fund management.

For their part, consumers should take
advantage of new investment opportuni-
ties, but be aware that the new era of mar-
ket-determined financing brings substan-
tially different risks than China’s old
order, Zhang says. “We would recom-
mend customers with a very old saying:
Where there is a return, there is a risk.”
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A BRAVE NEW WORLD?

What bitcoin’s tumultuous year has taught us about the
relationship between China’s investors and regulators

‘ ‘ China definitely has the capabil-
ity to develop into the leading
power in the bitcoin world,

and to have more say and a greater impact
on the global digital currency sector,”
says 32-year-old bitcoin investor and
Shanghai-based financial adviser Luo Pu.
“But it neglected this historical opportu-
nity, which is really regretful,” he says of

By Casey Hall and Suzanne Edwards

the blow that Chinese regulators dealt to
bitcoin in December of 2013.

As 2013 progressed, China became
a vital battleground for the four-year-old
virtual currency known as bitcoin, which
isn’t backed by any central bank and is
created through a complicated comput-
ing process called ‘mining’.

Introduced in 2008 by a programmer

or group of programmers going under the
name of Satoshi Nakamoto, more than
12.1 million bitcoins have come into
circulation, according to Bitcoincharts,
a website that tracks activity across vari-
ous exchanges.

By November, BTC China, the
country’s largest bitcoin exchange, was
on top of the world, averaging 64,000
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bitcoins in daily trading volume, and in
November last year, announcing a $5 mil-
lion investment from Lightspeed China.
Shanda Group announced in November
that it would accept bitcoin payments for
property sales.

At the same time, the exchange ac-
counted for more than 30% of volume
worldwide, according to industry tracker
Bitcoinity. The price on BTC China had
jumped four-fold in November alone, hit-
ting a record for the exchange of RMB
7,395, or $1,214, for a single bitcoin on
December Ist.

In many ways, China’s role at the
vanguard of virtual currency investment
should come as no surprise, a position
even more affirmed after the world’s larg-
est bitcoin exchange, Mt. Gox, shuttered
its website in February and is currently
being investigated for fraud and the loss
of 750,000 bitcoins, roughly hundreds of
millions of dollars. But China’s relation-
ship with virtual currency is relatively
long-standing, and in a class all its own.

“There’s always been an interest from
the young, techy side in new technologies

and new currencies, and with online gam-
ing being so popular, along with e-com-
merce and mobile payments, it’s just kind
of a natural fit for China, more so than
many Western countries,” says Zennon
Kapron, founder of financial consulting
firm Kapronasia, which has released ex-
tensive reports on bitcoin.

But when the People’s Bank of China
(PBOC) announced checks on the usabil-
ity of bitcoin in early December, many
began to wonder if the “natural fit” would
endure or if China’s affair with bitcoin
may be nearing its end.

The world’s second-largest economy
is home to most of the world’s bitcoin
‘miners’, who help investors get their
hands on the currency itself.

As a former technology lawyer and
current entrepreneur working towards
launching a bitcoin company from Beijing
in 2014, Jack Wang has seen first-hand the
excitement in cryptocurrencies from Chi-
nese investors.

“They’ve witnessed the rapid devel-
opment of China’s economy and can see
the potential rewards of early investments,

such as in real estate and the internet.
Bitcoin, as a speculative investment, is
unique in that it is much more accessible
than real estate or stocks in China. How-
ever, this can make the market even more
volatile,” says Wang.

There has been much discussion and
media coverage of what to make of the na-
ture of bitcoin, and whether it’s legitimate
or spells disaster for its enthusiasts, but lit-
tle is known of the enthusiasts themselves.
One unique characteristic of bitcoin inves-
tors is a philosophical attachment to the
decentralized nature of bitcoin.

As Weibo user Hu Yilin, a PhD stu-
dent in Science and Philosophy at Peking
University, wrote: “The Bitcoin players
are not just a group of investors, they are
a group of revolutionaries, who believe
in decentralization and freedom of cur-
rency.”

David Shin, founder of Hong Kong-
based DigiMex, a firm that provides insti-
tutional investment opportunities around
bitcoin, as well as traditional bitcoin in-
vesting services, says that bitcoin would
not be what it is today if not for the “lib-

Playing by the Rules

The regulatory frameworks for various markets in Asia

Thailand

Hong Kong

Singapore

Bitcoin cannot be used in thi
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Source: Xinhua, Forbes, money.163.com, btc.cnfol.com, Taiwan's central bank
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ertarian” ardor of bitcoin’s early adopters.
“They’re very important to bitcoin,
and it’s great that their DNA is what it is,
because if they were just money-hoarding
capitalists, bitcoin wouldn’t be where it
is today,” says Shin. It’s precisely this
long-game belief in the currency that has
set bitcoin investors apart from traditional
investors, or even investors of China’s first
widely adopted virtual currency: Q coin.

The ‘Bit’ Factor

Chinese internet behemoth Tencent intro-
duced Q coins in the early-2000s. Valued
at one Q coin to 1 yuan, netizens initially
used the virtual money to make purchases
within online games, but it wasn’t long be-
fore the virtual currency made the jump to
being accepted by many online and offline
retailers for real world goods.

Eventually, as many as 100 million
Chinese consumers were using Q coins
and the virtual currency accounted for as
much as 13% of China’s cash economy.

In 2009, the Chinese government
cracked down, pressuring Tencent to reel
in the Q coins phenomenon and declaring
the use of virtual currency to buy real-
world goods illegal.

As with bitcoin’s infamous association
with Silk Road—a black market platform
trading in illicit drugs, hit men and inter-
national terrorism—the Chinese govern-
ment also “officially” emphasized its con-
cern over Q coins that virtual currencies
could be used to pay for illegal activities.

“The unofficial version is that because
they were priced one-to-one with the
renminbi, the government didn’t want Q
coins replacing the renminbi as accepted
currency,” Kapron says.

One important difference between bit-
coin and Q coin is that while Q coins were
centralized via Tencent, bitcoin is not,
making it much harder for governments
worldwide to regulate. This adds to the
philosophical cache of bitcoin, an element
of democracy that seems to figure promi-
nently in its appeal to Chinese virtual in-
vestors.

Regulation Nation
By mid-November, with the value of bit-

coin soaring, regulators were under pres-
sure to crack down on the virtual currency
markets following the arrest of three peo-
ple on suspicion of stealing money from
investors through a fake online exchange.

One investor, who reported the case to
the police, claimed a loss of RMB 90,000,
or $14,774, with a reported total of $4.1
million disappearing into the fraudulent
GBL exchange from more than 1,000 in-
vestors.

Shortly after, in the first week of De-
cember, Chinese regulators stepped in to
provide some guidelines for this new gen-
eration of virtual currency investments,
with the People’s Bank of China (PBOC)
and other government authorities jointly
issuing a notice that read in part:

“The bitcoin is a special kind of virtual
product, it does not have the same legal
status as a currency. It should not and can-
not be used as a currency circulating in the
market.”

Virtual traders and analysts welcomed
the announcement. The treatment of bit-
coin as a commodity reinforced the per-
ception of bitcoin as a kind of “virtual
gold”, allowing it to be traded for real-
world goods.

“We’re happy to see the government
start regulating the bitcoin exchanges,”
BTC China CEO Bobby Lee said publicly
at the time, adding that government rec-
ognition of bitcoin was a vital step for it
to be used for buying goods and services,
instead of being used for speculation.

Bursting the Bubble?

Less than two weeks later, Chinese authori-
ties made their second announcement re-
garding the regulation of virtual currencies.

In just two days, bitcoin prices plunged
more than 40% after the PBOC convened
more than 10 of China’s third-party pay-
ment companies on December 16, banning
them from offering custodian and trading
services to bitcoin, and other virtual cur-
rencies such as litecoin.

The crackdown on third-party opera-
tors meant that the 17 bitcoin exchanges
operating in China were no longer able to
accept deposits in renminbi. Overnight,
Shanghai-based BTC China lost its crown

as the world’s largest bitcoin exchange by
volume.

Despite the obvious difficulty of no
longer accepting real-world currency de-
posits, BTC’s Lee maintained that ongo-
ing discussions with payment companies
and regulators will result in a solution that
allows continued operation, according to a
public statement following the PBOC an-
nouncement.

“Introducing and allowing a compet-
ing currency that the government has little
control over was likely a bit much for the
industry [in China] to handle without hav-
ing some well thought-out regulation,”
Kapron explains.

But according to Shin of DigiMex, for
Asian financial hubs Hong Kong, Singa-
pore and Malaysia, it wasn’t too much for
the market at all; in fact the decision by
regulators in those markets to keep their
hands off of bitcoin was very deliber-
ate and strategic. In November the Hong
Kong Monetary Authority said it would
not regulate bitcoin. Singapore fell in line
in December with a similar announcement
from its monetary authority and Malay-
sia’s Central Bank has thus far only cau-
tioned on bitcoin risk. There’s an overall
brighter optimism in Hong Kong about
bitcoin’s future, particularly with regard to
the regulatory environment, which accord-
ing to Shin is why theyre registering their
upcoming bitcoin investment platform in
Hong Kong.

“Hong Kong will become the epicen-
ter of bitcoin for Asia,” says Shin. “If they
[regulators] don’t understand it, they’1l put
a halt to it, because they don’t want an-
other financial crisis, so that tells me that
a) they’ve been plugged in, they’ve been
talking about it, they understand it and b)
they’re comfortable with it. And if they’re
comfortable with it, the banking environ-
ment within these jurisdictions are more
apt to do business with bitcoin companies,
which is a huge thing.”

To Shin’s point, Kapron iterates that bit-
coin has been stymied by the regulators in
mainland China. The result is a bitcoin in-
vestment sentiment that’s somewhat darker
than that in Hong Kong, at least for now.

“They haven’t completely shut down
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The Bitcoin Rollercoaster
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bitcoin, but they have made it incred-
ibly hard to trade. It’s fairly clear that the
Chinese government doesn’t like what it
can’t control. If we see anything in the
near future, it will be something that the
government can control,” Kapron predicts.
“[But] the fact that regulators are looking
at it, that is recognition that it is a poten-
tial force within the financial industry,” he
adds.

Popular Misconceptions

Talk of using bitcoin as a method for get-
ting their yuan offshore has percolated in
the media, but Kapron says the idea of bit-
coin facilitating a rush of money offshore
just doesn’t hold water when moneyed
Chinese can currently get money to Hong
Kong easily, albeit illegally, and pay fees
totaling less than 1%. In addition, bitcoin
purists just don’t fit the archetype of hot
money pushers.

“Fundamentally, the wealthy in Chi-
na have had ways of getting their money
abroad, both legally and illegally, for
years. Buying into bitcoin and selling out

of bitcoin out of another exchange and
taking the risk of moving money across,
you’re going to be paying 2% in fees re-
gardless, and [in] the risk that’s behind
that as well,” he says.

As China’s regulatory dramas scare the
speculators into selling their virtual cur-
rency, other naysayers have been quick to
point to bitcoin’s deliberate deflationary
nature (from the time bitcoin was launched,
it was designed so that there are a prede-
termined number of bitcoins that will de-
crease at a low rate until they’re out of cir-
culation, estimated for 2040) and its vast
fluctuations in valuation as reasons for bit-
coin’s inevitable demise, those in the know
say these critics are missing the point.

Rather than fixating on bitcoin’s dollar
price and volatility, which pundits claim
make bitcoin too unstable to be used as ac-
tual money, people like Kapron and Shin
believe that firstly, the technology is too
good a deal for merchants to keep from
adopting it in larger and larger numbers
once the regulatory dust settles in China
and around the world.

“If you think about it from a typical
transactional perspective in the States, you
pay 3-5% transaction fees to a credit card
company to accept that transaction, bitcoin
eliminates a lot of that, they charge 1%
to accept the transaction, so for the mer-
chants it’s very powerful,” says Kapron.
“From a cash flow perspective, it’s much
better for merchants.”

Secondly, the recent regulatory crack-
down in Taiwan and mainland China has
actually had a positive effect in the sense
that it weeds out the speculators. Shin
explains that China’s investors have tra-
ditionally been of the more speculator na-
ture, whether it be in real estate, stocks or
currency. The effect that speculation was
having on bitcoin was actually unhealthy
for the overall ecosystem because specu-
lative investors were buying vast amounts
of coins and hoarding them all, keeping
them out of the trade ring. So the new reg-
ulations in China have dealt a blow most
squarely to those investors, and left stand-
ing the long view early adopters who are
more egalitarian/libertarian in their views,
and thus more invested in building up the
entire bitcoin ecosystem. Shin says these
diehards are known in the community as
“whales”.

Diehard Cryptofans

“If you speak to the guys who got into it in
2012, the bitcoin whales, who are out there
evangelizing bitcoin, they have less of a
commercial view, and more of a libertar-
ian view,” says Shin.

“The bitcoin story may have suffered a
blow with the near-shut down of the China
market,” Kapron concedes, “but the vir-
tual currency story is here to stay.”

Wang is similarly positive about the
potential for virtual investment in the long
term.

“We are in the very early stages of the
cryptocurrency industry, and there are
many potential applications beyond just a
virtual currency,” he says. “I expect a
Cambrian explosion of new business mod-
els based on these ideas, along with con-
tinued volatility in the medium term. In
the long term, these ideas are here to
stay.” B
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Phoenix Rising

Can the traditional TV broadcaster successfully
play ball in China’s digital content market?

By Jill Petzinger
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l ooking around on the metro in any
of China’s big cities, it seems ev-
ery single person is completely im-

mersed in their cell phone screen, tapping
for news reports, scrolling through online
forums, playing games, catching up on
soaps. From kids to grandparents, every-
one is online, up-to-date and constantly
consuming content on the move. It’s a lu-
crative market for content providers, and
attractive enough for satellite TV compa-
ny Phoenix TV, one of the only ‘indepen-
dent” and non-mainland broadcasters with
permission to land in mainland China, to
boldly reincarnate as a digital media com-
pany with the listing of its corporate digi-
tal spin-off, Phoenix New Media (PNM),
in 2011. The young digital media entity
has a lot going for it, but it faces signifi-
cant challenges from internet-dominating
rivals and fickle audiences.

The digital media landscape in China is
already heaving. Big internet portal com-
panies like Sina, Tencent and Sohu have
the experience to deliver huge amounts
of video content on demand, and have led
the field for quite some time now. Indeed,
PNM is a relative newcomer on the scene,
but it hit the ground running back in 2011
when Hong Kong-based Phoenix Satellite
Television Holdings created the corporate
spin-off and filed its IPO in the US the
same year. PNM has several strong suits:
the long heritage of its independent, parent
TV company, the ability to share its qual-
ity video content across all its platforms,
and a partnership with China Unicom for
mobile video. But moving from a slower-
paced TV company to being a responsive,
agile digital provider can often be tricky,
indeed a move that China’s major national
broadcasters, like state-owned CCTV,
haven’t even begun to master.

“CCTV should be dominant online
but has not even made the first success-
ful moves in that direction,” says Peter M.
Herford, former Professor of Journalism
at Shantou University and former Vice-
President of the CBS news division. “They
too are concerned with stealing viewers
and listeners away from their traditional
broadcast channels. CCTV’s challenge is
that the decision of how and when to move
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more aggressively online is out of their
hands. These are political decisions.”

