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China Embraces the Sharing Economy

The sharing economy has challenged traditional notions of
consumption, and now it’s making inroads into China

- Has China developed its own Silicon Valley rivals?
- Amazon takes a second crack at the China market

- Economist Nicholas Lardy discusses the decline of the state’s role in China’s economy




THE ALTERNATIVE
ROUTE TO
GETTING THE TOP JOB.

KNOW MORE
ABOUT DOING BUSINESS
WITH CHINA.

An Executive MBA by CKGSB & IMD

Within most companies, there may be many routes to the top.
The one that is becoming increasingly prevalent however, is
knowing how to do business with China. With the Chinese
economy continuing to grow, understanding how this will affect
the global marketplace is as advantageous for the individual
within the business as it is for the business.

‘Whatever your current knowledge of China’s
influence on the world’s businesses, CKGSB:
Cheung Kong Graduate School of Business and
IMD business school can help you develop your
understanding of China, along with your career
prospects, even further.

CKGSB is recognized as China’s world-class
business school with an alumni base that
accounts for 13.7% of China’s GDP. Our world-class faculty
represents many of the best minds from the U.S. and Europe’s
top business schools. IMD is a top-ranked business school.
100% focused on executive education, IMD offers Swiss
excellence with a global perspective. Together these two
leading business schools have devised the Executive MBA
by CKGSB & IMD.

The Executive MBA by CKGSB & IMD is designed in two stages
- the foundation stage and the mastery stage. The program will
allow you to master Eastern and Western business concepts
and practices whilst gaining all-important international
connections. The program will also strengthen leadership,
strategy and general management skills.

Made up of equal numbers of participants from
both Eastern and Western businesses, the
program will include 11 weeks of face-to-face
learning. The program is scheduled to take place
from February 2015 until September 2016 with

a unique split of 50/50 program delivery across
Eastern and Western locations.

Delivered by two world-class business schools,
the Executive MBA by CKGSB & IMD is the ideal answer for
fast-rising executives who want to create value for their
organizations by spanning both East and West. You'll go
beyond the basics to a true understanding of the forces that
will be shaping the world of business in the future.

For admission details or further information visit imd.ckgsb.info
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Letter from the Editor

Winter 2014

What’s Mine is Yours

n my recent visits to New York,
Omy hospitable American colleagues

were so kind to book me cars via
Uber that I did not have to wait for yellow
cabs in the bad weather. After one such ride,
my colleague, asked me with a hint of pride,
“Do you think such a business model would
work in China?”” He was a bit surprised when
I answered: “Yes, such models started in
China about four years ago”.

I then told him about my experience
with Yongche, an Uber-like company that
one of our EMBA alumni started with an
initial investment from his classmates. I do
not think the founder knew about Uber when
he founded Yongche as one of the reasons

CHEUNG KONG
GRADUATE SCHOOL
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KNOWLEDGE wnerau 1200

China Embraces the Sharing Economy
The sharing economy has challenged traditional notions of
consumption, and now it's making inroads into China

AMC Theatres in the US, set up an e-com-
merce alliance with search engine giant Bai-
du and the gaming and social media company
Tencent. But there are also other entrenched
players within e-commerce, such as current
No 2 Jingdong (JD.com). Turn to our story
on page 30 to see if any of these companies
have it within them to become No 1.
Chinese tech companies are making
waves globally. Recently Lenovo finished
its acquisition of Motorola Mobility and be-
came the world’s third-largest smartphone
manufacturer. Xiaomi, a company that is
barely four years old, is now the world’s
fourth-largest smartphone maker. Both these
companies came out of Zhongguancun, a

Volume No. 16

why he started the company in Beijing was
because you need to enter a lucky draw, with
millions of other people, to buy a new car
and it is extremely difficult to get a taxi during rush hour.

Great minds think alike, and so do entrepreneurs and in some
ways, consumers, even if they live in different countries. The con-
cept of the sharing economy, the basic model behind Uber and
Yongche, has gained immense popularity in the West and has made
inroads into China at the same time. The idea of being able to use
something without having to buy it is proving to be attractive for
some consumer segments. Seeing China as potentially the biggest
market in the world, the likes of Uber and Airbnb have already en-
tered the country and are competing with Chinese companies like
Tujia and Yongche.

But will the sharing economy idea take off in China? The suc-
cess or failure of this model in China will be based on a rather com-
plex interplay of economic, social, cultural and ideological factors.
Let me not give away any more here. Please turn to our cover story
on page 22 for an interesting analysis of the sharing economy in
China.

This September e-commerce juggernaut Alibaba became a
household name in the West after its mega IPO on the New York
Stock Exchange. The company has already achieved massive
scale in China, controlling more than 80% of the country’s e-com-
merce market. This year on November 11, the so-called “Singles
Day”, $9.3 billion worth of transactions were done via Alibaba’s
e-commerce platform. Does any other company in China have the
size, might or potential to take Alibaba’s crown as China’s largest
e-tailer? BAT is a common nickname for the triumvirate of Baidu,
Alibaba and Tencent in China. Earlier this year, Wanda, one of the
country’s largest real estate groups and the company that acquired

technology hub in Beijing. Which brings me
to the theme of another one of our stories:
‘Where is China’s Silicon Valley?’ Clearly,
Zhongguancun has already produced some stalwarts. But there are
other high-tech hubs in Shenzhen and Shanghai, for instance, that
have an interesting confluence of just the right factors—ideas, capi-
tal, manpower and an enabling ecosystem. So which one of these
high-tech hubs deserves the crown of China’s Silicon Valley? Turn
to page 10.

As always, we have curated an interesting selection of inter-
views for you: Gary Hamel, easily the go-to guy on management
strategy, tells us what’s wrong with the DNA of organizations (page
57), Veronica Wu, Vice President of Tesla China, talks about the
company’s China strategy (page 54), and China scholar Nicholas
Lardy busts some myths on China’s state capitalism (page 64).

I hope you enjoy reading this issue of CKGSB Knowledge!

Please email us at ckgsb.knowledge @ckgsb.edu.cn.

Yours Sincerely,

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 Data

Racing to Catch Up

Growth in research and development has slowed or decreased around the world, but China
continues its surge in spending as it tries to catch up.

Change in R&D spending by region,
2013-2014
45.9% 12.9%  3.4%  2.5%
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Preparing for Take Off? l’/

China’s national civil aviation authority says it will need

to train 500,000 civilian pilots by 2035

But the aviation authority’s school can only train up to 1 00 pilots per year.

Source: Reuters

Shifting Down a Gear

China’s growth in passenger automobiles eases off the gas, with the
smallest increase in 19 months coming in September, typically a strong month,
as the industry feels the effects of the economic slowdown and the government’s
austerity drive.

Change from a year earlier in China’s monthly
passenger vehicle sales
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Source: China Association of Automobile Manufacturers, Wall Street Journal
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Ups and Downs

alibaba

In its first earnings report as a listed company for the
quarter ending in September, Alibaba’s earnings fell, in
part because of stock awards given to employees and
executives before the company went public, but recent
acquisitions also played a role. Nonetheless, revenue more

than doubled during the period. L
$494 million

Source: Alibaba

Who Has the Most Friends?

AsofNovember2014, Tencent(ingreen)ownsthree oftheworld’stopfive
social media platforms. Facebook [in blue) owns the remaining two.

Number of active users, in millions

Facebook 1,350

WeChat

Hiding Something?
In September, China’s exports of precious metals reached $1 08
billion, compared to $1 39 b||.|.|0n ayear earlier, with

Hong Kong overtaking the US as the number one
destination for shipments. Analysts have
speculated that part of the export of

precious metals, particularly gold, was
being used to mask capital inflows.