Investors’ Darling

Parent company Phoenix Satellite Televi-
sion was founded by Liu Changle in 1996
and now has six TV channels. Headquar-
tered in Hong Kong, it is one of the few
private broadcasters allowed to broadcast
in Mainland China, but with a key cave-
at: Phoenix TV belongs to a category of
broadcasters that need special permission
to land on the mainland, joined by BBC,
HBO and CNN. Similarly, hotels, offices
or high-end residential compounds have to
apply for the satellite transmission of these
channels. This kind of regulation has more
or less been circumvented by average Chi-
nese through illegal satellite TV and digi-
tal TV. That reality does keep Phoenix TV
viewership somewhat skewed to the high-
er end demographic, but as internet-based
TV products like Xiaomi’s IPTV box be-
come more accessible in terms of distribu-
tion and price, that will also change.

The expansion of internet-based TV
will also factor into the future of PNM,
which did not respond interview requests,
is currently comprised of a website (if-

eng.com), a video channel and a mobile
channel in partnership with China Uni-
com. According to web metrics firm Al-
exa Internet, a US-based company that
collects and analyzes internet traffic data
on around 30 million websites globally,
ifeng.com ranked thirteenth in February
2014 in terms of daily page views among
all websites in China. The company re-
ceived $25 million worth of investment
from Morningside Ventures, Intel Capital
and Bertelsmann Asia Investments Fund
in 2009, before it was listed on the New
York Stock Exchange in 2011. Its 2012
revenue reached $1.1 billion. In the third
quarter of 2013, total revenues increased
by 32.3% year-on-year, reaching RMB
378.7 million ($61.9 million), according
to company reports.

PNM stands out in China as one of, if
not the only move by a traditional broad-
caster to takeover digital media via a cor-
porate spin-off. Two years after their [PO
launch, Phoenix remains a favorite among
investors, even after Rupert Murdoch sold
his majority stake in the parent company,
Phoenix TV, in 2011.

“I believe ifeng [FENG.NYSE] re-
mains hot because of its differentiation
from its peer portals in China,” says
Xiaoyong Guo, a strategic equity research
analyst at Pacific Asset Management Com-
pany in Shanghai. “Firstly, it’s an online
media portal managed by a TV station,
and you will not find a similar structure in
other listed media companies in China.”

PNM’s revenue growth in 2013 was
mainly driven by a 59.3% increase in net
advertising revenues from ads appearing
on its online platform.

“Online ad revenue is expanding fast
in China and, as more advertisers target
internet users, online monetization accel-
erates, so investors have higher expecta-
tion for mobile video, which is likely to
generate high ad income in the future.
Plus, compared with peer portals, Phoe-
nix New Media has special content (news,
video, TV programs and bullet board
systems) which could be considered as a
competitive advantage for the company,”
says Guo.

Phoenix TV can effectively play both
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sides of the game to its advantage, having
on one hand close ties to the government,
which will ensure it gets all the necessary
licenses and approvals, while simultane-
ously retaining a degree of independence.
Audiences are hungry for information that
doesn’t come from CCTV and other state-
run channels, which is where Phoenix can
appear authentic and apart.

So Seductive...
PNM is an attractive option for advertis-
ers as well as investors. More and more
advertisers are directing their marketing
budgets into digital channels, and CEO
Liu Changle has stated that PNM is cen-
tral to the group as a whole, because of the
advertising revenue it can generate.
“Phoenix was smart to create a sepa-
rate entity and avoid the trap that many
organizations fell into earlier in the devel-
opment of online content. The trap was to
load the online challenge on top of the ex-

isting platform without a separate organi-
zation and structure,” says Herford. “CBS
was no different. Broadcast audiences are
ageing and dying. Advertisers want the
18-35 year olds and the only source for
them is mobile and online,” he adds.

CCTYV Online, the digital arm of Chi-
na’s state-owned broadcaster, would seem
like a natural rival of PNM in theory. In
terms of size, it dwarfs the young ifeng.
com. Yet there are some key differences
that give PNM the edge.

“There is no transparency to the CCTV
operation,” Herford says. “Not that Phoe-
nix is wholly transparent, but Phoenix
with a base in Hong Kong and some arms
on the mainland is a ‘.com’ as opposed to
what the US would call a ‘.gov’ operation.
In that sense the two operations could not
be more different. They serve different
masters.”

Furthermore, PNM’s traditional broad-
casting background affords it the clout to

engineer ventures like the China Unicom
mobile partnership. China Unicom’s ap-
peal relates to its relatively successful roll-
out of the international standard for 3G, in
addition to its status as the second-largest
telecoms operator in China, with the state
as its biggest shareholder.

“This raised Unicom’s profile signifi-
cantly,” says Lydia Bi, a research analyst
at Canalys, a global market research firm
in the IT industry.

Shan Chengjun, China Broadcast &
Analysis Director at Asia-Pacific media
intelligence company iSentia, says that
compared with independent portals, Phoe-
nix New Media can easily attract follow-
ers who are already an audience of differ-
ent channels under Phoenix TV.

“The brand image, nature and features
of Phoenix TV are naturally inherited by
PNM, or at least so perceived by its ex-
isting and potential audience,” says Shan.
“You are not coming from nowhere, so

The Bird’s Nest
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you are not building something from noth-
ing.”

Paradoxically, he believes that its big-
gest asset—the parent company’s heri-
tage—could also be a hindrance for PNM,
as the online audience may consider it just
an extension of the TV channels and think
it has nothing additional to offer on its

digital and mobile platforms.

Identity Crisis?

Many believe that PNM won’t be able to
really compete with the likes of search
engine leader Baidu, and online video
platforms like Sohu and Youku Tudou be-
cause ifeng.com is not a portal and doesn’t
have the sheer pulling power and variety
of their competitors.

“Their challenge is: what can we offer
that is different from the well established
Sohu and Youku Tudou, or ideally what
can we offer that they cannot?” says Her-
ford.

While Phoenix may be able to be
more cost-effective by sharing content
across their platforms, Herford believes
that viewing an online arm as a money-
saving enterprise is a dangerous approach,
not least because different skill-sets are
needed, and broadcast news staff may not
take kindly to having online requirements
added to their duties, like online ad sales.

“The target audience of PNM, young

and middle-aged white collars, could be a
special attraction to certain advertisers,”
says Shan. “Online media can present ad-
vertisements in many different innovative
formats, some of which can even directly
lead to sales by linking up the advertise-
ment to an order placing function. Even
if a deal is not made, advertisers can still
learn how many people are truly interested
in their products by factors such as the
click-through rates, which can be used as
market intelligence for future product de-
velopment or marketing campaigns.”

Political Baggage

Making the move from TV to the highly
competitive digital world will present
some ongoing challenges for PNM. The
privately owned parent company has
very close ties with the government—Liu
Changle has been on three standing com-
mittees—which could impact its image
with investors, particularly those in the US
who are more attuned to the government
ties of companies from the greater China
region.

Herford says that while foreign com-
panies may want to invest in China-based
media companies, they should consider
restrictions on their investment. “Could a
foreign broadcaster, one of the American
or European networks, could they partici-
pate as content providers? Not likely from

a political point of view. This will not re-
duce the foreign investment interest, but it
may cripple its ability to participate.”

The government-controlled business
environment can challenge foreign inves-
tors, like Rupert Murdoch for one, whose
News Corp announced in Spring 2013 that
it would sell off a 5.28% stake in Phoenix
TV (reducing its stake to 12.16%), then
announced its final departure from China’s
TV market when it said last October that
it had sold its remaining stake in the com-
pany to a US private equity firm.

Murdoch said in 2005 that his business
in China “hit a brick wall” after the gov-
ernment tightened restrictions on foreign
media companies and his son, James Mur-
doch, the CEO of 21st Century Fox, said in
an interview with Fortune this year, “It’s
always been hard for us in the business of
ideas to do business in China. That’s clear
and a lot of people have those issues.”

Potential investor trust issues aside,
historically it has always been a challenge
for large, well-established traditional me-
dia agencies to show the necessary agil-
ity to adapt to the mobile/internet world.
PNM also has its work cut out to demon-
strate that traditional broadcasters can suc-
cessfully make the leap.

“Years ago Shanghai Media Group
was given the first license to do online
broadcasting. There was a great deal of
publicity and anticipation but the results
thus far have been meager,” says Herford.
“Southern Weekend (a newspaper based
in the southern province of Guangdong )
had aggressive plans for a full-time video
channel and quickly discovered that the
costs and demands of programming a 24/7
online channel were far greater than they
imagined. The pressures of political con-
siderations and partnering with a tradi-
tional media group have proved to be too
much to let the concept flourish.”

“Phoenix has deep pockets, that’s a big
advantage. They will be able to spend mon-
ey to make this work, and it is expensive.
But the fact is in this day and age they have
no choice. Traditional broadcasting does
not have a healthy long-term future. Every-
thing, not just news, is headed for a digital
online future delivered wirelessly.”
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Cracks in the Ceiling

CKGSB Magazine cuts through the punditry and asks women
business leaders to air their views of China’s ‘glass ceiling’

By Suzanne Edwards, with reporting by Greg Isaacson

The Line-Up

Lisa Pan, Vice President and CFO of
Beijing-based Rekoo, Asia’s largest
research and development operator for
social gaming
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Su Cheng Harris Simpson, founder and
CEO of SCHSAsia, a Beijing-based
marketing and events company and
Executive Director of Greater China
for WEConnect International

Lucy Lei, Asia Managing Director and
Vice President of Beaulieu International
Group, a Belgium-based international
textile manufacturing company
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topic of gender roles in China, with

one side of the debate insisting women
are downcast while the other side insists
China is a progressive forerunner in the
promotion of female leaders, particularly
in business. So which is it? And how does
the status quo play out in China’s cor-
porate environment? In a country where

International media seem to relish the

men-only job ads proliferate, and hiring
managers often probe female applicants
about their dating life and maternal plans,
it’s easy to forget that China is home to
some of the highest net-worth female
individuals in the world, the majority of
whom achieved such status through their
business success. The numbers are equal-
ly confusing: According to a survey of

publicly listed companies from Nanyang
Technological University, fewer than 12%
of senior executives at listed firms are fe-
male, but according to a Grant Thornton
International Business Report, which in-
cludes private companies of obscure size,
43% of the businesses surveyed in China
held women in senior management posi-
tions. To better wade through the statis-
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tics and talking points, CKGSB Magazine
talks with several high-powered women
on the ground about the trends they're see-
ing, and the prospects for Chinese women
looking to carve out a place for themselves
in today’s business world.

Q. What challenges do you feel business-
women face in China today?

Lisa Pan: The business environment in
China is slightly different than in Europe.
In Europe, a lot of political or business
leaders are female and the public seems al-
ready used to that. However, in China, fe-
male business leaders are still rare, and the
public still doubts if businesswomen [can]
balance family and work: actually a lot of
pressure [comes] from your own family.
Another challenge is that some male busi-
ness leaders are still quite traditional, they
think they are more powerful than women,
and they should lead the business, so it’s
quite hard to persuade them to accept your
opinion sometimes.

Q. In the past five years or more, have you
observed any interesting changes in the
business environment when it comes to the
role of women executives?

Lisa Pan: I think along with more and
more female executives becoming suc-
cessful, this topic [has] become quite at-
tractive. [The] public is [willing] to accept
successful businesswomen [more] than
before. For example, 10 years ago, if a
lady [was] still single [at] around 30, peo-
ple would judge her in some unfair way.
But now, if a businesswoman [is] single
when she [in her] 30s, people would ac-
cept and appreciate that. And the power of
businesswomen is becoming stronger, and
men [are] getting used to working for [a]
female boss.

Su Cheng Harris Simpson: In recent
years we have seen a greater level of so-
phistication when it comes to diversity and
inclusion programs in China. As a result
there are greater channels of support for
aspiring female entrepreneurs in China.
In addition to WEConnect International,
FYSE, 85 Broads, VIVA, various Cham-
bers of Commerce, Community Business
and others all provide tools, networking
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and advancement opportunities for women
executives.

Lucy Lei: In the past, it was harder for
women to get into senior management.
There were fewer chances for women to
demonstrate their management capability
outside their technical skills. Nowadays
it is good to see progressive corporations
paying more attention to diversity. So
in that way I believe that today capable
women have a better chance of entering
corporate senior management roles.

Q. When have you ever been aware of the
fact that the rules might be a little different
for you as a businesswoman than they are
for a businessman?

Lucy Lei: Years ago I was working in
Singapore in the regional headquarters
of a multinational company as the Asia-
Pacific Regional Manager for a division.
I was the only women at this level at the
regional headquarters. All my European
male colleagues had individual office
rooms, I was the only one who didn’t
have [one]. I sat with others in the shared
area, which I did not mind. I had asked
the management to provide me an office
when there was a vacant one. Nothing
happened for long. However, one day one
office room became vacant when a col-
league resigned. So I asked to move into
that office. I got no as an answer because
“it was reserved for a colleague coming
from the UK in two months”. Two months
later, the office was filled by a male col-
league of the same level as me! I felt this
was not about me anymore, this was about
a boy’s club against women. In such an
environment, my voice was too weak to
be heard.

A few months passed, and another re-
gional manager resigned so an office be-
came vacant. This time I did not wait for
the office to be assigned to me. I just moved
in after it was vacant for two months. I
plugged in my computer and I wrote an
email to the managing director informing
him that I had moved into the vacant of-
fice. He said, ‘Oh, this will be reserved for
someone’, and I wrote back: “When that
new person comes, we can discuss wheth-
er I move back to the shared desk or the
newcomer will take my seat’. I stayed in
that office until our office relocated to a
different part of the city. Afterwards they
recruited another female regional manager
and she got an office as well.

This tells me that working in a boys’
club environment, if the first woman
doesn’t push, then all the women behind
her [will] never have a chance.

I am very fortunate to work today in an
organization where everyone is equal. Our
organization values diversity and equality.
We have two women in the global execu-
tive team, including myself.

Q. Journalists love to ask successful wom-
en about “work-family balance”. Do you
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feel this is a fair question? What do you
think the meaning of “work-family bal-
ance” is for modern working families in
China today?

Lisa Pan: I think it’s a fair question. In
[a] traditional family, people think wom-
en should spend more time taking care of
[the] family, husband and [the] children,
so how to balance work [and] family is [a]
challenge.

I think if the family members have

international study or work experience,
[then] they understand and support each
other. [In that case] I don’t see [that] it’s
an issue. You could even discuss your
business with your partner and enjoy that.
But I don’t think [a] husband-wife busi-
ness partnership is good. Everyone is in-
dependent and needs [their] own time and
space.
Lucy Lei: Yes this question is always
addressed to women! I believe a woman
can take care of her family and career at
the same time, we just need to spend time
wisely in more qualitative way instead of
quantitatively. When we lived in Singa-
pore, most of the students’ mothers in my
daughter’s international school did not
work. It was reassuring to hear my daugh-
ter say, ‘Mom, I appreciate your limited
time spent with me more than some of my
friends do with their moms [who are with
them] the whole day.” She wanted quality
time, not ‘quantity of time’.

Q. Do you feel there is any difference be-
tween what defines a successful business
man in China and what defines a success-
Sful business woman in China?

Su Cheng Harris Simpson: One of the
major differences we see with women
entrepreneurs is their likelihood of being
local or regional suppliers rather than na-
tional or international suppliers. Women
entrepreneurs in China tend to have ro-
bust local networks and are extremely
competitive in this market. However,
when it comes to the larger national net-
work we see fewer women in this sector.
This is due to a number of factors includ-
ing access to networks, the preference for
companies to stay with suppliers that they
are familiar with, the struggle of work-

life balance and family commitments.
One factor that we have seen in women-
owned companies that have made this
jump is the involvement of other family
members. For example, Shanghai Lanli
Textiles is a first-tier supplier to many
of our corporate members in addition to
supplying other women entrepreneurs
across the globe. They have managed to
make this possible by making it a true
family enterprise. This has allowed them
to become competitive in terms of re-
sponse times, customer relations, growth
and product range.

Lucy Lei: Like yin and yang coexist in
the universe, inside every woman there is
also masculine power, and inside every
man also feminine power. To be a success-
ful businesswoman in a corporate world, a
woman needs to place herself as an equal.
I believe I am equal to a man in capability,
however I share my equality in a gentle
way. I don’t believe in aggressive confron-
tation. I'm assertive in a friendly way.

Q. There’s a popular stereotype that often
surfaces when talking about gender and
business that men are bigger risk takers,
how do you interpret this idea? To what
extent do you agree or disagree and is
China any different from other countries
in this regard?

Su Cheng Harris Simpson: In terms of
the businesses that we work with in China,
we have found that our women entrepre-
neurs are competitive and reliable. They
are able to put forth competitive bids for
demanding contracts. They are open and
able to accommodate unique requests and
large contracts. However, they are also
realistic when it comes to their scope and
capacity. Rather than failing to deliver on
a contract, they will work with the corpo-
ration to identify a suitable alternative or
make appropriate recommendations. In
this case, I think our corporations appre-
ciate the flexibility and reliability of their
women suppliers.

Q. What does it mean overall to be an ad-
vocate for businesswomen in Asia?

Su Cheng Harris Simpson: It’s excit-
ing to be in Asia in the field of women’s

economic empowerment. This field is
relatively new in China, which provides a
unique set of challenges but a wide range
of opportunities. In all that we have ac-
complished over the last three years, it is
exciting to think about what the next stage
of growth will bring.

Q. What advice do you have for ambitious
women who are still in the early stages of
their careers?

Lisa Pan: I think they have to really know
what they want in their life and [whether]
they are ready to sacrifice a lot. For ex-
ample, less time for friends [and] family;
[being] challenged by [the] public and
personal exposure to the public when you
become successful.

Then you have to [always] be so-

cializing and winning respect from male
leaders. Good degrees are helpful but not
enough, you must have your own opinion
and be persistent.
Lucy Lei: China needs Chinese manage-
ment with global experience and a global
mindset, who can think laterally and who
know how to play in a flat world. This
demand comes from the ever-increasing
numbers of multinational companies who
call China their strategic markets, and
also many Chinese companies expanding
overseas. However there is a huge gap
between the demand and supply.

The younger generation today tends to
seek instant gratification. It is not unusual
to receive comments like “Will I get more
pay?” when management sees a potential
employee and want to develop the person
by changing or expanding his or her scope
of work. In my opinion, when you are
young and you are developing your ca-
reer, a [fat] paycheck today should not be
one’s first criteria. I think broadening
one’s experience and knowledge and
scope to build a foundation for the future
is more important. When you have ac-
quired the knowledge, skills, experience
and mindset that corporations look for,
money will come. So don’t let instant pay-
checks limit your growth. You need to be
flexible enough to move into the un-
known, to walk on the path less travelled.
The reward will come. i3
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REGENERATIVE
ECONOMICS

Who is positioned to make the most
money from stem cell therapy, and who
or what will stand in their way?

By Colin Shek
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ours after delivering her first baby,
H Oscar, in November 2011 at the
International Peace Maternity and
Child Health Hospital in Shanghai, Cecilia
Huang readily agreed to store the umbili-
cal cord at a private facility for future use.

After stumping up RMB 20,000 for the
initial processing, Huang will pay an an-
nual fee of RMB 2,000 to bank the cord
and its blood until Oscar turns 18. There is
a good reason for spending so much to pre-
serve something that is usually binned after
birth—a potentially life-saving reason.

Umbilical cord blood is rich in stem
cells, one of the most revolutionary and
controversial topics in medicine today.
Stem cells are believed to have huge cu-
rative applications because they can both
reproduce themselves and transform into
any kind of tissue in the human body. The
cells could one day be used to treat Oscar
if he ever fell ill with certain diseases, such
as diabetes, heart failure and liver disease.
They even have the potential to treat rare
conditions that affect the brain and mus-
cles—such as Parkinson’s and motor neu-
ron disease—and autoimmune diseases
like systemic lupus.

“All those diseases are incurable right
now. We don’t have much to do for vic-
tims. That’s why stem cells have given
such hope to patients,” says Guo Wei,
professor and researcher at the Stem Cell
and Regenerative Medicine Center of Ts-
inghua University.

“Stem cells are of great importance.
They might revolutionize our future medi-
cine,” says Xu Xiaochun, Chairman and
Chief Executive of Boyalife Group, which
is engaged in stem cell banking.

Cord blood is particularly rich in he-
matopoietic stem cells, which can be used
to create blood cells for transplants. These
cells also could help Oscar’s family, as
there is evidence to suggest the match
between donors and recipients does not
have to be as exact as it does for the other
two sources of blood cells, bone marrow
and circulating blood. Other stem cells,
known as pluripotent cells, are what ex-
cite researchers today because they can
potentially become almost any cell in the
body —from muscle and nerve to heart and
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brain.

In the US, eight to 10 in every hun-
dred delivering families opt to preserve
their stem cells, according to Xu. In Hong
Kong, that rate rises to one in five families,
but in China, only Beijing comes close
with a proportion of 14%. “In the entirety
of China, the current number of families
that have chosen to preserve is 0.7%. It’s
almost like a brand new market.”

The field of stem cells falls under
something called ‘regenerative medicine’
that Ajan Reginald, Executive Director
of Cell Therapy Limited (CTL) from the
UK, calls “the 21st century breakthrough
in terms of medical innovation”.

“Current medicines often treat symp-
toms very well but they don’t actually re-
pair the underlying problem—in this case,
the underlying tissue of the cell. Regenera-
tive medicine gives you the ability to re-
pair tissue. Stem cells are the core technol-
ogy behind regenerative medicine.”

Some of the touted applications for
stem cell technology sound like science

fiction, with talk of growing new organs
and halting the aging process. But what
sounded impossible a decade ago is begin-
ning to become a reality, with the list of
body parts grown from stem cells getting
longer and longer—from ears and eyes to
livers and kidneys, and even a heart.

“Some people say it could have an ef-
fect on aging, but this needs deeper study,”
says Fu Xiaobing, the Director of the
Wound Healing and Cell Biology Labora-
tory in Beijing and President of the Chi-
nese Tissue Repair Society.

“The sky is almost the limit, but to be
realistic, [the stem cell field] is working
currently on a list of 10-20 different dis-
eases that we think have the highest poten-
tial,” says Xu.

A Dose of Ethics

Perhaps more than any other field of sci-
ence, the study of stem cells has been
shaped by political opinion and subject
to ethical objections. For much of the
last decade, stem cell science was viewed
negatively in the US. Devout Christians
criticised the creation and destruction of
days-old embryos for research, guided by
their religious beliefs that embryos were
emerging individuals. Elsewhere, the idea
of producing embryos solely for scientific
experimentation appalled people from
more varied walks of life.

The debate became heated and politi-
cised. Pope John Paul II called it a “can-
nibalization of embryos”. Then in 2001,
US President George W. Bush limited
federal funding for research on stem cells
obtained from human embryos. That mor-
atorium—lifted more than seven years
later by Barack Obama in 2009 —has left
the US “years behind” leading stem cell
nations, according to Reginald from CTL.

The debate in the US and West sharp-
ened scrutiny on the morals and ethics of
Chinese stem cell research, to the chagrin
of some in China who chafed at what they
perceived to be smug Western lecturing
and condescension.

China has debated but not dwelled
upon the ethical dimension of human em-
bryonic stem cell research. The absence
of outcry has been partly attributed to a

»

14
CKGSB Magazine 2014 / 43



China Insight

Confucianist view that a person begins at
birth, as people are shaped and defined by
their closest social relationships—which
embryos lack. Then there is the ‘utilitar-
ian’ argument that embryo research is
justifiable if it brings enormous welfare to
people that cannot be otherwise achieved.
Furthermore, the years of pervasive sex-
selective abortions and infanticides in
China could be seen as evidence of a cor-
ollary cultural detachment from the value
of a fetus or embryo, which contrasts
starkly against some viewpoints in the US.
China’s treatment of abortion may have
normalized the practice, paving the way
for societal acceptance of embryonic stem
cell research. Also fueling interest are re-
ports that tissue from aborted fetuses is a
source of stem cells. New discoveries and
advances in recent years have also damp-
ened some of the moral controversy by
sidestepping thorny ethical issues. A ma-
jor breakthrough came in 2007, when two
independent teams at the University of
Wisconsin-Madison in the US and Japan’s
Kyoto University reprogrammed adult hu-
man cells to form pluripotent stem cells,
negating the need to depend on embryonic
tissue for stem cells. For his pioneering
work at Kyoto, Shinya Yamanaka earned
the Nobel Prize in medicine in 2012.

It is probable that in any case, ethical
qualms would have taken a backseat to the
Chinese government’s desire to move from
‘made in China’ to ‘innovated in China’.
Stem cells fit in with Beijing’s ambitious
plans to vault the country to the top of the
research ranks. In 2001, the Chinese Min-
istry of Science and Technology formed
two independent stem cell programs under
the National Basic Research Program—a
special national research initiative better
known by its ‘973’ moniker.

Since 2002, China has pumped money
into the field through multiple sources.
The ministry has provided abundant re-
search funding through the 973 plan and
a separate ‘863’ program—grant sizes
from both can reach up to $5 million, with
the difference between the two being that
the former focuses on basic research and
the latter on applications. The National
Natural Science Foundation of China has
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also contributed grants, boosting funding
from just over RMB 100 million in 2008
to more than RMB 450 million in 2012.

Chinese researchers are forging ahead
in the field, backed by the substantial
grants from central agencies and local
governments too. And keen to reverse a
so-called ‘brain drain’, Beijing has enticed
Chinese scientists educated at top univer-
sities in the US and Europe to return home
with the promise of competitive salaries,
funding and leadership of labs staffed with
eager young researchers.

While China smelled an opportunity
to steal a march on the dawdling West, its
interest in stem cells has more pragmatic
reasons. The Chinese are aging quickly,
with more than a quarter of the population
set to be older than 65 years by 2050.

The scale of China’s graying could
place an enormous strain on the healthcare

system, as the number of people with de-
generative diseases grows. China already
has more people with dementia than any
other country, while a new study suggests
two out of every 100,000 in the nation
have Parkinson’s. Stem cells then could
allow China to stave off a healthcare crisis
by offering much-needed treatments for
these chronic illnesses.

Celling Up

China’s success in stem cells will depend
on more than raw government investment
in human capital like young scientists and
material assets like labs. But the strategic
state support and willingness to engage in
stem cell science for the sake of national
prestige and to ease looming healthcare
problems has turned China into an attrac-
tive destination for stem cell companies to
test their therapies.

Nasdag-listed Neuralstem, for in-
stance, teamed up with Beijing’s Bayi
Brain Hospital—an institution affiliated
with the Chinese military—to treat mo-
tor deficits from ischemic stroke by trans-
planting spinal cord stem cells directly
into the patient’s brain near the stroke
lesion. Neuralstem, which declined to be
interviewed for this article, announced in
January that the first patient had returned
home after undergoing the treatment in
late December.

CTL, meanwhile, agreed in July 2013
with Zhongyuan Union Stem Cell Bio-
engineering to jointly invest $8 million in
a new venture to commercialize findings
from their stem cell studies.

“Chinais an exciting, enormous market
with great potential and so we wanted to
be at the forefront,” says Reginald. “ There
are very few Western companies coming
to China to undertake breakthrough tech-
nology research. There’re very few people
considering China as an innovation centre,
and that’s what we wanted to do.”

The number of stem cell-based clini-
cal trials underway in China underlines the
country’s rush into the field. China has the
third-highest number of ongoing stem cell
clinical trials in the world, at 164 studies,
according to the US National Institutes of
Health, second only to the US and Europe.
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In research output too, China is quick-
ly catching up. A comprehensive report re-
leased last December, by Elsevier, Kyoto
University’s Institute and EuroStemCell
for Integrated Cell-Material Sciences,
found that since the beginning of 2006,
China has been the “second most produc-
tive country by volume of publications”.
China’s growth curve, said the report’s
authors, “is strikingly similar to that of the
USA”—currently the biggest contributor
of stem cell papers.

The volume is impressive, but quantity
is not always commensurate with qual-
ity in Chinese research. The report noted
another important development: China’s
citation impact, though below average,
had increased during the study’s assessed
period of 2006-2012 and demonstrated a
strong growth rate across all types of plu-
ripotent stem cell research.

For all its progress, however, any as-
sumption that China is helping to pioneer
breakthroughs in stem cell science may
be misplaced. The country is “not really”

producing cutting-edge stem cell research,
according to Reginald.

“China lags in medical innovation as
a whole, so the lagging in stem cells is
not really surprising,” he says. “China is
excellent at a number of things but break-
through technological innovation, es-
pecially in the medical area, is not there
yet. The government and universities are
focusing on this but it takes a long time for
this commitment to generate innovation.”

It is China’s neighbor to the east that
is making great strides in stem cells. “The
Japanese really are at the very forefront,
and that’s not just because of Shinya Ya-
manaka—who won the Nobel Prize re-
cently—but there’s also a halo effect,”
says Reginald. “A lot of the great break-
throughs are coming from Japan.”

“Ten years ago Japan implemented a
clever strategy in selecting the niche of re-
generative medicine and a particular group
in Kyoto of Shinya Yamanaka. In essence
Japan decided that within medical innova-
tion, they were going to be the leaders in

regenerative medicine, and it looks to have
paid off.”

Chinese scientists are keen to apply
stem cell research to treating patients but
public awareness of stem cell therapies in
the country remains on the periphery. Part
of that is due to the lead time for medicines
to go from theory to practice.

“Stem cells are still considered a cut-
ting-edge technology. [The lack of aware-
ness] is directly related to education. A
lot of people are not aware of stem cells,
and there is no good public education for
letting people know there is this science
called stem cells,” says Xu.

He contrasts that with the US, where
24 states—covering more than two-thirds
of the births in the nation—have passed
laws that obligate healthcare providers to
educate expectant parents about their op-
tions for saving a newborn’s cord blood
stem cells after birth.

“Regenerative medicines are very
new. Breakthroughs in the lab may take
15 or 20 years to convert into medicines in

Who's Leading the Global Stem Cell Race?

A global snapshot of which regions and countries house the most stem cell studies
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the public domain,” says Reginald.
“Doctors need to be convinced and
for that safety is key. Things will go fast-
er but we’re just at the stage where the
first regenerative medicines are produc-
ing compelling data. You don’t just need
good data—you need validated data that
absolutely demonstrates that stem cell
therapies are safe and effective. We’re just
beginning to see that now,” adds Reginald.

Hazardous to Health

Healthcare providers in China have been
enthusiastic about using stem cell treat-
ments, in contrast with the rest of the world
where such procedures are still undergoing
clinical tests. The fear is that hospitals and
private treatment centers engage in fraud
by offering dubious stem cells to desperate
patients without adequate oversight.