Source: Bloomberg
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Malignant Growth

Although still only a small part of their balance
sheets, bad loans are on the up at China’s big banks.

tal non-performing loans

Industrial & Commercial Bank
China Construction Bank

: Bank of China
Agricultural Bank of China

2012 2013 2014

Billion RMB

Non-performing loans as a share of
total assets (Q3)
1.50%

1.25%
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2012 2013 2014
Source: The banks, Wall Street Journal

1.00%

0.75%
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Snapshot

The Big Number

China’s gross domestic product (GDP), and the rate at which it changes, is one of China’s most closely-
watched statistics; the base from which so many economic and business decisions are made. The
breakneck growth in GDP that China has achieved in the past three decades has often reached double
digits and continues to define perceptions of its role and status in the world. But as the economy now
slows, there is handwringing over the government’s target of 7.5% annual growth in GDP, and how it
can be sustained. Nonetheless, China is now the world’s largest economy according to the IMF when
measured by purchasing power parity (the US represents 16 % of the global economy). This is not the first
time the country has been in this position—China has had a huge share of the world’s GDP from time
immemorial, probably peaking in the early 19th century. However it still lags behind in other measures,
and extending the fruits of this re-emergence to the Chinese people is now one of the government’s main

challenges.
China’s Proportion of Global GDP Through the Ages
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China’s GDP per Capita
(current $)

China’s Annual GDP
Growth Rate

Top 3 Countries by
Share of Global GDP*

1980 193 7.9% Us, Japan, Germany
1996 703 10.0% Us, Japan, China
2004 1,490 10.1% UsS, China, Japan
2012 6,093 7.7% US, China, India
2019 11,071 6.3% China, US, India

Source: IMF, World Bank, Angus Maddison

*by purchasing power parity

1900
Qing Dynasty

1950
Pre-Reform

2000

Post-Reform

& 9
2050

Source: Angus Maddison
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Where is China’s
Silicon Valley?

As China seeks to innovate and upgrade its economy,
where in the country can be compared to the US tech hub?




Winter 2014

e people in the packed room listen
Tinntently as the speaker spells out the
virtues of adaptability, creativity and
his own personal refusal to box himself in
with a job title on his business card. Those
standing at the back of the room crane their
necks to hear his words. The last of eight
speakers drawn from tech companies and
venture capital firms, at the end of his talk
members of the crowd begin conversing
with one another over bottles of beer, tech
buzzwords dominating.

It sounds like a scene from Silicon Val-
ley, but instead the event, hosted by start-up
incubator Chinaccelerator, took place in the
newly opened shared office space of People
Squared in Shanghai’s Jing’an district, its
third such space in the city.

In China’s drive to transform itself into
an economy centered on innovation, these
grassroots scenes full of eager, ambitious
start-ups will play a crucial role.

Such is the government’s desire to fos-
ter technological innovation that the Polit-
buro, China’s top decision making body,
took the unusual and significant step of
holding a study session in September in
Beijing’s Zhongguancun, an area routinely
hailed as “China’s Silicon Valley”. “We
must enhance awareness of unexpected
challenges and grab the opportunity of the
science and technology revolution. We
cannot wait, hesitate or slack,” Xi Jinping,
China’s President, said.

For all that urgency, just how close is
any one place in China to claiming the man-
tle of Silicon Valley, a place that represents
the confluence of money, talent, entrepre-
neurship and an unwavering belief that any
problem can be solved through technology?

More than One
Unlike in the US, where tech innovation is
largely clustered in California, the picture
in China is much more fragmented, leading
to the existence of several candidates for
the appellation “China’s Silicon Valley”.
Nonetheless, a few key locations stand out.
“If I had to name the three key areas for
innovation, I would say Beijing, Shenzhen
and Hangzhou,” says Anna Fang, General
Manager of ZhenFund, a Beijing-based
seed fund.

It is Beijing, and specifically Zhong-
guangcun, that is perhaps most similar
to Silicon Valley. Initially an electronics
street, in the 1980s Zhongguancun devel-
oped into a nascent tech hub, before later
becoming the subject of government policy
designed to foster innovation. It became
China’s first high-tech park in 1988. In that
year, the park had 527 enterprises, accord-
ing to the Zhongguancun Science Park, as
the park is now known. By 2012, it was
home to just under 15,000 companies,
down from a peak of 21,000 in 2007.

Today, among these thousands of com-
panies are giants such as Baidu and Leno-
vo, and Beijing’s broader ecosystem is sup-
ported by a plethora of research institutes,
multinationals, angel funds and incubators
like former Google China CEO Kai-Fu
Lee’s Innovation Works. The two elite
universities nearby, Peking and Tsinghua,
have also played a role that in some ways
mirrors that of Stanford’s to Silicon Valley.

“I would definitely say Beijing really
far outpaces Shanghai and Shenzhen, in
terms of the number of entrepreneurs, num-
ber of investors, number of events,” says
Rui Ma, the Greater China Investment Part-
ner for 500 Startups, a venture capital seed
fund and start-up accelerator. “Beijing is
really up there [in Asia] in terms of innova-
tion and activity.”

An example of Beijing’s status as a
leading hub for tech start-ups is the dat-
ing app Momo, which allows users to
communicate with nearby strangers using
their phones. Founded in 2011, the com-
pany claims to have reached 120 million
registered users in 2014. Meanwhile Mo-
mentcam, a photo app that allows users to
turn people into comic-like drawings, has
attracted Series A funding from Alibaba.
Then there is Xiaomi, the newly dominant
smartphone brand on everyone’s lips.

But if Beijing leads the way on deals
and activity, then it is the southern city of
Shenzhen, itself the base for tech giants
such as Tencent, that has the edge when it
comes to hardware, a fact connected to its
position in the manufacturing hub of the
Pearl River Delta.

It is home to a burgeoning group of so-
called “makers” (DIY manufacturers and

entrepreneurs) who have been drawn to the
city due to its access to parts and manufac-
turing knowhow. In April 2014, Shenzhen
hosted its first major Maker Faire, a gather-
ing of makers, engineers, students and busi-
ness people that originated in the US and
has since spread around the world.

“The ecosystem in Shenzhen provides
makers with advantages in aspects such
as sourcing, manufacturing and logistics,
making hardware start-ups scale easier,”
says Eric Pan, the founder and CEO of
Seeed Studio, a Shenzhen-based hardware
innovation platform. “Ordering electronics
here is now like service in a restaurant.”

Shenzhen’s unique access to parts and
manufacturers greatly reduces production
timelines, allowing for greater experimen-
tation. Such endeavors are then bolstered
by the likes of Pan’s ‘hacker space’ Chai-
huo and HaxIrS8r, an accelerator exclusively
for companies working with hardware.

The experimentation and innovation
evident in Shenzhen has its roots in the
city’s vast electronics malls, which provide
access to a mind-boggling array of parts,
and also the region’s shanzhai (counterfeit)
culture. Although intellectual property (IP)
theft has been the bane of many companies
manufacturing in China, shanzhai none-
theless inculcated knowledge and flexibil-
ity due to the way information was freely
shared. This, when combined with the re-
gion’s advanced manufacturing infrastruc-
ture, has given entrepreneurs huge flexibil-
ity to operate at many different scales.

Following a well-worn path of mov-
ing from follower to leader, companies in
Shenzhen now stand to bring the lessons of
shanzhai into the arena of innovative and
legitimate business, fusing the entrepre-
neurial spirit of a Silicon Valley start-up
with the knowledge and workcraft of Shen-
zhen manufacturing, allowing for a high
degree of experimentation.