“There are rogue companies—some
are pretty well-known—that have been
using stem cells to treat virtually anything
if you are willing to pay,” says Xu. “The
majority are unproven. People are paying
up to half a million yuan for a completely
unproven therapy.”

Numerous stories abound of desper-
ately ill patients with incurable diseases
encouraged by slick sales pitches to book
therapies that are backed by little or no
scientific evidence and are at best experi-
mental. In many cases, they are charged
thousands of dollars.

On a tree-lined stretch of one of
Shanghai’s busiest roads lies the PLA 455
Hospital. In one high-profile case from
2010, Hong Chun, a 27-year-old diabetes
patient from a midsized city in Zhejiang
province fell ill the day after undergoing
stem cell treatment at the hospital. Hong,
who reportedly paid RMB 30,000 for the
transplant, was rushed to another hospital
and died a month later.

Authorities’ efforts to tackle the pro-
liferation of unsupervised stem cell treat-
ments by tightening policies date back
almost five years. In May 2009, the health
ministry classified all therapies as “cat-
egory 3” medical technologies, deemed as
“high risk” and “ethically problematic”,
with clinical trials needed to verify their
efficacy and safety.
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Then at the start of 2012, the govern-
ment announced a regulatory crackdown,
halting new applications for clinical trials
of stem cell products to improve the indus-
try’s development. But those rules went
unheeded, as hospitals and private clinics
continued to offer treatments.

Since May 2013, only top-tier hospi-
tals certified by the country’s State Food
and Drug Administration (SFDA) have
been allowed to apply to hold stem cell
treatment clinical trials—with such tests
free for patients involved. Experts say that
has helped improve the regulatory envi-
ronment, with policies now on par with
those of the West.

“The regulation’s pretty strong,” says
Reginald. “You can only undertake stem
cell therapies in the most sophisticated
hospitals, which are typically hospitals af-
filiated with universities. We’ve found the
regulatory environment in China to be as

stringent, if not more stringent, than what
we have in Europe.”

Other insiders disagree with that as-
sessment and have reservations about
the latest ministerial ruling that confines
clinical tests to elite institutions. Xu from
Boyalife argues the move has “conflicts of
interest”, spurring dubious firms to partner
with hospitals fitting the SFDA criteria.

“Each health center will have a few
clinical sponsorships, and those sponsors
are most likely to influence the outcome.
It creates a conflict of interest,” says Xu.

Future Perfect?

Formidable hurdles remain. According
to Fu, a major problem hindering the de-
velopment of new therapeutics is poor
coordination. “In many settings, the clinic
and the basic research laboratory are often
completely different,” he says.

“Basic and clinical scientists, as well
as scientists working in the biotechnol-
ogy and pharmaceutical industries need
increased awareness of the questions that
must be answered before a stem cell-based
product can be used clinically.”

On the corporate front for both foreign
and Chinese companies is the well-worn is-
sue of protecting intellectual property (IP)
in a field where treatments can take tens of
millions of dollars to research and develop.

“For stem cells, the IP protection tech-
nology is more complex than for conven-
tional drugs, as for those you can simply
draw a formulation or a structure and clear-
ly define how it’s protected,” says Xu.

If it were only a matter of money, then
China’s desire to become a future hub of
world-class stem cell science would be as-
sured. But all the billions of yuan pouring
into the research field will take years and
perhaps decades to translate into meaning-
ful applications, with setbacks and false
starts along the way. Patience will be key
for a field that promises so much but where
safety is paramount, and it’s a mantra that
Chinese scientists are preaching.

“There’s a lot of hype and expecta-
tion,” says Kee Kehkooi, Professor at Ts-
inghua University. “That’s the challenge,
whether we will be able to cope from all
the pressure.”
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Body of Business

Will investment sentiment

survive in China’s

beleaguered healthcare

sector?

By Suzanne Edwards

Hospital in Yangzhou, a third-tier city

in China’s coastal province of Jiangsu.
Patients that have been waiting dutifully
for reception to open since 7am file in to
pay for face-time with a reputable doctor.
Once registered, the patients embark on
a ping-pong like journey from cashier to
doctor’s office, back to cashier, to labora-
tory, back to doctor’s office, back to ca-
shier and finally to the pharmacy. Some
patients tenuously carry their own ‘speci-
men’ in shallow plastic trays, collected
in the centrally located restrooms which
are without soap for washing up after said
specimen collection. In the second doc-
tor’s consultation the patient’s peers anx-
iously queue near the door waiting for the

It’s a typical scene in Subei People’s

doctor’s comments, often listening in on
other consultations in the process. Con-
sultations last an average of five minutes
in China, compared to more than 20 min-
utes in the US.

There are many facets to public hospi-
tal care in China that could rankle devel-
oped-country sensibilities: sanitation is-
sues, lack of privacy, over-crowding and
whirlwind doctor decisions, plus a strong
likelihood to walk away with saddle bags
of unnecessary medicine. But this is the
system that Chinese people, regardless of
income level, overwhelmingly trust, more
than the private hospitals and clinics that
are sprouting up around the country.

“I don’t trust private clinics,” says
27-year-old Ye Gen, a translator based

in Shanghai. “In the past I've left [those
clinics] with a feeling of being sold to,
and not really cared for by the doctor,”
she says, adding that one clinic was still
sending her text message advertisements
long after the appointment.

But everyone from the government to
investment firms also agrees that China’s
public healthcare infrastructure is unable
to meet demands, especially from the in-
creasingly affluent middle class and rap-
idly aging population. China’s leadership
declared support for more private invest-
ment in the healthcare sector last Decem-
ber, and removed healthcare from the list
of restricted investment sectors.

“For the first time there’s a reference
to the healthcare sector as an industry,
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which is sort of an evolution in terms of
the thinking here, because historically
it’s been viewed as a social sector,” says
Murali Gangadharan, Head of Research
at PricewaterhouseCoopers in Shanghai
and co-author of a 2013 report on private
healthcare investment in China.

Some private healthcare service pro-
vider firms are responding to the official
green light and braving a healthcare ter-
rain textured with inhospitable regula-
tions, wary consumers, and doctors deeply
ensconced in the nation’s top class of pub-
lic hospitals. These firms all believe that in
the long term, the severe demand for more
healthcare options will turn into a healthy
business model.

Welcome to the Jungle
Healthcare companies, both foreign and
local, are still largely analyzing the mar-
ket, discovering the holes in the public
healthcare system and how to fill them.

China’s healthcare sector consists of
three kinds of providers—public hospi-
tals of varying sizes, domestically-owned
private hospitals and clinics, and foreign
hospitals and clinics, either through joint
ventures or full ownership.

For decades, China’s population has
funneled into the country’s large public
hospitals wherever available. The top of
the top are usually associated with re-
nowned universities, such as Peking Uni-
versity in Beijing or Fudan University in
Shanghai.

The system is in many ways inade-
quate in serving the public’s needs. Earlier
this year, there was wide media coverage
of a man dying of a brain hemorrhage af-
ter waiting 90 minutes for an ambulance
in Shanghai. In some second and third-tier
cities there is only one general hospital
serving more than half a million residents,
making it overstretched even when the
hospital is in top condition, which is rarely
the case.

One reason for the public’s reliance
on large public hospitals is their monop-
oly on the nation’s best doctors. Unlike in
other markets, Chinese doctors typically
only find career advancement through the
sponsorship of public hospitals. Prestige,
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political benefits and renown are career
aspirations that only public hospitals can
facilitate, and the larger the better.

“These doctors in the public system,
beyond compensation, there is a lot that
they get, they are essentially civil ser-
vants,” says Gangadharan. “In China, the
hospitals do have control over essentially
credentialing a physician...so you as a
physician can’t just go out and start your
own practice, the hospital is the entity that
grants the license to practice.”

Accordingly, what Gangadharan refers
to as “step-down” care facilities, or what
US patients would call their primary care
physician’s practice, is something private
investors should consider.

“I think that’s an area of opportunity
for private investors to come in and really
grow this outpatient setting,” he says.

The two main challenges to such ex-
pansion are one, enticing doctors to work

in private settings and two, the general
lack of trust among consumers in private
facilities.

“The more fundamental issue is that
patient-doctor trust at the most basic level
has been decimated,” says Clancey Hous-
ton, Executive Vice President of Chinaco
Healthcare (CHC), a China-based health-
care provider founded by the Frist family
of HCA Healthcare, operators of one of
the largest hospital and clinic chains in the
UsS.

The trust issue is largely traced back to
doctors’ pay. In 2011, newly certified doc-
tors made an average of RMB 2,000 per
month, according to the China Medical
Doctor’s Association, which also reported
that the majority of the surveyed doctors
were “dissatisfied” with pay and working
conditions. In light of several recent high-
profile cases of patients stabbing doctors,
it is very likely these attitudes persist.

Mistrust of doctors is not without a
basis in China. Many doctors have supple-
mented their low salaries with bribes from
patients and over-prescribing unneces-
sary medications and treatments to gener-
ate revenue, and possibly kickbacks from
pharmaceutical firms. Chinese authorities
last year accused British pharmaceutical
company GlaxoSmithKline of bribing
doctors in exchange for prescribing their
products. Meanwhile, hospitals typically
reward doctors with bonuses based on
volume of patients and usage of facilities.
So in the absence of a reasonable salary,
many doctors in China effectively become
corrupt drug pushers.

Seth Yu, Chief Administrative Officer
for CHC and son of two doctors, explains
that the attitude of patients exacerbates the
problem. “If they just hear ‘go home and
drink more water’, the patients aren’t feel-
ing comfortable, they expect more, it be-
comes a really bad cycle. They think ‘you
have to treat me seriously, do something
on me’,” explains Yu.

Pilot reform schemes are underway
in a number of public hospitals, such as
in a performance-based pay study taking
place in Ningxia Province, and the higher
consulting fees and corresponding doctor
salaries in Beijing’s Friendship Hospi-
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tal. A seemingly viable alternative is the
expansion of private facilities that pay
doctors higher salaries, such as in the US-
headquartered United Family Healthcare
hospitals in China, but the doctors’ men-
tality that exiting the public hospital sys-
tem means professional suicide limits the
potential of that expansion.

But even if physician recruitment were
easier, the rash of egregious profit-boost-
ing activities of some, largely local, private
facilities have left consumers largely op-
posed to non-public healthcare providers.
There have been reports of clinics falsify-
ing lab results in order to sell expensive
treatments to the patient, going so far as to
perform unnecessary heart surgery. These
reports have created a serious branding
problem for new private ventures.

From the perspective of foreign health-
care operators, China should be a golden
opportunity. They are interested in the
China market, and the government wants
them to bring in their technology and best
practices. But the challenges typify just
where official support is falling short of
real change.

Water, Water Everywhere...
The opportunities mainly involve the in-
creasingly affluent upper-middle class
above 40 years of age. They are spend-
ing more on healthcare (see “The Cost of
Health’) with a projected 12.9% increase
in individual healthcare spending by the
year 2020, reaching roughly RMB 2 tril-
lion, according to a 2013 report from
PricewaterhouseCoopers. Increased
healthcare expenditure should in theory
make for healthy business models.

“The climate for senior services in
China is very good,” says Michael Li, Ex-
ecutive Director of Cascade Healthcare,
which has two senior housing facilities in
Shanghai. “The ground is very fertile.” Li
refers to local government interest and an
all-but-complete absence of transitional
facilities for seniors. “China doesn’t have
a true sense of a nursing home or skilled
nursing facilities, there’s no senior living
industry at all.”

Foreign-owned hospitals or clinics can
play arole, and can do so more efficiently,

in what Murali refers to as “step-down
care”, care that can easily be administered
by a nurse or other similarly certified pro-
fessional in a more dressed-down setting
than a public hospital. This may include
post-surgery physical rehabilitation, clini-
cal monitoring of progressive conditions
like Alzheimer’s and dementia, or ortho-
pedic care. The ideal arrangement would
be the establishment of a referral system
between the local public hospital and vari-
ous categories of step-down care facilities.

“I’'m not competing with the hospitals,
I’'m helping them, they don’t quite get
that yet,” says Li, who says doctors are
routinely skeptical of referring their pa-
tients to the care of a facility like Cascade,
even while the option of returning home
may prove more detrimental to a patient’s
health.

Doctors at large tertiary public hospi-
tals are as unsupportive of private facilities
as their patients, and given that the profit
structure of public hospitals is partially
based on the volume of patient throughput,
the inherent competition between public
hospitals and step-down care facilities has
resulted in virtually zero referrals.

“Public hospitals are actually afforded
very little incentive to actually give a re-
ferral to an outpatient clinic,” says PwC’s
Gangadharan. “Sometimes the doctors are
set up in contracts that incentivize them
into not doing external referrals but do-
ing referrals within their hospital or within
their clinic chain.”

But there is hope. A marketing asso-
ciate for a prominent American orthope-
dic hospital in Shanghai, who prefers not
to be named, says that they invite public
hospital doctors to seminars his employer
hosts to discuss the latest advances in or-
thopedic care, and in turn the doctors re-
fer patients. Technology transfer is highly
sought-after in public hospitals in urban
centers. So while ‘seminars’ may seem
like a soft reward for patient referrals, they
do in fact fulfill certain requirements of the
hospitals.

The other option is to recruit doctors
from abroad and brand them as ‘the best
in the business’, the only issue here be-
ing providing them with compensation on

par with what they would earn at home.
In the case of the Shanghai-based Ameri-
can clinic, they operate a revolving door
of ‘visiting physicians’ whereby doctors
take turns serving short stints, and are also
stakeholders in the clinic.

The last serious impediment is pay-
ment. The national health insurance is the
primary factor determining where patients
seek their care. Public hospitals are gener-
ally permitted to reserve 10% of services
for premium health insurance, or private
plans that patients purchase to enjoy a VIP
experience at renowned hospitals.

“There needs to be incentive to get the
private insurance to become an alterna-
tive or a supplementary option to a whole
range of people,” says Gangadharan.“If
that happens you can have private sector
healthcare for profit operating, you can
[also] have non-profit sector with private
investment, but with investors being able
to get some return out of it.”

Gangadharan explains that even Chi-
nese consumers who opt to purchase pri-
vate health insurance are mainly looking
to be treated in public hospitals, instead
of exploring care from for-profit facilities.
“Public hospitals are struggling to figure
out how to expand their services to more
than 10% without upsetting the notion of
their being public hospitals,” he says.

Overall, the healthcare terrain is teem-
ing with demand for solutions to the over-
crowded public hospitals and their over-
worked doctors. But the lack of referrals,
the inability to pull doctors away from
public hospitals, a lack of alternative pay-
ment options and a crisis of confidence on
the part of the patients is making it diffi-
cult to crack the market’s potential.

Pioneer Providers
Many companies agree they are involved
in a necessary, albeit tedious, market de-
velopment process. Those already in the
market are the guinea pigs, stubbornly
gnawing their way through the brambles
so the system may become more hospi-
table to other companies in the future.
“It’s just a pity we have to be the ones
suffering through this,” says Li of Cas-
cade. “If you really look at the financials,
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China Insight

we’re fools to come in at this point.”

But Li says that at this point position-
ing is key, positioning a company to be
ready for the private healthcare expansion
that most view as inevitable.

There are various frameworks that for-
eign companies are using to take advan-
tage of healthcare growth in China. One
of the best-known ventures involves Chin-
dex, the China arm of US-based health
insurance company United Healthcare.
In addition to its high-end hospitals in
China’s main cities, the company can also
source management and equipment needs.