An example is DJI. Its drones, or quad-
copters, are at the premium end of the mar-
ket and have found a following around the
world. Another is OnePlus which has taken
advantage of Shenzhen’s unique position to
produce what Time magazine described as
the “Phone of Dreams”, all the while selling
it at an ultra-competitive price point.

»

»
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China Insight

Shenzhen has strengths in other areas
beyond hardware. “Because Tencent is
there, they also have great gaming com-
panies and great social networking com-
panies. I mean, Shenzhen is really stellar,”
says Fang. In 2014, Shenzhen became a
national innovation zone, the fourth one in
the country and the only zone created on a
city-wide scale.

The cities of Shanghai and Hangzhou
also lay a claim to being tech hubs, albeit
not on the same scale or with the same vi-
tality as Beijing and Shenzhen. Hangzhou
benefits from the presence of e-commerce
giant Alibaba, while Shanghai boasts tech
parks, top universities, the hacker space
XinChelJian and Chinaccelerator.

A huge number of national high-tech
zones are also spread across the country
and are intended to artificially create tech
clusters. According to the Torch Program, a
government tech entrepreneurship scheme,
by 2012 there were 105 such zones. Unlike
the DIY hacker spaces of Shenzhen how-
ever, these zones are dedicated to serious,
high-level research and development—in
the case of the Xi’an Hi-tech Industries
Development Zone this has attracted major
firms such as Huawei, Siemens and IBM.

Driving the development of these tech
hubs around the country has been the
growth in the overall ecosystem—the net-
works of venture capital firms, incubators
and shared working spaces. According to

the Torch Program, in 1995 the number of
tech incubators was a mere 73. By 2012,
that number had grown to over 1,200.

Similarly, the volume of venture capital
funding has increased significantly since
the late 1990s, more than doubling between
1998 and 2004 according to an OECD
report, with the emergence of university-
backed venture capital firms in 2000 being a
significant milestone. However, since 2011
numbers have shown a decline, largely be-
cause China’s initial public offerings (IPO)
market was closed for 14 months from Oc-
tober 2012 to December 2013 —in 2013,
the total amount of invested capital was
$3.5 billion according to Ernst & Young,
down from $5 billion in 2012.

The Hand of Government

For all the importance of grassroots entre-
preneurship and experimentation, the Chi-
nese government plays an important role
in tech innovation. The primary vehicle for
this has been the Ministry of Science and
Technology’s Torch Program, which has
provided funding, created innovation clus-
ters, established incubators and supported
venture capital firms.

Smaller, more localized schemes also
exist, such as the Inno Way “innovation
street” in Zhongguancun, which offers
space and assistance with business servic-
es, including faster company registration;
the Shanghai Technology Entrepreneurship

Capitalized Capital

Top 5 regions for TMT* investments in Q3/Q4 2013

Deal volume g 500
Beijing
Shanghai $285
Shenzhen $222
Guangdong $159

(except Shenzhen)

Zhejiang $156

Source: PricewaterhouseCoopers

1,000

$ million

1,500 2,000 2,500

*Technology, media and telecommunications

Foundation for Graduates and the Phoenix
Project of Beijing’s Chaoyang district. This
last scheme, which aims to attract overseas
talent, saw its subsidies for start-ups in
2014 doubled to RMB 100,000.

According to Rui Ma, these initiatives
are not the primary driving force for inno-
vation, but nonetheless make a beneficial
contribution.

“The things they do that make it easier
for businesses to get started or easier for
early-stage investors to take a little bit more
risk are really helpful. We’re big support-
ers of government initiatives that invest in
funds, invest in private capital and let the
private capital money managers then dis-
perse the capital,” she says.

As with any government programs,
bureaucracy and myopia remain problems,
and the schemes often focus largely on
high-tech to the exclusion of other areas
of innovation. According to Anil Gupta,
Professor of Strategy and Entrepreneurship
at the University of Maryland’s Robert H.
Smith School of Business, research and de-
velopment (R&D) funds aren’t always dis-
tributed based on scientific merit. Relation-
ships playing an important role, and there is
also a focus on quantity rather than quality.

“We’re far less enamored with govern-
ment initiatives that try to disperse funds
themselves, because after all it is a very
different industry,” says Ma. “There are a
lot of government initiatives where [the]
government will clear a street or create a fi-
nance park—I don’t think those are as help-
ful. They take a really long time to trickle
down because generally those are not the
resources that entrepreneurs need. Gener-
ally what they need is smart capital... just
providing space, we haven’t seen it really
work anywhere in the world.”

More than Money

Although China’s tech sector has witnessed
success and innovation through Tencent’s
wildly popular WeChat application, which
has also begun to gain some traction glob-
ally, and with smaller companies, these
success stories are still far from the level
of Silicon Valley. But there is still plenty
of money finding its way to Chinese tech
companies, and Fang describes the funding

12 / CKGSB Knowledge 2014
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situation for start-ups as “excellent”.

“For certain types of businesses, I'm
seeing valuations that are actually higher
than the US, and the amounts of capital be-
ing raised are very comparable,” says Ma,
although she warns that this situation has
led to some talk of a downturn around the
corner, with investment activity not always
being justified given the fundamentals.

“It’s a lot of dumb money, at the end of
the day,” says Todd Embley, Program Di-
rector of Chinaccelerator. “[The investors]
can’t help them build a business, because
they have no idea how to do it themselves.”

According to Fang, for most success-
ful start-ups IPOs have historically tended
to be the most common way to cash in on
investments —the Zero2IPO Research Cen-
ter put the figure at 89% for 2011. However
that is changing, in part because of the IPO
freeze, but also because Baidu, Alibaba and
Tencent are leading the way in mergers and
acquisitions (M&As), while in 2013 the
number of venture capital-backed M&As
increased to 20 from 11 the previous year
according to Ernst & Young.

“Some [M&As are] strategic, increas-
ing their distribution channel —Baidu really
wants to increase their source of distribu-
tion and their users,” says Fang. “Very rare-
ly some people acquire for talent, I think
it’s very rare... If it’s something [big tech
companies] could do internally, and there’s
not that much of a barrier, then they would
probably just prefer to do it themselves.”

This underscores the fact that copycat-
ting remains a real threat to start-ups, even
if in some ways it was a boon to Shenzhen’s
development. Imitation can come from ri-
val start-ups or from China’s technology gi-
ants, with the effect of not only undermin-
ing business models, but also skewing the
ways in which acquisitions happen.

According to Embley, China’s big
companies have the resources to easily rec-
reate the work of other companies, which,
in turn, allows them to dictate unfavorable
terms to the companies they look to acquire,
unless they are fortunate enough to have a
critical, defendable piece of IP, or the cru-
cial knowledge, resources or relationships
needed to make it a success.

“If you don’t have all of that to defend
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For certain types
of businesses,
'm seeing
valuations that
are actually
higher than [in]
the US

Rui Ma
Greater China Investment Partner
500 Startups

what you’re doing, and they have to have
you, they can just very easily recreate the
game or the social app or whatever the hell
it is you’re doing, and they’ve got the re-
sources to make everyone go and download
it and totally destroy you,” he says.

Another driving force in this dynamic
is the scale of China’s largest internet com-
panies and their desire to have a presence
in all areas of the market, while for smaller
companies easy access to capital, an aver-
sion to risk and the ease with which imita-
tion can be done leads to a rash of compa-
nies in the same field, each offering similar
iterations of the same basic idea.

Weak IP enforcement also makes Chi-
na less attractive as a base for high-tech
companies. “My assumption is that weak
enforcement of IP laws is the result of de-
liberate government policy rather than an
inability to enforce the laws,” says Gupta.
“Such a policy... slows down China’s

move up the technology ladder.” He points
out that technology companies have far big-
ger (R&D) operations in India, even though
China spends more money in this area.