Using this model, Chindex has been
pretty successful. The Beijing-based com-
pany reported a 16.3% increase in revenue
from healthcare services (as opposed to
equipment) in 2013 from the same period
in 2012, bringing in $43.1 billion. And
yet, Chindex announced in February that a
consortium of private equity firm TPG and
Shanghai Fosun Pharmaceutical would ac-
quire Chindex and take it private.

Gangadharan says that as long as Chin-
dex targets primarily the high-end consum-
ers, their long-term growth is limited.

Another viable model is to pursue only
management contracts, given the lower
upfront capital investment requirements
and the central government’s preference
for building up existing public hospitals.

“You don’t need as much capital,
that’s an interesting way in which the pri-
vate sector can come in,” Gangadharan
says. “That is essentially a trusty model.”

Gangadharan cites Beijing-based
Phoenix Healthcare Group as an example,
which as of June 2013 operated 11 gen-
eral hospitals and 28 community clinics in
China, and has begun raising funds prior
to a planned IPO in October.

The most concerted investment comes
in the form of direct partnership with lo-
cal governments at the municipal and
county level, the chosen path of Chinaco
(CHC).

In 2008, the HCA Healthcare founding
family, that of Dr. Thomas Frist, started to
look to China for expansion and began
talks with the government of Cixi, a town
in China’s southeast Zhejiang Province.

The Cixi government wanted to over-
haul the city’s 2nd People’s Hospital.

The Cost of Health

Forecast for healthcare spending and funding in China by source
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CHC presented its proposal, and five years
later a new joint venture hospital is due to
open this June.

“It’s become an increasingly important
metric for provincial or even county level
government to take responsibility for mak-
ing sure their population is healthier,” says
CHC'’s Houston.

Good local government relationships
are paramount for joint-ventures in health-
care, but this direct partnership whereby
a non-Chinese company specializing in
for-profit healthcare facilities is partnering
directly with a government to “replace” a
public hospital, is quite novel.

But importing best practices isn’t
without its own complications. One is the
implementation of Joint Commission Ac-
creditation standards. The Joint Commis-
sion is a US-based agency that accredits
hospitals that meet the requirements nec-
essary to effectively administer health-
care. There is also an international version
of the accreditation known simply as Joint
Commission International (JCI).

“JCI has very strict requirements, for
the time being, it’s very difficult for local
staff to reach,” says CHC’sYu.

Building a community’s flagship hos-
pital won’t see pay-off for 10-15 years,
says Yu. But it has the unusual benefit of
an automatic supply of patients and doc-
tors that will transfer from the old 2nd
People’s Hospital to the new one. CHC is
also taking the unusual road of accepting
all kinds of insurance, from expensive pri-
vate policies to the national insurance plan.
The profit margin that hospitals can make
off of patients using the government-pro-
vided health insurance is extremely slim.
That’s why the more specialized private
clinics are refusing the national insurance
altogether.

“We wouldn’t accept the national in-
surance even if we could because we’d
make no money from those patients, we’re
not targeting 99% of the population,” says
the marketing director for the Shanghai-
based American clinic.

But Houston and Yu are confident that
down the line they can partially recover
expenses through supply chain optimiza-
tion and higher efficiency. Of course hav-
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ing a cash-rich local government on your
side is also handy. So if you haven’t hit
the mother-lode, as CHC has in its mu-
nicipal partnership in China’s under-ser-
viced lower-tier cities, then you’re back
to catering only to the affluent and their
parents.

Age Before Wisdom

By 2053, the number of China’s senior
citizens is expected to grow to 487 mil-
lion people, or 35% of the population,
compared to just over 12% now, accord-
ing to the China National Committee on
Aging.

Jim Moore is the founder of Moore Di-
versified Services Inc. (MDS), a US-based
consultancy in senior care, and handles
market research for China entry in the field
of senior housing and acute senior care fa-
cilities. He says that the adult children of
aging parents are waking up to the short-
comings of traditional parental care meth-
ods, and are now ready to spend to deal
with the problem.

“We’re finding the same trends that
we see in the US gradually evolving [in
China], in that the adult child is busy, is
employed, is fewer in number, and the
acuity level of the aging parent is such that
the housekeeper that they used to use and
trust is not always able to keep up with
the increasing needs of the seniors,” says
Moore.

As a result, families increasingly see
the benefits of what are called ‘nursing
homes’ in the US, this channel for private
investment, both from within and outside
of China, becomes increasingly attractive.
The initial start-up costs are less than for
hospitals since the equipment and person-
nel requirements are lower, and the pool of
patients can only grow.

According to Jim Biggs, the Manag-
ing Director of Honghui Senior Housing
Management Consulting, if you can’t raise
a facility within a five-mile radius of your
target patient pool, don’t bother. As a re-
sult, senior care developments are heav-
ily skewed towards urban centers, which
means more expensive land.

“Right now the land is so expensive,
the numbers don’t pencil out, that’s the

Elderly Expansion

Charting the growth in China’s citizens aged 65 and above
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paradox,” says Biggs. “Until the govern-
ment says, ‘hey we need to fix this, we
need to give what land we have, we need
to make [land] available for the seniors
in these locations where the seniors want
to live,” until that happens, we’re all kind
of just chasing ourselves.” Biggs explains
that there must be local government buy-
in for a senior housing business model to
really fly in China’s urban centers.

Ventures and Gains

Most researchers and industry insiders
agree that China’s healthcare privatiza-
tion is still in the experimental phase as far
as private investors are concerned. It’s a
guess and check system: build, publicize,
educate, wait and assess. But one thing
about healthcare investors in China is that
they seem to be aware that they’re not go-
ing to get an instant return.

The strategy is for companies to estab-
lish themselves as early birds in the game,
giving them a chance to play a significant
role in what many believe to be China’s
coming healthcare revolution. It’s all
about establishing position.

Chindex is doing well in their target-
ing of high-end customers, but still fall
short of the “Holy Grail” of the middle or
upper-middle income market, says PwC’s
Gangadharan.

CHC is blazing a trail through official-
dom by meeting the government where
their needs are, which they can leverage to
re-create the successful chain of their US
counterpart. And the smaller ventures that
cater to the wealthy Chinese and expatri-
ates will persist, but the real impact will be
in vertical integration with already estab-
lished public healthcare systems.

“Either we wait for the ecosystem to
be mature and favorable to us, or we have
to create our own minor ecosystem, but
creating your own ecosystem is easier said
than done,” says Li, who readily acknowl-
edges that now is the time to push against
the bureaucratic limitations of the regula-
tors so that investment can flow more free-
ly in the future. “Until folks like us [are]
coming in, running into these problems,
raising those issues and pressing the gov-
ernment to change, why would they
change?” L
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Business Barometer

Commercial

Anxiety

A second month’s decline in overall business outlook
reveals some nerves surrounding future risk

reads 60.5, registering a small drop on last month’s index

of 61.9 (see CKGSB Business Conditions Index). With
50 being the threshold between a positive and negative economic
outlook, this reading shows that our sample of comparatively suc-
cessful business leaders are relatively optimistic about business
conditions. While the overall economy appears stable, two con-
secutive months of decline in economic activities shows that we
may be facing heightened risk ahead. GDP growth is likely lower
than previous years as the country embarks on more structural
changes in the coming years. Reforms in the financial sector may

The CKGSB Business Conditions Index for February 2014

continue to complicate the implementation of monetary policy.
Access to financing is expected to be tighter this year.

The CKGSB BCI questionnaire asks respondents to indicate
whether their firm is more, the same, or less, competitive than
the industry average. From this we derive a sample competitive-
ness index (see Industry Competitiveness Index). Consequently,
as our sample firms are in a relatively strong position in their
respective industries, the CKGSB BCI indices are higher than
government and industry PMI indices. Thus users of the CKGSB
BCI index may focus on changes over time to forecast trends in
China’s economy.
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...and in need of a boost
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Corporate Sales

The corporate sales index registered
84.9, higher than last month by 5.3
points. The corporate profit index reg-
istered 71.7 (see Corporate Sales and
Corporate Profits), 1.1 points lower than
last month but higher than the confi-
dence threshold of 50. In February, labor
costs and overall costs rose to 91.9 and
84.5 respectively (see Labor Costs and
Overall Costs). These two costs indices
show that the majority of sample firms
expect costs will rise compared with last
year. The consumer prices index rose 5.6
points to 58.8 (see Producer Prices and
Consumer Prices), showing a forthcom-
ing rise prices. Producer prices, affect-
ing mainly manufacturers, dropped 2.6
points to 46.3, showing a relaxation of
exposure on last month.

Corporate Profits
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Viewpoint

alk of a hard landing in China is

I typically overstated, but also im-

plies short-term thinking. Even if

we allow for the possibility of a hard land-

ing, a longer term perspective on China’s

economy gives China the time to bounce
back from short-term fluctuations.

Here are 15 reasons why I believe we
should be optimistic about China’s eco-
nomic future.

1. China’s urbanization rate was under 52%
by the end of 2012. Compared to the US
or Brazil, which both have an urbanization
rate of close to 85%, China’s market has far
more growth potential than many other ma-
jor economies.

2. China’s service industry accounted for
46% of the country’s GDP in 2012, com-
pared to 80% for the US over the corre-
sponding period. Again, that gives China a
lot of room to grow as its markets mature.
3. The prevailing view seems to be that the
dividend China can generate from reform
has ended, but I beg to differ. An increas-
ing amount of deregulation in industries,
including financial services, media, sports,
healthcare and telecom, can pay dividends
for years to come. The US spends around
18% of its GDP on healthcare; in China,
that number is less than 6%.

4. China is already the world’s second-larg-
est economy and if it continues to grow at
7% annually, it will also continue to be the
most important driver for global economic
growth for many years to come. China’s
role as the world’s workshop is secure and
it is here where the greatest opportunities
for global growth exist.

5. Contrary to popular belief, China is very
open economically and has embraced glo-
balization. For the past two decades, it has
been the second-largest market for FDI—a
key indicator of economic openness. China

Reasons to be Optimistic

China’s economy’s in for the long haul. Here’s why

By Xiang Bing

is often characterized as employing export-
led growth, but 2012 was the first year in
a decade that foreign-invested enterprises
contributed less than 50% of China’s to-
tal exports. China’s economy is not domi-
nated by any specific management model,
and every major variant of these models
has played a significant role in China’s
economic progress. This will give China
a strategic advantage as the challenges of
globalization continue.

6. The entrepreneurial drive of Chinese
business people is one of the most impor-
tant factors in China’s economic success.
This drive, typified by e-commerce and
mobile internet companies, will continue to
keep China at the forefront.

7. The Chinese people have an incredible
curiosity and ability to learn. Whether it
is soaking up information from others, or
innovating and localizing, I believe China
is unique in this regard and has an open-
mindedness about new ideas that does not
exist in other countries.

8. There are more students studying abroad
from China than from any other country.
These students will return with new skills,
along with a more global mindset. In ad-
dition, greater affluence has led to a new
wave of emigration, which has resulted in
more Chinese attending the world’s top
schools.

9. China has more experience than many
other countries with a variety of political
and economic systems, including commu-
nism, socialism, capitalism, planned econ-
omy and market economy. This will serve
China well when faced with uncertainty, as
governments are forced to reevaluate and
make hard choices.

10. China’s political system has some dis-
tinct advantages: the ruling by elite attracts
the best and its extensive executive empha-

sis, under which candidates must rise up
rank by rank, gives China’s leaders essen-
tial experience at all levels, meaning that
they are better informed and more able to
represent the people.

11. Sovereign debt in China accounts for
roughly 15% of GDP—far lower than in
many western countries—providing more
stability for China. In addition, China has
the largest foreign exchange reserves in the
world.

12. Mao Zedong has long since departed,
but his influence continues to be felt to this
day. In particular, the standardization of the
Mandarin language stems from his legacy,
as does the liberation of women, meaning
that women in Chinese are far more literate,
educated and integrated into society than in
many other Asian nations.

13. The size of China’s population, another
of Mao’s legacies, will always be an impor-
tant factor for Chinese competitiveness. In-
dia may surpass China in terms of numbers,
but literacy rates—especially for women—
do not compare.

14. China is not ‘rising’ so much as it is
returning to its historical position in the
world order. In the 1820s, about 30% of the
world’s GDP came from China—equal to
the sum of Canada, the US and Europe. Af-
ter dipping below 2% in 1978, it now stands
at around 12%, so there is a long way to go
to return to its earlier prominence.

15. Finally, every dynasty in history that
was open has fared very well. If China
continues to open—and the government is
committed to further reforms—that sug-
gests more good things for China!
Xiang Bing is the Founding Dean and a
Professor of China Business and Global-
ization at Cheung Kong Graduate School
of Business.

54 / CKGSB Magazine 2014



Conversations

“There are certain bottlenecks
that will have to be addressed
for the market to realize its
full potential”

Patrick Horgan

Regional Director
Rolls-Royce, North-East Asia

“The better something makes us
look, the more likely we are to
share with others”

Jonah Berger

Associate Professor of Marketing
University of Pennsylvania’s
Wharton School of Business

“We are working on scouting
the next Chinese pilot, and we -
really would like to be the first
one to he really involved”

-

Edwin Fenech

President and CEO
Ferrari Greater China



C-Suite

Riding on

China’s
Growth

Patrick Horgan, Regional Director,
North-East Asia, on how Rolls-Royce

diversified in China

By Neelima Mahajan and Major Tian

nknown to many, China’s engage-
Ument with Rolls-Royce, the iconic
British multinational company, goes
back nearly a century. In 1919 the first air-
mail service between Beijing and Tianjin
was powered by Rolls-Royce engines on
a Handley Page aircraft. In 1963, Rolls-
Royce sold Dart engines to the Chinese
civil aviation authorities, marking the be-
ginning of a deep relationship with the re-
gion. In the early days, along with the sale
of aircraft with Rolls-Royce’s engines,
pilots and technicians from China went
to the company headquarters in Derby for
training and familiarization. Today, Rolls-
Royce’s engagement with China spans not
just aviation, but marine, energy and the
civil nuclear industries as well. Greater
China is now Rolls-Royce’s third-largest
market globally.
Patrick Horgan, Regional Director of
North-East Asia for Rolls-Royce, over-

sees the company’s Greater China busi-
ness from Beijing. In this interview, Hor-
gan, an old China hand himself [he has
worked with various companies in China
and Hong Kong since 1989], talks about
Rolls-Royce’s portfolio of businesses in
China and the way ahead:

Q. Aerospace was the first big industry for
Rolls-Royce in China. How did you start
off with the others in China?

A: It’s rooted in demand. China’s ship-
building industry has really begun to
gather pace in the last 20 years. As that
happened, we began to develop some
manufacturing capacity here: we have a
wholly-owned manufacturing facility in
Shanghai. We also began to supply to
Chinese shipyards. In the first instance,
this was typically in response to overseas
ship owners. Typically Nordic ship own-
ers were interested in providing to the

offshore industry, and other existing ma-
rine customers placing orders for marine
equipment, for ships using aero/ship de-
sign, or using various elements of Rolls-
Royce equipment. Then the contract for
that was passed to Chinese shipyards as
they developed additional capability and
began to produce more sophisticated ves-
sels. It was a natural part of the evolu-
tion process, and the existing relation-
ships that we had overseas then translated
into activity within China. As domestic
shipyards become more sophisticated,
Chinese ship owners become more so-
phisticated in their demands. We are also
now selling to the Chinese ship owners
themselves.

Similarly the key activity in our en-
ergy business here is providing mission-
critical equipment on the West-East pipe-
line. So there you have a national project
of great significance, bringing natural gas
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from north-west China and central Asia to
the more populated eastern seaboard and
coastal regions of China. That’s some-
thing that the government and Petrol
China cannot afford to fail in. When you
build that kind of infrastructure, you want
to have equipment that you can rely upon.
So we have benefited from the mission-
critical nature of the infrastructure which
drives demand for the kind of product that
we can offer.

Q. How much of Rolls-Royce’s global
portfolio is reflected in China?

A: The area of exception is our defense
business [because of] the EU arms em-
bargo. Every other part of our business is
represented. Civil aviation is a major mar-
ket for us. [In] energy we provide oil and
gas applications in China, the West-East
Pipeline Project. We don’t do a great deal
in terms of power generation, although we
do have some presence there too.

In marine, we are well presented both
for the offshore sector and also for more
general merchant vessels. And in the civil
nuclear sector, we have Rolls-Royce in-
strumentation and control equipment on
an excess of 30 nuclear reactors either
already operating or due to be commis-
sioned in China. Over the next 10-20
years, China’s nuclear generation capac-
ity is expected to increase five or six-fold.
There will be technology transition during
that period, and we hope we can still be a
part of the solution.

The largest single business for us in
Greater China is civil aviation. The growth
in that sector has been huge as domestic
travel has blossomed within China, and
increasing as more international markets
become available for mass Chinese travel.
The growth from the 1990s till now has
been exceptional. [In] the period from now
through to 2031-32, we’re talking about
5,000 additional civil aircrafts entering
this market and China going from being
the world’s second-largest aviation mar-
ket to probably becoming the largest in
a comparable time frame. This particular
area of business for us, and for everybody
else involved in China, has been growing
rapidly.

Q. What is your assessment of China’s
aviation industry and its evolution?

A: The word that first comes to mind when
you have this conversation is ‘growth’ and
the challenge of meeting that growth, be-
cause there has been a great deal of latent
demand for air transport in China and con-
necting China with the rest of the world.
The infrastructure, people’s support sys-
tems, and the regulatory environment have
been running to catch up, or in some cases,
there are bottlenecks and impediments of
the growth. So everyone thinks about it,
the sheer nature of demand here, the chal-
lenge that that imposes on the aviation
regulator and the airlines, simply in terms
of finding sufficient people that are trained
and qualified to perform [their] roles. We
collaborate closely with the Civil Avia-
tion Administration of China, and help to
provide training to equip the next genera-
tion of managers in China’s civil aviation.
In 18 years we have trained over 1,000
technicians and over 800 management
personnel, equipping them with essential
skills to help manage this growth period.
Clearly, there are other elements that are
also constraining factors: for all that China
is extremely good at infrastructure and
building airports at a tremendous rate,
there are [still] infrastructure and air traf-
fic control limitations. When you put all of
those things together, you can see a situ-
ation where the demand is there and the
growth is still there, but there are certain
bottlenecks that will have to be addressed
for the market to realize its full potential.

Q. The Chinese aviation market is domi-
nated by mostly state-owned carriers.
Now that that the ban on private airlines
has been lifted, how will it change the dy-
namics of this market?

A: Airlines in China have changed over
the years. There was a period of liberal-
ization still under state-ownership where
you had multiple carriers across China,
then a period of consolidation where they
were grouped into the three larger play-
ers [Air China, China Eastern and China
Southern] operating from the key hubs in
Beijing, Shanghai and Guangzhou respec-
tively. Clearly there was a commitment

for those state-owned carriers to become
world-class international players. They
are already players at scale and they are
continuing the development process. I'm
sure that the ambition is that they should
continue to be successful. There is also
some liberalization on the margins. We
have seen some fresh arrivals in terms of
private carriers and an increased level of
discussion around the potential for low-
cost carriers. The market doesn’t stand
still and we can expect that there will be
further change and over time one would
expect further liberalization.

At the moment, our core area of focus
tends to be in the wide-body aircraft that
are servicing the larger domestic region or
international routes. And as yet, the pri-
vate carriers, with the exception of Hainan
Airlines which is a special case, are tend-
ing to operate single-aisle aircraft. At the
moment, compared to the Big Three, plus
Hainan, so Big Four, these other players
are still relatively small and focused on
shorter routes and not yet perhaps our core
customer base. But without doubt, there
will be further change, liberalization and
one would expect an increase in the num-
ber of players across China and some new
business models emerging as that occurs.

Q. How do you respond to competition
from the local industry? In energy, for ex-
ample, China is now promoting the local-
ization of equipment, such as compressors
in natural gas pipeline construction.

A:Thave a few things to say on that. First-
ly, we have done well in the competitions
that we have been involved in. In some
cases, there have been awards of equip-
ment to local players, perhaps on a trial
basis, to encourage the localization pro-
cess, but those have not been competed.
When there is a competition, we do well.
The mission-critical nature of the infra-
structure means that you need to look at
the reliability, capability and the lifetime
operating costs of the equipment. When
it’s analyzed in that way, we are quite
confident that we do well, especially when
you also consider the after-sales servicing
dimension of what we can provide there.
I don’t think that we run away from com-
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petition. In some cases, we don’t get the
chance to compete.

We ourselves are localized to a certain
extent. We have a global supply chain so
that there will be elements of equipment
that will be sourced here. And then there
are some specific elements of the energy
contracts that we fulfilled here that use lo-
cal partners and suppliers to ensure a de-
gree of local content.

The third thing to mention is that we
have also licensed Petrol China to have an
after-sales maintenance repair and over-
haul facility here in China. So once again,
there has been localization of our equip-
ment in terms of the end-to-end servicing
of that equipment.

Q. How important is China to the com-
pany globally?

A: If you look at Greater China, it’s al-
ready generating an excess of £1 billion
revenue for us. That equates to 9% [of
our total revenues]. It’s our third-largest
market globally after the US and the UK,
and clearly with great prospect for further
growth. China is a priority market for us.
That indicates the level of commitment
and level of interest of the highest levels
within the company.

Q. Is China a significant manufacturing
base for you at this point? Do you have
any plans to grow it?

A: China is a very significant part of our
global supply chain. We have about $200
million [worth] of purchasing annually in
China and I would expect that to increase
dramatically within the next few years. In
particular, we expect that our aerospace,
purchasing activities will double within
the next five years.

Q. What about research and development
on the ground in China? Do you plan to
set up a research center of your own?

A: We have a research collaboration ini-
tiative with the Institute of Metal Research
in Shenyang, which is part of the Chinese
Academy of Sciences. That has been run-
ning for several years now. We expect we
will continue to have research collabora-
tion initiatives in China in the years ahead.

We don’t actually have a research
center of our own. We operate research
through something called university tech-
nology centers (UTCs). We have 28 of
those globally. Originally they were only
in the UK and then progressively we’ve
opened up UTC relationships elsewhere in
the world. If possible, we may have one
here in the future.

Q. At Rolls-Royce, you often have to en-
gage with the government and joint ven-
ture partners who are local players. What
are some of the lessons that you can share
about your experience so far in managing
these relationships?

A: People often say that doing business in
China is difficult and it’s all about relation-
ships. I'm not sure if I know anywhere in
the world where business is not about rela-
tionships at one level or another. In China,
because of the cultural background, and
also because of where China is in terms of
its development, they need to foster those
relationships. Over time, it’s very impor-
tant. The need for one’s business activities
here to be very clearly in the mutual in-
terest of both parties is very important. So
sometimes, you do have to ensure that this
is the context in which you are approach-
ing your business and the framework [in]
which you are approaching it.

In our case, that is a natural thing to do.
Our business is intrinsically a very long-
term business, a business where you can’t
simply expect to sell the equipment and
then walk away. Our business globally is
already divided very evenly between ser-
vices and original equipment sales. So,
typically, when we make a sale of original
equipment, it merely marks a beginning
of a very long-term intimate relationship
with our customers. Further, there is a mu-
tual dependency where we have to commit
ourselves to very high standards of service
to those customers. So, very naturally, you
develop this kind of long-term relationship
and customer intimacy.

Q. Recently Rolls-Royce has been in the
news due to bribery allegations. How do
you handle something as sensitive as that,
especially in a market like this?

A: There is not a great deal I can say about
that beyond what has already been said in
the media. Specifically the statement that
we have released to the media, which is
there is an investigation going on and some
other concern in China, Indonesia, and
some other markets. Beyond that, there’s
really nothing I can say on that issue other
than to emphasize the point that our CEO
made which is this kind of conduct is in no
way tolerable in our organization. There
are many steps that we have taken to en-
sure that these things don’t happen.

Q. What’s next for Rolls-Royce in China?
A: We have to be constantly on the move
to keep pace with the change that’s going
on here. Our global strategy summarizes
[what] we are about. It breaks down to
three key elements: customer, innovation
and profitable growth.

China is home to many very impor-
tant customers for us. We have to focus
on their needs and make sure what we are
providing for them matches, anticipates,
and responds effectively to those needs.
That will help us to continue to shape what
we need to do here.

The next element is innovation. There
are things that we need to do to recognize
a changing profile of demand here and in-
troduce our innovations to our customers
who may not have previous experience of
them. We see some of that happening: we
have our first ‘environship’ under con-
struction in China, a ship that combines a
number of different Rolls-Royce elements,
a unique wave-piercing bow, Rolls-Royce
gas-powered engines and a very sophisti-
cated propulsion systems. Taking all of
these elements together, we can reduce
CO2 emissions by 40%, comparable to a
diesel-powered vessel of a similar time.
So, I think that we can see that there are so
many things across our portfolio that we
can bring to China, adjusting to anticipate
customer needs and to introduce fresh in-
novation that will naturally be positive for
us and contribute to profitable growth.
00 0000 0000000000000 OC0OCKFOCKOGOGIIGINIIDS
(To watch the video, please log on to
CKGSB Knowledge at www.knowledge.
ckgsb.edu.cn)
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Jonah Berger, author of Contagious, on the science of going viral and
how companies can use it
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eoul is hardly the nerve center for all
Sthings cool. Yet when South Korean

singer Psy released his sixth album
in July 2012, one song — Gangnam Style—
rocked music charts, made Psy a superstar
and firmly pinned Seoul’s hip Gangnam
neighborhood on the world map. Within a
month of release, the music video, which
had Psy doing an amusing ‘horse dance’,
was number one on Youtube’s most
viewed list and a couple of days later it
topped the iTunes music video charts. By
the end of the year, the song had topped
music charts in 30 countries. US president
Barack Obama tried to imitate Psy’s funny
dance on a TV show, and UN Secretary
General Ban Ki Moon called the song a
force for “world peace”.

Now was Gangnam Style such an out-
standing song? Maybe. Maybe not. So
why did it become an overnight sensation?

Go back a couple of years and you’ll
find similar instances —remember Los del
Rio’s Macarena and Khaled’s Didi in the
1990s? And there is Susan Boyle’s more
recent I Dreamed a Dream.

Why did these songs go viral?

Most of us would attribute this to luck,
chance or just random events. But Jonah
Berger, Associate Professor of Marketing
at University of Pennsylvania’s Wharton
School of Business, firmly believes that
there is a science behind why things go
viral.

Still in his early thirties, Berger spent
the last 10 years studying why things catch
on. His research spans an array of areas:
ranging from content on the internet, to
brands, products and ideas, among other
things. The result is a book titled Conta-
gious: Why Things Catch On, a New York
Times bestseller.

Malcolm Gladwell is Half Right
Back in the day when Berger was study-
ing at Stanford, his grandmother gave him
Malcolm Gladwell’s bestselling book The
Tipping Point, a book that sought to ex-
plain why ideas, trends and behaviors go
viral. Gladwell’s thesis is simple: the ‘tip-
ping point’ is a moment when “an idea,
trend, or social behavior crosses a thresh-
old, tips, and spreads like wildfire”. He

The size of a
forest fire doesn't
depend on the
size of the initial
spark, It depends
on an entire
forest being
ready to cateh
blaze. The same
S true with social
influence
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likens it to an epidemic, albeit a “social
epidemic”, propagated in large part by
people he classifies as connectors, mavens
and salesmen. These people help spread
the idea. Gladwell’s book had a profound
influence on Berger and to a great extent,
inspired his research.

Ask Berger about it today and he says
that 50% of The Tipping Point is wrong—
and it is his job to tell you which half.
“The Tipping Point is very much based
around the idea that certain special people,
whether mavens, connectors, or salesmen,
are more likely to make things catch on.
“There is just no evidence to support that,”
he says. “What our research shows is much
more focused on the message rather than
the messenger. I understand why all sorts
of people, whether they have 10 friends or

10,000s, share things and how that drives
things to catch on.”

What Berger is talking about is not
about the “special people” —Gladwell’s
mavens, connectors and salesmen—but
the average Joes and Janes. If the message
is convincing enough, it will appeal to
them as well and encourage them to share.
“The size of a forest fire doesn’t depend
on the size of the initial spark, it depends
on an entire forest being ready to catch
blaze. The same is true with social influ-
ence,” explains Berger. Some people may
have more friends or followers than oth-
ers, but this doesn’t necessarily translate
into greater influence. “By understanding
why people share, you can get all sorts
of people passing along your message:
[again] whether they have 10 friends or
10,000.”

The Science of Viral

Cat memes, Jean-Claude Van Damme’s
‘epic split’ video between two Volvo
trucks, Honey Boo Boo clips, specs for
the iPhone 6, the twin toilets at the Sochi
Olympic stadium. Why do we share what
we share? What is the psychology at work
here?

The psychology of sharing is complex
but Berger has boiled it down to six simple
principles. He calls it his ‘STEPPS Mod-
el’: Social Currency, Triggers, Emotion,
Public, Practical Value and Stories (See
STEPPS). The idea is that if you address
these principles, you’ll be able to gener-
ate buzz and spread your message and idea
quickly.

At the end of the days, it all boils down
to common sense. Berger’s first principle,
Social Currency, for instance, appeals to
a very basic need of human beings: the
need to look good. “The better something
makes us look, the more likely we are to
share with others,” he says. “Just like the
car we drive and the clothes we wear, what
we say affects how other people see us.”

Take the hundreds of people who
waited for the new iPhone to be released.
“What did they do when they finally got
the phone? They took a picture and shared
it with all their friends. And if you think
about why, the reason is because it makes
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Jonah Berger’s Six Stepps To Virality

Social Currency

Triggers

Emotion Public

People talk about Top of mind, tip of
things that make tongue. What we
them seem smart talk is what we

and cool. think.

Source: www.jonahberger.com
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or story people
want to tell, which
carries your idea
along for the ride.

them look good. Being one of the first peo-
ple to get something that not everyone else
has makes you look high status and in-the-
know.” Similarly, if we find a funny piece
of content, we share it because it makes us
look funny —and it makes us look good at
finding interesting things on the web.

The second driver—Triggers—means
that if something’s top of mind, the more
it’s on the tip of a tongue. “If we are think-
ing of something more, it makes us more
likely to share it,” says Berger. When Her-
shey’s was trying to rejuvenate Kit Kat,
a brand on a downward spiral in 2007, it
launched a campaign which positioned the
chocolate wafers next to a cup of coffee
with the tagline: “A break’s best friend”.
Most Americans drink coffee a number of
times in one day, and positioning Kit Kat
next to coffee created a trigger that would
remind people about the brand every time
they had coffee. The strategy worked ap-
parently: sales went up by around 8% by
the end of 2007, and up by a third at the
end of 2008.