The state of education, both in formal
terms and that of mentorship from older,
successful entrepreneurs (a key aspect of
Silicon Valley’s ecosystem), also provides
a challenge to China’s capacity to develop a
Silicon Valley rival. With a system largely
based on rote learning and exam prepara-
tion, the Chinese school system does little
to engender creative thinking, while the
lack of experienced mentors makes it hard-
er for inexperienced entrepreneurs to navi-
gate a challenging business landscape.

“The entire education system is not
optimized for very fast-changing technolo-
gies like computer science,” says Ma. “The
number of qualified developers, I think, is
lower—it’s lower than a lot of people think
in China.” Embley agrees that education
isn’t what it could be: “[Chinese children]
aren’t raised to be good entrepreneurs.”

The issue of mentorship, and the asso-
ciated problem of a lack of quality C-suite
level talent, might be solved by the trend of
Chinese people returning to China after go-
ing abroad. “A lot of the ones for example
that we’ve invested in, they’ve worked at
Facebook or Google and they came from
Stanford, so they’ve seen the best in terms
of technology... and they’ve been at the
best tech companies,” says Fang.

China hasn’t yet been able to match
Silicon Valley in the areas of disruptive in-
novation and numbers of top level compa-
nies—China ranks 29th on the 2014 Global
Innovation Index, below the likes of Slove-
nia, Estonia and Malta—but despite that, it
has the money, and there are still plenty of
signs of energy and enthusiasm. The fact
that this energy isn’t all concentrated in a
single place also undermines assertions that
any one location can claim to be China’s
Silicon Valley equivalent.

“Generally speaking any comparisons
to Silicon Valley are wrong—there is no
other Silicon Valley at all,” says Embley.

But if Silicon Valley has claims to
uniqueness, so does China’s southern tech
hub. One day, we might ask where a coun-
try’s Shenzhen is.
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The Property
Conundrum

With a slowing property market
complicating China’s economic
outlook, the government faces a
tricky balancing act

By Nicole Sy
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hina’s property market, long identi-
Cﬁed as one of the key fault lines in the

country’s economy, has moved into
one of its most testing phases yet. Eight out
of 10 economists surveyed by CNNMoney
in July named the real estate sector as the
area posing the biggest risk to China’s
slowing economy, and analysts and inves-
tors who subscribe to this negative view
include Nomura, UBS and George Soros.
The importance of real estate to the Chinese
economy is not in dispute, nor is the exis-
tence of bubble traces, at least in some parts
of the country. The only uncertainty comes
over the scale of the problem and how the
Chinese government will handle it.

A string of developments in 2014 —but
set into motion years earlier—have high-
lighted the growing need for some sort of
controlled adjustment. With cash flooding
into the property market thanks to a mas-
sive 2008 stimulus, and for want of better
investment options available to investors
of every stripe in China, the government’s
attempts at market adjustment have in turn
discouraged, then encouraged prices to bal-
loon as local governments got cold feet.

Measures since then have helped miti-
gate the damage in the short-term, but in
light of the problems spawned by the 2008
stimulus—among them the very property
bubble being dealt with now—another
broad stimulus is no longer an option in the
eyes of top leaders. With stability on the
line and pieces of the policy puzzle now
falling into place, the government’s inten-
tion to play a more active role in coaching
the market to a more sustainable state is
starting to come into view.

Brought to the Boil

China’s property bubble can be traced
back to the global financial crisis in 2008,
although prices had been rising solidly
for years before that, says Shengxian Qin,
Deputy Research Director for J Capital Re-
search, a Beijing-based firm. China largely
escaped the impact of the 2008 crisis by
pumping a RMB 4 trillion ($585 billion) fi-
nancial stimulus package into the economy,
which included loosened lending condi-
tions and lowered interest rates. By early
2009, property sales and prices were sky-

rocketing.

This put further pressure on ordinary
Chinese, for whom property now serves
as a storehouse of value. Beijing resident
Florence Fu, 40, owns two apartments. Her
family lives in one, and the other they rent
out. She and her husband bought the second
apartment 10 years ago, when she says it
was much cheaper than it is now. Like most
middle-class Chinese then, they bought
it as an investment. “Because of inflation,
there are no other ways to make your mon-
ey grow,” Fu says. “If you invest in prop-
erty, you can also get income [from rent].”

Societal pressures also play a role in
new home purchases. Parents try to support
their children until marriage, especially
sons. A house or apartment is one of the
three unofficial requirements for a bachelor
to be considered marriage material.

Cao Loubin, 47, is another Beijing resi-
dent with two apartments, but is saving up
to purchase another one. “I need to prepare
it for my children’s future use,” he says. “If
I don’t buy it now, when the children grow
up, property prices may be too expensive to
buy.” Like Fu, he believes his investment
will only grow as property prices in the city
rise. Fu likewise plans on eventually pass-
ing her second apartment down to her son,
now aged 10.

Buyers were not alone in thinking
housing prices would indefinitely rise—
many property developers assumed the
same. However, the ones who jumped on
the bandwagon too late, especially in cities
with more sluggish demand, caused a surge
in excess properties throughout the country.

While the infrastructure-building boom
that resulted from the stimulus had many
positive effects, the lowering of restrictions
on loans also led to many risky business
decisions, especially in the real estate de-
velopment sector. China has a paucity of
investment outlets, pushing people towards
the only viable investment vehicle: proper-
ty. “Their stimulus actually helped finance
property developers and made people buy
more,” says Qin.

Home sales rose at an average rate of
around 30% each year from 1998 to 2009,
according to Centaline, the country’s big-
gest real estate brokerage, before slowing

to about 10% from 2010. They briefly flat-
tened in 2012 due to government policies
that sought to control bubble tendencies,
but took off again in 2013 when the poli-
cies were relaxed.

Further signs that China’s property sec-
tor could be forming a bubble came when it
was revealed by China’s National Bureau
of Statistics (NBS) that in 2013, the value
of new home sales rose 27% to RMB 6.8
trillion ($1.1 trillion) from 2012.

Headlines of “China’s Ghost Cities”
were continuously replayed in the media
alongside images of empty, immaculate de-
velopments without a single person in sight.
Abandoned, half-constructed residential
and commercial units were also a common
sight, as demand suddenly dropped.

The weak sales, oversupply of units and
falling demand were all unhealthy signs
that a bubble had developed in China’s
property market.

Action and Reaction
In an attempt to stave off the growing
property bubble, local and regional govern-
ments, one by one, began implementing
purchase caps. The caps differed slightly
from city to city, but their purpose was the
same: bring an increasingly unruly drive
upward in property prices under control.

As these purchase caps were being im-
plemented, a nationwide campaign headed
by President Xi Jinping was rolled out to
eradicate corruption, with the National
Development and Reform Commission
(NDRC) at the helm. The corruption crack-
down affected the property sector as many
officials had accepted houses as bribes, al-
though exact numbers are hard to come by.

Heads began to roll and those fearing
NDRC scrutiny not only ceased buying
properties, particularly luxury units, but
also began offloading them at heavily dis-
counted rates. And to make matters worse
for luxury developers, a Barclays’ survey
in September of individuals with $1.5 mil-
lion or more in net worth found that 47% of
Chinese respondents want to move to an-
other country in the next five years. These
two things combined to put a dent in real
estate’s most profitable sector.

By May 2014, housing prices in half
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of the 70 cities monitored by the NBS reg-
istered decreases. This was the most they
had fallen since May 2012 when the gov-
ernment first tried to rein in the growing
property bubble.

With signs that efforts to control the
bubble had actually been too successful,
local governments quietly or openly began
discarding purchase restrictions. In early
August, 32 out of 46 regional governments
relaxed or scrapped limits on the number of
properties a person could own, according to
Caixin magazine. By late October, Bloom-
berg reported that only five cities had the
restrictions in place.