The next one is Emotion: if some-
thing activates “high arousal” emotions,
we are more likely to share it. “Usually
we think about emotion in terms of posi-
tive and negative: you might think that
people share positive emotions, because
they make other people feel good, and
avoid sharing negative emotions because
they make others feel bad. But its more
complex than that,” says Berger. Emo-
tions differ in how much arousal or activa-
tion they induce. Take anger and sadness.
“Neither feels good, but anger is much
more action-oriented. People who are an-
gry want to throw something, yell at some-
one, or change something. These high
arousal emotions drive people to share,”
he adds. “When people feel angry or anx-
ious or when they feel excited, inspired, or
laugh, they’re more likely to share. It’s not
enough to make people feel good. If you
want them to share they need to be excited
or inspired.”

The next driver is Public. “Even be-
yond what people are sharing, it’s hard for

people to see what they are doing. It’s hard
for them to imitate. We often ask others
to decide how we behave,” says Berger.
“We’ve all heard that phrase ‘monkey
see monkey do’. But if we can’t see what
each other is doing, it’s really hard to imi-
tate.” He cites the example of portable CD
players and the Walkman that were very
popular years ago. Then several other
new music players came out. They all had
black headphones. “But then Apple came
out with white headphones [for the iPod],”
says Berger. The white headphones and
cords stood out among the melee of black
headphones. “Suddenly you could see how
many other people were using the same
device. It helped it to be adopted. It’s easy
for people to see what each other is do-
ing and it’s much more likely that they can
imitate them, because they can see what’s
going on.”

The next driver—Practical Value—is
simple. When something is useful, people
share it. And the final driver— Stories—
people share stories. If you can tie a nar-
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rative around your message, the likelihood
of it being shared is higher.

A Million Facebook Fans
Companies are increasingly relying on
social media to create a buzz around their
brand. Meanwhile consider this: accord-
ing to research by Statista, as of Septem-
ber 2013, retail giant Wal-Mart had 31.1
million Facebook fans in the US (just for
perspective, Canada’s population stands at
around 35 million). Target came second
with 21.1 million and Amazon had 19.1
million. Subway, Starbucks and Oreo also
figured on the top 10 list. If you look at
Twitter, you’ll find similar mind-numbing
figures.

So this is good news for companies,
right? Not necessarily.

Companies have embraced social me-
dia with great gusto—they have estab-
lished social media departments, created
official Twitter and Facebook pages, and
official blogs, gained followers and likes,
run social media campaigns, all in the
hope that this effort will translate into bet-
ter sales. It may. But what they don’t real-
ize is that they are targeting a small mi-
crocosm of potential customers. “Only 7%
of word of mouth is online,” says Berger.
“Most is offline or face-to-face.”

So while social media helps create
word of mouth, it is only one channel.
“Rather than focusing on the technology,
it’s more important to think about the psy-
chology—why people share in the first
place and why people share some things
more than others. That will help compa-
nies design more effective word of mouth
marketing campaigns.”

Companies need to also focus on the
offline. And how can they do that? “The
same rules apply,” says Berger. The basic
drivers of why we share remain the same
and companies need to understand them
first. Companies can design products and
retail displays so that people will talk, they
can make their service so noteworthy that
people have to pass it on.

Do things go contagious offline the
same way that they go online? “Things
go contagious offline all the time. Think
about the last rumor that went around

The goal is to
furn customers
into advocates.
You need
each person
that interacts
with the brand
to tell just one
more person
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your office or the last news story that ev-
eryone was talking about around the water
cooler. People have been sharing all sorts
of news and information offline for thou-
sands of years,” says Berger who calls
face-to-face conversation the “original”
social media.

“The goal is to turn customers into ad-
vocates. You don’t need a viral video, you
need each person that interacts with the
brand to tell just one more person,” says
Berger, who has helped companies like
Google, Microsoft, Coca-Cola and Dis-
ney apply the model. “We’ve seen some
amazing returns. Everything from 400%
increases in Facebook mentions to launch-
ing global brands.”

The writing is on the wall: companies
need to reduce their dependence on tradi-
tional advertising. “Word of mouth is 10
times as effective as traditional advertising
and it’s cheaper and more likely to gener-
ate sales,” says Berger.
R RRRIomom
(For other interviews in this series, please
visit http://knowledge.ckgsb.edu.cn/tag/
the-thinker-interview)
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Turbo Brand

In the face of luxury push-back
from China’s government and
hyper competition for luxury car
consumers, how is Ferrari tuning
its China message?

By Suzanne Edwards

013 was not luxury’s finest year in
2China. The government shamed

any and all ostentatious displays of
wealth and decadence, and Chinese con-
sumers are now backing off the luxury
buying frenzy that shaped the decade
following the country’s ascension to the
World Trade Organization, proving to be
increasingly selective as time passes.

So how does an iconic luxury car
brand navigate such a climate?

Named the world’s most powerful
brand in the 2014 Brand Finance Global
500 report on brand valuation, Ferrari
brings Chinese consumers into “the fam-
ily”, favoring scarcity and exclusivity over
chasing easily available sales, deliberately
dropping the number of cars delivered
to their global network by 5.4% to 6,922
cars in 2013. The tactic has paid off hand-
somely. Revenues rose by 5%, reaching
€2.3 billion ($3.2 billion) in 2013 and net
profits rose 5.4%, exceeding €246 million
($341 million).

Overseeing Ferrari’s current China od-
yssey is Edwin Fenech, Ferrari’s Greater
China President and CEO since 2010.
Within three years, the French-Italian
Fenech tripled Ferrari’s dealer network in
China, introduced the Ferrari Pirelli Cup
Challenge to Asia—running races in Zhu-
hai and Shanghai—and launched a drag-
on-striped limited edition vehicle just for
the China market.

Fenech shares with CKGSB Magazine
the thinking behind Ferrari’s branding
strategy in China, the logistical challenges
of delivering autos from factories in Italy to
buyers in the world’s second-largest econo-
my, the major international brand’s surviv-
al guide to negative press, and how they go
about establishing and strengthening racing
culture in a country that has traditionally
shrugged at international events like For-
mula One. Along the way, he recounts take
aways from his time overseeing the Euro-
pean, Middle Eastern and African (EMEA)
region and dismisses the notion that China

is anything less than the most important
growth market for luxury cars.

Q. In January 2011, Ferrari CEO Amedeo
Felisa said: “For Ferrari, China repre-
sents the present and the future.” And then
this year Marco Mattiacci, the Ferrari
North America CEO, said that “Mexico
is the new China.” How has Ferrari’s
China game plan evolved since 2011?
How would you describe the importance
of China currently to Ferrari?

A: China now is the second-biggest econ-
omy in the world. China is the number
one market for automotive in the world.
And I think now we are just scratching the
surface, especially when we are talking
luxury.

In terms of the market, I think we dou-
bled [our] market’s [size] in the last three
to four years. This is something you’re not
seeing anywhere else in the world. This is
the market that has all the potential to re-
ally grow.
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What we’re going to see in automo-
tive, especially in luxury automotive, is
there are a lot of Chinese travelling abroad,
also moving abroad. We are monitoring a
clear trend that Chinese are buying Fer-
raris abroad.

But this does not mean we will stop
investing here in the country. This is the
opposite [of] everything the other luxury
manufacturers are doing. We are in the
country where we absolutely need to dis-
close our DNA, our brand values, to edu-
cate people [on] the market, who we are,
and why we are so peculiar.

Q. Ferrari Chairman Luca di Monteze-
molo said this year: “A Ferrari is not a
luxury product. To buy Ferrari is to obtain
a piece of art, a piece of technology.” In
light of the official reprimand of opulence
in China, how is Ferrari integrating that
into its China identity and strategy?

A: Really the anti-corruption didn’t have
any effect on us. In fact, since they bring
this anti-corruption [crack down], we’ve
grown. I can easily state it. I think no peo-
ple under the government will ever try to
be seen with a Ferrari, it’s just too visible.
For the rest, we have to acknowledge one
thing, it’s the young people who are buy-
ing. Here it’s a chauffeur-driven market.
People who are a certain age and wealthy
they will go for [a] chauffeur, like [with]
a sedan. You just have to look at the re-
sults of Rolls-Royce [Motor Cars] here in
China. They are amazing. They are selling
more than us. But when you come to the
sports segments, it’s dedicated to a smaller
number of people which are generally the
young guys. The average age of our cus-
tomers is the lowest in the world, by far.
But this is normal because in the mature
countries, you’ve had the time to establish
your brand, and also to be part of history.
People now who are 60 years old [in ma-
ture markets], they’ve known Ferrari since
they were born, they grew up in this cul-
ture of racing.

Here, the first car we sold was rough-
ly 20 years ago, but the real implication
of Ferrari in the country [came] more or
less 10 years ago. In these 10 years, every
single competitor came at the same time.

We absolutely
need to

disclose our
DNA, our brand
values, to
educate people
lon] the market,
who we are, and
why we are so
peculiar
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It has created a little bit of, I wouldn’t say
confusion, but imagine a customer that
10 years ago never approached the sports
segments, now all of the sudden, he has a
huge shopping list with everybody trying
to pull him aside, saying, ‘I’ll give you
the best,”. This is one of the reasons we
are doing a lot of branding. This branding
serves in two ways: one, to educate the
customers, but the other side is to create
loyalty. What we are seeing is that now,
these young guys [have] evolved, they are
evolving very fast. What’s interesting is
that the more they age, the more they [are]
loyal to the brand. From this point here
we can be very proud. We are a company
that’s also very able to make people loyal.

Q. How is that loyalty achieved?
A: It’s like Ferraristi; you’re part of a fam-

ily. That’s what’s interesting. We have
no ‘customers’. We have people who live
their dream which is to buy a Ferrari and
they’re part of the family. In China we are
selling 500 cars. We have 500 new cus-
tomers or repeat customers that come to us
every year. We should know everybody by
name.

When they start to become loyal, it’s
true loyalty, because they really partici-
pate in every single event. They start on
racing, they buy every single model, it’s
amazing.

This market is in constant evolution.
It’s normal in this country [that] we have
more first time buyers than in any other
country in the world.

What is interesting to us is that the sec-
ond and third tier cities are the ones that
are growing faster than the rest of China,
and we are taking advantage of that. When
I came here in 2010, we had 10 dealers.
From 2011-2013 we grew to 30 dealers.
Then we tripled the distribution in only
two years. Obviously, by entering new cit-
ies, [this] brought us new customers. Now
I can tell you that we are approaching first
time customers. But we [also] have a very
big chunk of our customers that are repeat,
loyal customers. Come more than one time
to our events and you will see many famil-
iar faces. We are like a family, we are to-
gether, we drink together, we go to watch
Formula One together and things like this.
It’s very important.

Q. How would you describe the impact of
Formula One in Shanghai on the Ferrari
brand in China?
A: First of all, racing is not that popular in
China. Obviously for us from a commer-
cial point of view, from a media point of
view, it’s something that’s very important.
But we have to face the fact that racing
is not a big interest. We cannot compare
with basketball, with Yao Ming and that’s
really the point because there are really
no Chinese drivers in racing. And that’s
maybe one of the reasons for the lack of
interest, but this does not mean we are not
doing anything.

From our side we have the duty to pro-
mote racing, and I think we are the best
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ones to do it because it’s really part of
our DNA. We started by introducing the
[Pirelli] Challenge four years ago. The
Challenge means huge investment. Why?
Because normally how the challenge is
structured is you create teams which are
generally managed by our dealers, which
is what’s happening in Europe and US.
Here, no, because you don’t really have
any racing culture. Racing is a serious
thing. You cannot mess around with rac-
ing because it can be very dangerous. To
organize the best service with the highest
level of quality and safety, we decided to
manage everything by ourselves, the lo-
gistics, the cars and rental of the circuit,
[the] technicians, we fly 50 people from
Italy for every single race all over Asia.
This has a huge cost.

We are working on scouting the next
Chinese pilot, and we really would like to
be the first one to be really involved, to be
the first to have a Chinese pilot represent-
ing [us] in different series and one day at
Formula One.

Q. Is this the first time you’ve had to really
develop the racing culture to this extent in
a new market, or have you been through
this before?
A: No, because even in the Middle East F1
is very popular. You can see there are al-
ready races in Abu Dhabi, in Bahrain and
this is very highly followed locally. Here,
we start from scratch.

But through media, we are promoting
what F1 is, what our racing is.

Q. How would you describe your media
strategy and general marketing ecosys-
tem?
A: First of all just to understand when we
say media, we never pay for advertising,
this is all about creating news. We are tar-
geting the national [media] but also work-
ing with the most important local media.
For instance, I travel a lot and most
of the time we have interviews with local
media. I think there is a strange apprecia-
tion of Ferrari, love of Ferrari and passion
for Ferrari. There are some journalists who
are crazy about Ferrari. It’s funny, every
time when they come to see me, they dress
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in only Ferrari gear.

But above all is the new media. New
media is the one that really gives you the
highest coverage by far. I don’t know how
it is in the other countries but for us, for
Ferrari, the management of new media is
very important, we have a dedicated team
because it’s so important.

Q. Along with other international brands,
Ferrari had some unfortunate press expo-
sure earlier in 2013. Could you outline a
quick survival guide for large brands on
how to deal with negative press in China?
A: First of all, clearly understand the
context. Second you also have to be very
quick in reacting, otherwise things can re-
ally take a dimension that can be very dif-
ficult to manage. Be very quick in releas-
ing your statement, there can be different

kinds of statements, but absolutely show
your voice, tell your point of view. In
China it’s very important because Chinese
pay attention to what the brand is saying.
Afterward, you can be rejected, but at least
you have your statement, and from your
statement you can work on it. But it’s very
important, the context and being quick.
I think the “wait and see” [approach], it
doesn’t work here, it goes [from] worse to
worst, you have to raise your point. [Also],
have only one voice, not a bunch of differ-
ent people talking.

Q. Distribution is a challenge for any
manufacturer in China. How does Ferrari
cope with post-sale services and the lo-
gistics of shipment and delivery given the
cars are manufactured in Italy?

A: Since we are [in] a growing market,
we are growing in terms of network, ob-
viously finding the people —the mechan-
ics—it’s always a challenge. There’s very
fierce competition on that front. But for us
and this is one of my strong requests to our
network and to those who are managing
our network, I want stability. When I was
in Paris I was also managing one of the
biggest dealerships we have in the world.
And there we were seeing the customer
come in by themselves. Before, even if
you owned a Ferrari, generally it was the
chauffeur who brought the car for repairs.
Now people come in because it’s part of
the experience of understanding, speak-
ing, creating the relationship. This is very
important.

Q. And in terms of logistics?
A: We used to have a lot of logistical prob-
lems.

The problem with Ferrari is that the
cars are sports cars, they are not normal
cars. They cannot go on normal trucks es-
pecially when you load it. The most com-
mon issues we had [were] scratches on the
front bumpers or also another one that is
really annoying is when you scratch the
rims, which are very costly. We overcame
in two ways: in the beginning when we
had to face it, but could not solve it, we
had to order a lot of bumpers and a lot of
rims.