Housing prices had continued to fall,
with August’s figures showing the lowest
drop since the NBS changed its calculat-
ing method in January 2011. Sixty-eight
cities registered a drop in property prices
that month, down 1.1% from the month be-
fore, after dipping 0.9% in July, according
to Reuters’ calculations based on the NBS
figures. The next month, all but one of the
70 cities monitored by the NBS registered a
drop in property prices.

Home sales fell 11% the first nine
months of 2014, as per Bloomberg’s cal-
culations based on the NBS numbers. Ad-

ditionally, the China Land Surveying and
Planning Institute reported slowing growth
in residential land prices for July-Septem-
ber, the third consecutive quarter that this
had happened.

The runaway growth in prices had been
successfully contained, but the change had
been too quick for the government and in-
vestors to be comfortable.

Old Problem, New Measures
Investors’ fears of an uncontrolled crash
were somewhat soothed when the People’s
Bank of China (PBoC) distributed RMB
500 billion ($81 billion) to the country’s top
five banks in the same week that the low
August NBS figures were announced.

The national Golden Week holiday, an-
nually celebrated from October 1-7, typi-
cally results in a cash crunch due to an up-
tick in consumer spending at this time of
the year. Some analysts speculated that the
RMB 500 billion stimulus was for liquidity
issues that would arise with the holiday, but
because giving RMB 100 billion to each of
the banks was large enough to lower the
banks’ reserve ratio by 0.5%, easing pres-
sure on mortgage lending, others thought
that it might well be connected to the coun-

Can It Keep Going Up?
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try’s ailing real estate industry.

“Basically this is a small stimulus,”
says Liu Jing, an accounting and finance
professor at the Cheung Kong Graduate
School of Business. “There are lots of un-
certainties. And under the situation where
there are lots of uncertainties, people don’t
invest,” he says. “When this happens, the
government needs to stimulate a little bit
and it’s been doing it for a while.”

Lending further weight to this view, on
the eve of Golden Week the PBoC and the
China Banking Regulatory Commission is-
sued a statement allowing banks to lower
mortgage lending rates to people buying
second or third properties. This was the first
time property restrictions had been loos-
ened since 2008. It was becoming clearer
that the government was taking steps to ad-
dress the deflating bubble.

Previously, the government had been
taking steps to cool an overheated property
market, with loan conditions for those look-
ing to buy a second or third piece of prop-
erty being made more onerous to discour-
age borrowers. The statement now allowed
second property buyers a 30% discount
on their mortgage rates—previously only
available to first-time buyers. Down pay-
ment levels were also cut more than half to
30%, and restrictions for third-time prop-
erty buyers were similarly loosened.

These actions were enough to see a
small rally. Poly Real Estate, one of China’s
top five developers, reported that their sales
from October 1 to 7 reached RMB 7 billion
($1.14 billion). Stock indices of both Poly
and Vanke, China’s top real estate devel-
oper, surged at least 2.8% the week. How-
ever, analysts predicted the gains would be
short-lived. True enough, Poly’s stock fell
the succeeding week by 2.1%.

Complications: Numerous
In part, this is because the policies are not
sustainable, according to Qin. “I don’t think
this will prompt too much demand to pur-
chase properties. There will still be a large
amount of inventory in the market.”

“Our checks show that inventory in
some low-tier cities is already higher than
the actual population,” says Qin. “We inter-
viewed many people in lower-tier cities and
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most people have more than one unit. Some
have 2-3 units.” The danger lies in there be-
ing little or no migration into those cities to
absorb the surplus.

The effect a housing bubble has on
wealth is further reason to correct it. “The
housing bubble generates a substantial de-
gree of resource misallocation and welfare
losses, prolonging economic transition and
slowing aggregate economic growth,” said
a working paper by the Federal Reserve
Bank of St. Louis titled ‘“The Great Hous-
ing Boom of China’. The authors of the pa-
per, Kaiji Chen and Yi Wen wrote: “Such
welfare consequences offer an additional
explanation for the Chinese government’s
concerns over the great housing boom and
its policies to contain the bubble.”

“Housing investment is one of the larg-
est investments people have in China,” says
Liu. “If the price [of land] goes down, you
can wipe out so much wealth.”

However there are stark contrasts be-
tween market sentiment in first-tier cities
and everywhere else according to Liu. “The
higher end markets, for example, in larger
cities, are still holding up quite well. But
in second-tier, third-tier cities, I think that
probably prices have gone up too much and
are coming down fast,” he says.

Qin emphasizes that prices are falling
because of excess supply. “The govern-
ment wants to help developers de-stock
their inventory,” she says, but some prices
are stubbornly high. “The buyers cannot af-
ford the market prices. Investment demand
will be squeezed out in the long-term and
short-term.”

Prices that are inflated and too high,
like in the lower-tier cities, can distort the
economy, according to Liu. An ideal situ-
ation would be the government letting the
air out of the housing bubble slowly and in
a carefully controlled way. “Maybe not too
much,” he warns. “You don’t want to have
a crash situation, but it should go down or
they’ll have a bigger problem down the
line. It is better to correct it now.”

In for a Long Landing

Strong signals have been coming from the
government that it has learned a hard lesson
from its 2008 borrowing binge. Premier Li

6

Where there
are lots of
uncertainties,
people don't
invest

Liu Jing
Professor of Accounting and
Finance, CKGSB

Kegqiang’s speeches at the Summer Davos
meeting and a Germany-China business fo-
rum in October shows that the government
has come to grips with its slowing economy
and understands that its previous invest-
ment and export-led growth model is not
sustainable.

“This new leadership is very cautious.
They acknowledge that the past stimulus
has been excessive,” CKGSB’s Liu Jing
says. “In 2008, the stimulus was rolled
out under a panicky situation. That’s why
they’re doing things very slowly,” he says,
referring to the targeted stimuli.

Premier Li emphasized the need to get
used to China’s “new normal”. For 2014,
the country would target 7.5% growth, but
Liu says it will be difficult to reach. The
Chinese real estate market plays a large
role in the country’s GDP, making up ap-
proximately 15% of it. According to a UBS
calculation, every 10% drop in property in-
vestment is equivalent to a 2% drop in GDP
growth.

Michael Pettis, Professor at Peking
University’s Guanghua Business School,
explains on his personal website that it

would be better if the government aims for
a long (not hard) landing. This would in-
volve controlled growth declining sharply
but at reasonable rates like 3%, as opposed
to few years of still impressive growth at
6-7% followed by a hard landing.

Falling investment growth in real es-
tate would cause unemployment to surge,
he wrote in September post, because of its
connection to about 40 separate industries.
That would affect household income and
consumption growth, representing a chal-
lenge to an orderly adjustment.

“China’s real estate sector is undergo-
ing a major revamp,” writes Phei Chen
Chin, CEO of Sino-Singapore Guangzhou
Knowledge City Investment and Develop-
ment Co., in an email interview. “It will
eventually lead to healthier development in
the future with moderate but more sustain-
able growth in line with China’s economic
development.”

Despite uncertainties, it appears the
government will continue playing an in-
fluential role in controlling the state of the
property market, at least for the time being,
and in late October the government de-
clared its support for the market, although
details weren’t forthcoming. Property own-
ers can breathe a little bit easier knowing it
is in the government’s best interest to avoid
a disastrous property collapse.

According to Chin, the growing pains
currently being felt are a bitter medicine
that has to be swallowed today in order to
guarantee a healthier property market to-
morrow. “It will allow the government to
reduce direct interference in the real estate
market, giving more room for market forc-
es to determine real estate development,”
he says. “However, for the foreseeable fu-
ture, the government’s policy influence is
still essential for maintenance of stability.”

The present may be shaky as the gov-
ernment irons out the countless wrinkles
accumulated from longtime overuse of
housing as a storehouse for value, and it
may have a tough time weaning China off
its real estate addiction in the short term.
However, there seems to be little doubt that
so long as stability comes first the authori-
ties will step in when needed to ensure
health of the market—and the country.
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In the Zon

A yeI r on from its debut, has the Shanghai Free
Trade Zone fulfilled the desires of investors?

By Hudson Lockett
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e run-up to the launch of the China
T?Shanghaj) Pilot Free Trade Zone
(Shanghai FTZ) was a story of both
supply and demand: lots of interest, little
detail. By the new zone’s debut date of Sep-
tember 29, 2013, excitement had reached
fever pitch. Investors’ anticipation could
be felt, even quantified: the financial press
reported that real estate prices near the zone
had risen immensely, and that companies
with Shanghai in their name had seen their
stocks skyrocket by billions of dollars in the
months between the zone’s July approval
by China’s State Council and its debut.

A year on, reception has been mixed. I
think there certainly are people within the
government that are disappointed in terms
of what has happened with the zone to
date,” says Timothy Lamb, Managing Di-
rector of Sovereign China, a firm that aids
international companies entering China. “I
think Li Keqiang in particular expressed his
disappointment at the lack of progress.” Af-
ter six months without much progress from
the zone, President Xi Jinping publicly
urged FTZ officials to make bold moves,
according to a Xinhua report in March.

Despite those misgivings, since its
launch the zone has actually been home to
some legitimate success stories. Reforms
there have removed the registered capital
requirements for establishing a new com-
pany on the mainland, a move that proved
so successful that it was expanded nation-
wide in March. The State Administration
for Industry and Commerce credited that
policy change for a boom in new company
registration in the period from July to Au-
gust, which saw 1.5 million new firms and
branches open across the mainland.

But a long list of industries off-limits to
foreign investors and slow going on prom-
ised relaxation of capital controls have
dampened enthusiasm among both busi-
ness interests and reform-minded officials.
The recent dismissal of the FIZ’s leader
Dai Haibo raised questions about the direc-
tion of the zone. However, a ray of hope for
the FTZ did come from China’s President.

Addressing the party’s leading group on
overall reform in October, Xi said he want-
ed the lessons learned in the zone— “seeds”
of economic reform—to spread throughout

the country. “We should plant these seeds
in more land so that flowers will blossom
and fruits will be harvested as quickly as
possible,” Xi told the group’s members.
Whatever sprouts will likely hew closer
to Chinese officials’ standards than those of
offshore investors. Zhou Chunsheng, Pro-
fessor of Finance at the Cheung Kong Grad-
uate School of Business, says that while the
zone should be better utilized to facilitate
more international trade, he believes that
it shouldn’t be held to the standards estab-
lished during the pre-launch hype, includ-
ing assumptions about the list of forbidden
industries. That itself constituted a real step
forward from a model where everything
was assumedly forbidden. “It’s not surpris-
ing that the list is below the expectations of
foreign companies,” Zhou says. “But from
China’s perspective, it’s good progress.”

Great Expectations

Still, foreign investors were viewed as one
of the key stakeholders in the zone, and
the initial negative list of 190 items struck
many businesses as absurdly large given
its stated purpose of minimizing the areas
where foreign investment was forbidden.
The list covered practically all the areas
foreign investors had long been eager to
enter. The government trimmed the list to
139 items in July, but it remains a daunting
barrier to further foreign investment.

In September a State Council circular
revealed that more than 20 extra sectors
would be opened up to overseas investors
in the FTZ, although logistics-related re-
visions would have limited impact due to
the zone’s size. Still, foreign participation
in the zone is still just a sliver of the total
number of firms registered there: Reuters
data shows that in June only 6% of firms
were based outside of Greater China.

“People are placing their hopes on a
new version of the negative list expected
late this year or early next year,” says How-
how Zhang, Head of Research at Z-ben Ad-
visors. He says he has seen great demand
for more deregulation from the investment
side of the financial industry. “It will be in-
teresting to see whether regulators will re-
spond to those hopes.”

At times, the zone did see greater open-

ness than the rest of the mainland, only to
see policy go national. A February notice
told FTZ-based businesses they could cre-
ate a two-way cash pool of RMB, and let
individuals at these companies engage in
cross-border trade settlement using the
yuan. But those measures soon went nation-
wide after introduction to the zone. From
one perspective these could be considered
success stories, but they also raise questions
about its necessity. A key promise to intro-
duce a market-based interest rate mecha-
nism in the FTZ also remains unfulfilled.

Zhang says that progress was made
when China’s central bank expanded an
FTZ policy removing the cap on foreign
currency deposit interest rates to greater
Shanghai in June. “It’s not impossible that
banks registered in the FTZ will be given
more authority when it comes to what kind
of [RMB] deposit rate they can offer to
their clients, using it as a trial platform” that
can be later expanded, Zhang says. Based
on the currency arbitrage that now occurs
near the Hong Kong-mainland border, he
adds, “I'm sure people will find a way to
arbitrage from this discrepancy.”

Whatever progress the FTZ made early
on was not enough to keep its erstwhile
leader, Dai Haibo, above water. His dis-
missal came just before Li Keqiang’s visit
to mark the FTZ’s anniversary. Dai was
supposed to bring to bear his technocratic
expertise and the ability to attract foreign
investment—instead his tenure was domi-
nated by slow progress and widespread in-
vestor ennui.

Zhang suggests that slow progress for
investment-related business might be ex-
actly what local government regulators
wanted. This lack of ground-breaking re-
form in the zone may indeed be connected
to its distance from pro-reform figures in
the central government. Han Zheng, Shang-
hai’s party boss, told business magazine
Caixin after the FTZ’s launch that the nega-
tive list at the time was “the 2013 version...
Then we will have the 2014, 2015 and 2016
versions”. This sounded less like Li and
Xi’s pledges and more like the default at-
titude of Chinese officials: slow and steady.

Whatever caused Dai’s ouster, it could
eventually prove helpful in inculcating an
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environment more receptive to change—a
rarity these days amid an anti-corruption
campaign in which officials keep their
heads down in all respects, and a macroeco-
nomic environment that would challenge
even the steeliest of wills bent on reform.

Measures of Success

The FTZ’s anniversary also marked an-
other turning point. Li-Gang Liu and Hao
Zhou, the Chief Economist for Greater Chi-
na and China Economist at ANZ respec-
tively, wrote that the last-minute launch of
an international gold trading board by the
Shanghai Gold Exchange, the biggest bul-
lion bourse in the world, was “a milestone
initiative of China’s ambition to push for-
ward RMB internationalization”.

Zhou tells CKGSB Knowledge that
while there hadn’t been significant progress
on liberalization beyond this yet, “I think
going forward we can expect more from
the FTZ for the RMB’s internationaliza-
tion.” That has been restricted between the
FTZ and offshore market for early on, he
and Liu wrote, reflecting China’s caution
toward capital account openness. Officials
also plan to open up eight international plat-
forms to trade commodities—oil, gas, iron
ore, cotton, liquid chemicals, silver, bulk
commodities and non-ferrous metals—by
2015, Xinhua said in an August report.

Xinhua also claimed that the number of
businesses operating in the zone over the
past year has grown from 8,000 to 20,000.

Hao Zhou suggested this likely had mul-
tiple causes: first, the initial rush to the zone
helped create a cluster effect. Second, reg-
istration and administration systems there
are much more relaxed than in the rest of
the mainland, so the barriers to entry re-
main low even after other reforms went
nationwide. Third, it’s now easier to find
professional talent in the zone.