»
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But we could not sustain this for long.
Then my sales team started to scout [for]
best practices, talking with people in the
same field, with other manufactures, and
we came to identify one [local] group, but
even with this group, obviously no one
had the real tools to manage Ferrari, be-
cause we need very specific trucks. So we
made a deal with the company, according
to the volume of cars per year, they will
make the investment up front to have ded-
icated trucks [just] for us. Obviously it’s
costly, but it’s less costly than to change
the bumper [every] time.

The difference between then and now
is night to day. Now we have much [few-
er] problems. We have really improved the
transportation issues.

Q. Do you envision a time when you will
manufacture the cars here in China?

A: First of all, in order to build an addi-
tional plant you need significant additional
volume and this is not our strategy. Our
strategy is completely the opposite, be-
cause we’re a very exclusive brand we
want to limit our volume, even if we have
huge potential to sell more, we really want
to maintain the scarcity and the exclusiv-
ity. If you flood the market with too many
new cars, the value drops. If you have scar-
city, people want to buy a Ferrari. [If] they
don’t want to wait, they can easily have
very good cars on the market, which are
used cars. Like this, you maintain a very
healthy circle of people buying first used
cars, then selling back, which is a huge
benefit for the customer that’s driving one
of the best cars in the world without losing
too much money. And this has been one of
the successes of Ferrari.

For us it’s absolutely key to be the
owner of our pre-owned car market. We
are working to create a process that in-
volves our dealers buying back the cars
[from] our customers to have a pool of
pre-owned cars, to [then] be offered to
the market from our dealers. This has ad-
ditional benefits. First of all you maintain
the price of the car as you want. If you
control the market then you decide how
much this car is worth. Second, you pro-
pose additional business to your dealers,
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and when it’s well done it can bring a lot
of money. The only issue we have here in
China is the stocking price of the car. Pric-
es are very expensive. We have an average
price of RMB 4 million. At this price level
people want to buy a new car. If you want
to reach the price for people that want a
used car, you have to drop quite a lot.

Q. Your partner, Poly Group Corp, is not
exactly an auto maker, what does each side
bring to the table that benefits the other?
How do you negotiate that relationship?

A: First of all we started to work together
when this market was not that big. When
you enter for the first time into such an
unknown market, it was like stepping on
the moon. When you step on the moon,
you want to be very well prepared and
to be sure that you will be successful. In
this part of the discovery we prefer to be

covered by a very important group, which
is a group that’s a state-owned company,
very influential, and that can give us the
right direction. Because in China it’s not a
normal market, because you’re in a coun-
try that’s governed by different rules than
what you can understand, from the culture
[and] from the political side [and] from the
expectation of the customers. We want to
build in the proper way, assuring the right
direction. And definitely this is what Poly
gets.

And we also have inside [knowledge
of] exactly where the government goes,
the influence of the government can have
a huge impact on every single business.

Q. You’ve also supervised the Middle East
and Africa branch of Ferrari, meaning
you’ve covered a significant part of the
globe for the company. Would you say
there is a formula for integrating the Fer-
rari brand and products into a local mar-
ket? Or does each place demand its own
special process?

A: With emerging countries you are enter-
ing a market where people are discover-
ing. To discover you have to make them
understand who you are, be present where
you need to be present, which means dis-
tribution with the right service. And face
the competition, which means you need
to do branding activities. You have to
understand where you have to be present
and with whom, because partners are very
important. Especially when you are talk-
ing about Ferrari, we are [of a] different
mindset than others. You have to explain
to someone who’s investing in your brand,
if the guy can sell 100 cars I'm going to
give [him] 50, that’s a mindset that can
frustrate some people. You have to find
the right one that understands what luxury
business is.

Then above all I think that you have to
refrain from being too aggressive. We are
a brand that has to be the same everywhere
in the world. It’s non-negotiable. We’ll re-
frain from entering in this race of dis-
counts. Here [in China] we never sold out.
Here we have a long-term vision. The ob-
jective in the long term is to be the best
brand in the country. W&
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And the Beat Goes Online

How China’s musical talent navigates piracy and red tape

By Greg Isaacson

| 4
CKGSB Magazine 2014 / 67



Downtime

at Yuyintang, one of Shanghai’s main

live music scenes, and an appreciative
crowd of a few dozen Chinese and for-
eigners cheer as Duck Fight Goose fin-
ishes its last act, a compelling blend of
exotic synthesized harmonies and driving
beats. After the show, the four members
of the experimental rock group, one of
Shanghai’s top bands, gather in a room on
the second floor of the bar. “We all have to
work nine-to-five,” says half shaven front
man and guitarist Han Han, whose day job
entails project management at an events
planning company. Just as with most lo-
cal bands in the universe, Han Han and
his compatriots aren’t banking on making
money from doing what they love. Their
songs can be downloaded for a price, or
streamed for free on Xiami.com, a popu-
lar Chinese music site. CDs are sold at the
club entrance for RMB 30 a pop. Corpo-
rate sponsorship pays more, though still
not enough to get by. “You cannot sell a
lot in China,” says Han.

It’s a story familiar to most music
producers in China—not just indie bands.
At first glance, the industry’s revenue
figures appear to paint a dismal picture.
The International Federation of the Pho-
nographic Industry (IFPI) reports that in
2012, recorded music sales in the world’s
most populous country, including both
domestically and internationally produced
music, totaled $92.4 million—far behind
the US, Japan, South Korea, and even tiny
Norway. The reason, in a word, is piracy:
nearly 100% of all physical and digital
music products in China are illegally cop-
ied, according to the IFPIL.

China’s music business got off to a
late start; pop and rock only began to take
off on the mainland in the 1980s. As a
result, the infrastructure that supports art-
ists in the West never had time to develop
here. “There was never a system in place
to truly bust people for misbehaving [il-
legally downloading or copying music].
And they misbehaved in all sorts of ways,
oftentimes in ways that didn’t seem, to
consumers or others, like misbehaving,”
says Jon Campbell, veteran of China’s
music scene and author of Red Rock: The

It’s around 11:00pm on Friday night

Long, Strange March of Chinese Rock &
Roll According to a Sina.com survey, 83%
of Chinese netizens aren’t willing to pay to
download music.

Where’s the Money?

Chinese artists currently rely on other
sources of income: live shows, touring,
TV appearances and corporate sponsor-
ship. According to Nathaniel Davis, Di-
rector of Operations at music promotion
and consulting company Split Works in
Beijing, state-owned telecom firm China
Mobile “has been a strong source of rev-
enue for a lot of artists through their nu-
merous brand events across China, to the
extent that a low-level pop singer told me
once that China Mobile were his ‘parents’
in the industry —they had raised him, fed
him and given him a house over his head
and wheels beneath his feet.” These brand
events, Davis explains, consist of hundreds

of small “fan” performances the company
holds across the country each year, where
artists perform for a local audience of Chi-
na Mobile subscribers or VIP customers,
as well as similar larger-scale concerts.
But state-sponsored music ventures
are a mixed bag of infrastructure and
events, a good portion unsuccessful by all
accounts. Beijing, looking to boost Chi-
na’s standing as a global cultural power,
is planning a “China Music Valley” with
a RMB 14 billion price tag in the city of
Pinggu, the product of a joint venture with
US-based concert-planning powerhouse
LiveNation. The valley will supposedly be
an oasis of recording studios, instrument
retailers and music schools. Concert halls,
opera houses, and theaters are sprouting
up around the country, built by provincial
and local governments trying to out-do
each other as cultural centers. To that end,
last year also saw a proliferation of music
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festivals, mostly paid for by local govern-
ments aiming to draw tourist dollars and
burnish their image, with mixed results:
Shanghai’s JZ Festival and Hangzhou’s
West Lake Festival, as in years past, were
lively hits, while Chengdu’s mismanaged
Big Love drew bigger jeers than crowds.
With government-boosted events be-
ing hit or miss, Chinese artists rely on the
internet for a more assured shot at expo-
sure. Davis points out that China largely
skipped the phase of selling music as a
physical product. As a result, Chinese art-
ists have long accepted the internet, more
so than their American counterparts, many
of whom have railed against the disrup-
tions that the web has wrought. “Chinese
artists embrace what is available. I would
say most domestic acts and bands are ex-
tremely practical when it comes to finding
ways to fund their music and their hopeful
careers.” Among those ways are innova-

tive apps and websites that offer new av-
enues for expression, as well as profit.

“Aspiring bands, rappers, singer-song-
writers, electronic artists and so on have
embraced online platforms like Douban
where users can create their own artist
pages and upload audio and video con-
tent,” says Davis. “Artists of every level
are active on platforms like Weibo and
WeChat where they can connect directly
with their fans and build their fan base.”
Vehicles like Xiami.com, a music stream-
ing and subscription site, are helping funk-
ier, more independent artists gain traction
with audiences. The innovative platform
YY.com, which offers a combination of
social networking and amateur karaoke
performance, may create new possibilities
for artists like Echo Brother, a singer from
Chengdu who wears a mask to conceal his
identity. Echo Brother became a sensa-
tion on the website, which has 60 million
monthly active users, and put on a concert
in Beijing last year.

The rapid growth of digital platforms
in China may be stimulating consumers’
willingness to pay for music, to which
China’s large internet conglomerates are
enthusiastically responding. Baidu, Ten-
cent, and Alibaba, for example, are invest-
ing to gain exclusive rights to distribute
music, through legal and fully licensed
music streaming and downloads. At the
same time, serious efforts to curb music
piracy online by companies like R2G, a
music distributor that purports to base its
services entirely on fully licensed music
where rights are secured, may be seeing
results: “I think we will continue to see
increased respect and compliance in this
area,” says Davis.

In the realm of legal music, China Mo-
bile looms large. The world’s largest tele-
com operator by subscriber volume offers
an online service called Wireless Music
Base (WMB) which partners directly with
music labels and contains a vast library
of licensed songs on its website, which
users pay to download. Zhu Hong, Gen-
eral Manager of WMB, told local media
in 2012 that the service generates billions
of dollars of revenue per year and claims
an 83% share of China’s wireless music

market. But artists aren’t reaping the big
rewards. Music producers earn RMB 2 in
royalties for every RMB 100 in revenue
generated by a song.

Sino-Pop?

The mainland has yet to produce any glob-
ally famous names, except in the classi-
cal world with piano superstar Lang Lang
and famed cellist Yoyo Ma. Cici Ye, a
27-year-old business analyst at a foreign
company in Shanghai, who listens mostly
to Western music, offers a straightforward
explanation for this: because English is
the global language. Davis meanwhile re-
mains hopeful: “Someone could take us by
surprise,” says Davis. “There are certainly
star-quality artists out [here].”

But star-quality Chinese artists have to
clear government checks before ascend-
ing into the stratosphere. Davis describes
how a bureaucratic approval system cre-
ates huge headaches for both domestic and
foreign promoters of live gigs. “Red tape
does indeed make it challenging for time-
frames in getting shows on sale in a timely
fashion,” he notes.

Then there’s the whole semi-freedom
of expression issue. “Government regula-
tion and censorship certainly play a role
in hindering creativity and art and expres-
sion,” says Davis.

But according to Jon Campbell, it’s
not worrisome to would-be pop artists
“The pop stars that are selling big aren’t
interested in anything remotely controver-
sial, and so it’s not a concern,” he says.
“And fewer rock artists are interested in
controversy.” Authorities may not be too
interested either: “Censorship is only as
intense as the people doing the censoring,
and most of the time, it’s not in their inter-
est to care too much.”

Care or no, there’s a potential chicken-
egg conundrum. Do artists veer away from
edgy material due to censorship? Or do
censors not care because there’s originally
a lack of provocative music out there? If
illegal downloads tell us anything, it’s that
consumers are utterly unimpeded by “red
tape”. Artists just have to find a way to
meet the consumers where they are while
putting food on the table.
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Dragons and Sutras

Sandeep Bahl, Asia-Pacific General Manager for Air New
Zealand, shares business and philosophical must-reads

really strike a chord with readers

that the books are not only cap-
tivating, but are read by readers at
a time in their lives or careers when
they seem particularly apposite. I am
no exception. The books that have
really played a pivotal role in my
career, and in particular my career in
China, were not only forward-think-
ing in their own right, but came into
my hands at a very opportune time.

When I moved to China in 2003,
enterprise was really just starting to
flourish, particularly in my field, the
aviation industry. China had not only
embarked on modernizing ground
infrastructure related to aviation, but
also started grooming Chinese car-
riers to become fiercely competitive
and ready to welcome international
customers for the Beijing Olympics.
In late 2005 I managed to get hold
of a copy of Blue Ocean Strategy:
How to Create Uncontested Market
Space and Make Competition Irrel-
evant by W. Chan Kim and Renée
Mauborgne, Professors at INSEAD.
As many in the field of management
studies will tell you, this book was
extremely innovative in the way it
discussed strategies for building a
marketplace, edging out the com-
petition and creating more custom-
ers. This seemed hugely relevant to
me because the competition in Chi-
na’s aviation sector was there, but
it wasn’t strong enough to ‘redden

It’s often the case with books that

my ocean’, to speak in Blue Ocean
terms.

Another book that really opened
my mind to considering Chinese
companies in a more comprehensive
way was Dragons at Your Door:
How Chinese Cost Innovation Is
Disrupting Global Competition by
Zeng Ming and Peter J. Williamson.
That book did a great job of really
illustrating that Chinese companies
are growing so fast, and have a way
of doing business that is completely
different in ways that are difficult to
imagine. I found that book included
extremely helpful insights into the
strategies, strengths and weaknesses
of Chinese businesses.

For example, the book highlight-
ed the low-cost-based market inte-
gration approach of many Chinese
businesses, which is a great example
of disruptive innovation because new
markets of cheap products were be-
ing continuously created. Contrast
that with the Japanese model, which
was based largely on manufacturing
precision. Here in China, they po-
tentially had everything: they were
good in manufacturing, they had the
huge cost advantage and they had the
world’s largest consumer base.

These two books really pushed
me to consider how I would create
my own consumers and alternatives
to what the competition offers.

For personal cultivation, I take a
lot from an old Indian text called
Chanakya Neeti, particularly the edi-
tion translated by B.K. Chaturvedi. It
has been adopted in modern day life
and business much in the same way
as Sun Tzu’s Art of War. Chanakya
has many messages, but one that res-
onates with me is the question: after
completing your professional mis-
sion, what do you do next? uE
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What are the global implications of China’s risez How do
Chinese companies compete, and what does this mean for
your industry? And how should you modify your strategies
to take account of competition within and outside of China?

These are probably the most pressing issues of
the day for senior businessmen and women.
Which is why many of them from industries
across Europe are turning to us: CKGSB.

Our alumni include over 2,500 Chairmen
and CEOs, running companies that comprise
20% of China’s most valuable brands, generate
$ltrillion in revenue and account for 12.7% of China’s GDP.
And our world class faculty represent many of the best
minds from the leading U.S. and European business schools.
Now CEOs and senior managers across Europe can gain
the understanding needed to do business with China by

The CKGSB main campus building in
Beijing, China.

attending ‘The China Strategy Challenge’, a three day summit
in Lausanne, from 2nd to 5th September 2013, run by CKGSB,
Cheung Kong Graduate School of Business, in collaboration
with IMD, the top ranked business school in Switzerland.

The summit is designed for executives who
want to get the latest knowledge and share best
practice on how to do business with China,
both from the Eastern and Western perspective.

Hence, our ‘China Strategy Challenge’ offers
in three days the knowledge and networks that
could take you years to build on your own.

To enroll in this unique event, or for further information,
contact Jennifer Wang from our London office team at
jenniferwangi@ckgsb.edu.cn.
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