Shanghai’s logistics sector has gotten a
boost as well. An October 2013 report from
real estate firm CBRE found nearly 90% of
the enterprises in the FTZ were related to
trade and logistics, with a total of 780,000
square meters of high-quality warehouse
space in operation. While vacancy rates
then stood at around 20%, CBRE expected
the zone to add another 210,000 square
meters of warehouse space by 2015. A key
benefit of the zone cited by the company
was the ability to ship goods there before
going through customs, reducing process-
ing time and lowering costs.

Lamb at Sovereign China says other in-
dustries that could benefit from the zone in-
clude hospitals, which the government has
opened up to foreign ownership, and enter-
tainment, another sector available within
the zone. While Lamb says that the indus-
tries that opened up by cuts to the negative
list might not be earth-shattering, he also
questioned the emphasis many have placed
on foreign investment as the yardstick of
the FTZ’s success.

“This is not intended specifically to

FTZ Report Card

Experts give their verdict on the FTZ

draw foreign investment. It’s essentially
a laboratory for the government to try out
different reforms,” Lamb says. “And so it’s
really a mistake of seeing this as something
that’s focused on foreign investment.” A
better view on the zone, he adds, was as a
way for authorities to tinker with specific
policies many view as central to reform—
like floating interest rates.

Other Roads to Reform

Economic reform in China tends toward
the gradual, making it too early to write off
the FTZ just yet. Its national prominence
shouldn’t be overlooked either, with many
provinces and cities exploring the idea of
opening similar zones, and the examples of
policies that have spread across the nation
following a trial period in the zone show
that the FTZ is playing a role in the think-
ing of officials across the country.

But that also raises the question of the
zone’s actual purpose. The precedent of
the Qianhai special economic zone remains
instructive: officials positioned it as a po-
tential global financial hub that would push
forward the yuan’s internationalization, but
it ultimately became isolated thanks to tight
regulation. Those measures were born from
a fear of arbitrage destabilizing the finan-
cial system. Today, as in Qianhai, reforms
that take place within Shanghai’s own zone
can’t spread to the rest of the country if they
stay similarly confined—yet in the areas
that are key to the next stage in China’s fi-
nancial reforms, it seems some officials are
wary of them doing just that.

Economic experiments do not fail or
succeed based on immediate results, but they
do require a clear purpose and strong leader-
ship. Even Shenzhen’s Special —and osten-
sibly export-oriented —Economic Zone, saw
an alarming spike in imports following its
launch, but ultimately succeeded because of
continued support from Deng Xiaoping. Re-
cent supportive remarks from Xi and Li bode
well for the Shanghai FTZ’s future, but its
biggest reform was a year in the making, and
came only with a visit from China’s premier.
If every such success requires a visit from
the top leadership, they may look elsewhere
for a champion, as they arguably have with
Qianhai.
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No Purchase
Necessary

The sharing economy has been
threatening traditional industries in
the West. Now it’s gaining a
foothold in China.

By Colin Shek
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n between mouthfuls of street-side
Inoodles on a breezy October afternoon

in Shanghai, Joyce Chen is explaining
the conveniences of Uber when her smart-
phone blinks awake with a message. The
marketing consultant, who has become a
devotee of the online car sharing service
since its debut in China in February, checks
her phone, which tells her: “Your Uber has
arrived!”

On cue, a sleek, black Audi sedan pulls
up. Joyce stands up—her face creasing
into an apologetic smile—and with a quick
wave goodbye to her companion, slips into
the waiting car.

You may not know it, but the expen-
sive-looking car that whisked her away is
part of a trend that is upending industries
and livelihoods across the globe—and
which may have an even more profound
impact in China. It’s called “the sharing
economy”.

The Sharing Revolution

From food to rooms to cars, people are
increasingly sharing or renting out what
they are not using. Tapping into growing
participation in this pool of shared resourc-

es, companies have sprung up to serve as
technology platforms for people or firms
looking to give access to their possessions
and make use of any spare capacity. San
Francisco-based Uber, for instance, uses
its own smartphone application to connect
passengers with drivers of high-end vehi-
cles—including supercars like Ferraris and
Porsches—for hire.

At least some investors are clearly con-
vinced the sharing economy is for real. In
November, the Wall Street Journal report-
ed the company plans to raise $1 billion in
funding, five months after it raised $1.2 bil-
lion, at a valuation expected to be in excess
of $30 billion.

“The sharing economy is an economic
concept founded on the idea that different
people can share their resources. The re-
source can be shared time, shared vehicles,
shared housing, shared hobbies, anything,”
says Fanny Cao, Principal with strategy
consultants Roland Berger, who co-au-
thored a recent study on car-sharing in Chi-
na. “It’s kind of peer-to-peer, an economy
that connects between different people.”

Herman Zhou—founder and Chief
Executive of Yongche, a company with a

Yongche

August 2010

Hong Kong and Taipei

ZhenFund, Morningside

Ventures, Qualcomm Ventures,

CDC Capital, Ctrip, DCM

Investors
Users 2 million registered
No. of cars 50,000

Baby, You Can Drive My Car

A comparison of two of the top car sharing rivals in China

73 mainland Chinese cities +
New York, San Francisco,
Los Angeles, London, Moscow,

6 mainland Chinese cities +
Hong Kong, the Americas,

Europe, Asia-Pacific, Africa and
the Middle East

500 Startups, Menlo Ventures,
Google Ventures, Kleiner Perkins
Caufield & Byers, Summit
Partners, BlackRock, Wellington
Management, Fidelity Invest-
ments, Benchmark, First Round,
TPG Growth, Innovation Endeav-
ours, Lowercase Capital, Summit
Action Fund

437,000 active weekly*

~ *based on a 4-week span Oct/Nov 2013

business model similar to Uber’s and pres-
ent in 73 mainland Chinese cities—says the
sharing economy is the evolution of a busi-
ness model that melds online and offline
services, or 020 for short.

“020 1.0 is an online-to-offline pre-
sale business pattern, such as group pur-
chases, public accounts on WeChat... 020
2.0 is a sharing business model to promote
the concepts of innovation, sharing, rental
and so on,” says Zhou. “And Yongche’s
concept of Mobility on Demand (MOD)
represents the era of 020 3.0. MOD is the
trend of individuals being liberated from
organizations gradually and to provide
personalized service freely. To consumers,
MOD can better satisfy their demands in
real time.”

Uber only entered the Shanghai market
this year, but other well-known services
staked a presence in the Chinese market
much earlier without even really being here
in a traditional sense. Airbnb has property
listings across China—including lodgings
in second- and third-tier cities, such as Wu-
han and Xi’an—for short-term holiday or
business rentals, but still does not have an
office in the country.

Ming Nu Tan is a planner in Shang-
hai with global advertising agency Havas
Worldwide, which published a white paper
this year on consumerism in the sharing
economy era. She says peer-to-peer sharing
is centered on ‘collaborative consumption’,
which mainly comes in three forms.

“The first one is product service sys-
tems, which is about utilizing goods and
services without actually owning them,”
she says. The second is recycling or resell-
ing goods no longer needed, now known
under the new rubric of the ‘redistribution
market’. The main destination for host-
ing these transactions is Alibaba’s Taobao
platform. Thirdly, there is the collaborative
lifestyle, where users discover each other
through mutual interests.

Tan points to people who were willing
to queue for hours to purchase a new iPhone
on behalf of someone else, in exchange for
money, as an example. “That’s the collab-
orative lifestyle. It wasn’t really business,
more like a personal thing. They exchanged
less tangible assets— their time, their space,
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their skills, and so on,” says Tan.

The sharing economy has grown rap-
idly in Western countries such as the US
and the UK, and has also established firm
footholds in Asian countries including Sin-
gapore and South Korea—whose capital,
Seoul, in 2012 declared itself to be a “shar-
ing city”. But the concept is still largely for-
eign to China. Roland Berger’s car-sharing
study found low awareness among Chinese
consumers. More than three-quarters of 160
people surveyed in 2012 by the consultancy
expressed interest but only 11% had heard
of the idea.

Only in 2014 did Chinese sharing econ-
omy firms start to gain traction as they style
themselves after well-established Western
counterparts. The closest homegrown com-
petitor to Airbnb is Beijing-based start-up
Tujia, which was founded in 2011 by two
former tech executives and raised $100 mil-
lion in 2014. Also in the short-term rental
space are Mayi and Xiaozhu, which both
have big-time venture capitalist backers.

In ridesharing, meanwhile, Yongche
is gaining more attention. With more than
2 million users and more than 50,000 cars
in China, it has started looking overseas
with expansion in New York, San Fran-
cisco, Los Angeles, London, Moscow and
Taipei. Then there are other companies that
riff off existing models, such as Atzuche,
a popular car-sharing service that allows
people to rent out their luxury vehicles,
while Kuaidi Dache, a popular taxi book-
ing app, launched a service in July called
Yi Hao Zhuan Che that works in a similar
way to Uber.

Even if it’s early days, Zhou from
Yongche predicts car- and ride-sharing will
have a broader market in China than in the
US. “There’s a big developmental gap be-
tween different cities in China. From a first-
tier city to a fifth-tier city, the differences
can be seen in city infrastructure construc-
tion, transportation and so on. Such differ-
ences have created a basis for car-sharing
demand.”

These peer-to-peer services are increas-
ingly seen as a ‘disruptor’ to traditional
businesses of providing accommodation,
transport and more, threatening firms from
the Hilton hotel chain to taxi companies.
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As the firms have grown, they have made
their fair share of enemies. Uber, for one,
has sparked riots in France, with disgrun-
tled cab drivers fearful for their livelihood.
Airbnb, meanwhile, has run afoul of hote-
liers and local governments in many places
who fear the loss of occupancy taxes col-
lected from regular hotels.

Traditional companies need to adapt
or face becoming obsolete, says Uber’s
Shanghai General Manager Davis Wang.
“If they don’t, Uber or someone else is
going to change the industry. You have to
evolve... otherwise you are out.”

China, where the regulatory landscape
can often be onerous, threatens to throw up
many of the same roadblocks plus various
cultural hurdles. Chinese sharing economy
companies therefore risk a government
backlash as they come up against main-
stream companies.

Care to Share?

Such businesses will need to refine their
offerings to hold their own as they chal-
lenge the status quo. Uber, for instance,
has tweaked its ridesharing business model
to stay on the right side of China’s law. In

other countries, it enables private drivers to
hire out their cars, but in China Uber has
had to lease cars from local car rental com-
panies that provide vehicles approved and
registered with the government regulator.

“In China, the regulations do not allow
private car owners to provide this kind of
service to end-users,” says Cao. Even then,
some habits die hard—users still find that
sometimes Uber and similar services skirt
regulations by using un-approved private
cars, putting themselves at legal risk.

Tan speaks of one Uber ride where it
turned out the driver owned the Audi A4
chauffeuring her. The driver was a daytime
trader who would finish work at 6pm and
then pull an Uber shift from 7pm to mid-
night. “He said it’s an easy way to make
money during his free time. He thought it
was fun and he gets to meet new people,”
says Tan.

Wang argues Uber is merely a tech-
nology platform that connects drivers and
riders. The company has signed contracts
only with car rental companies. “We don’t
pay money to the drivers. We just pay to
the rental company to make sure the car is
properly insured. They need to figure that
out on their side,” says Wang. Regulators,
however, may prove un-swayed by such
buck-passing.

Uber’s low brand awareness in China
has also prompted the company to use a
different approach in the market. It initially
struggled to convince local users of its mer-
its, and instead sought to capitalize on for-
eign users in China who had used the ser-
vice back home, leveraging word of mouth
on social networks and the widespread per-
ception in China that foreigners, in certain
contexts, are cool.

Uber’s first city in China was Shang-
hai, and for the first few months after it
launched in February 2014, expatriates rep-
resented 90% of the user base. They now
make up less than 30-40%.

Domestic firms are also localizing busi-
ness models originally honed in Western
tastes. Car-sharing service Atzuche is tap-
ping into insatiable Chinese demand for
luxury by connecting people who want to
drive a luxury car but cannot afford to buy
one, with owners looking to turn a profit on
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their idle vehicles. The value-for-money
luxury motivation in China contrasts with
other markets, where environmental con-
cerns over resource scarcity are partly be-
hind car-sharing adoption.

Sharing economy services in China
have so far been dominated by vehicles
and homes. “China is a very interesting
car-sharing market. Different companies
are copying business concepts from the US
and Europe,” says Cao. Development has
so far been slow, but cost and convenience
partly explains why even some older people
are becoming fans of peer-to-peer services.
They embrace sharing and shun owner-
ship because “they want a quality life and
a quality lifestyle without paying the full
price”, according to Tan.

Sharing is the New Buying
Money also motivates millennials—typi-
cally defined as people born between 1980
and 1995. For proof, quickly glance at the
displays of conspicuous consumption on
social media. But different forces drive
young Chinese adults, who are seen as
pivotal to the success of peer-to-peer shar-
ing. In China, these young adults are often
dubbed ‘Generation C’.

“Generation C is generation content,”
explains Havas Worldwide’s Ming Nu Tan.
“Generation C in China is very entrenched
because it comes down to creation, cura-
tion, connections, and a sense of commu-
nity. It’s not restricted to age, it’s just that
they’re more of the ‘digital native’. Their
lives are based online, day-to-day.”

And while their parents may have sa-
vored the joy of owning their first car or
apartment, Chinese youth are less wedded
to the idea of ownership and at some level
are willing to consider sharing resources
rather than owning them. “Ownership leads
to responsibilities and maybe in the sharing
economy, there’s an aspect of refusing to
grow up,” says Tan.

That is backed up by Roland Berger’s
study. Cao says that in first-tier cites such as
Beijing and Shanghai, the 25-35 age group
are most interested in car-sharing. “These
people are normally white collar workers
and they are very open to new concepts.”

The group can be broken down fur-

%

The government
needs to be
mMOore open

to the sharing
economy... It's
good for society

Fanny Cao
Principal
Roland Berger

ther into three segments—budget-focused
“smart shoppers” looking for cost-saving
options, those seeking efficiency and con-
venience, and trendy types who own a nice
car and want to try another one.

Car-sharing makes sense on a practical
and economic level for at least the first two
groups. Millions of Chinese have a driver’s
license but do not own a vehicle often due
to the prohibitive cost of number plates,
expensive car parking fees, traffic jams and
inexpensive taxis. Personal car ownership
remains a status symbol, but the cost of
buying, insuring and maintaining a vehicle
has also put many people off that aspiration.

“The need for having a private car is be-
coming more urgent,” says Zhou. “Howev-
er, almost all mid-to-large cities have taken
traffic control methods to control the num-
ber of cars, and the supply of them cannot
meet demand. In such an imbalanced envi-
ronment, an increasing number of people
have already changed from the traditional
ownership concept and have started to ac-
cept the new concept of sharing.”

Mobile technology and the internet are
cornerstones of the lives of China’s young-
er generation. Enabled by them, Chinese
youth experience a participatory, collabora-
tive culture from the get-go—making them
more mindful of online- or mobile-based
services and interactions. As a result, new
concepts such as the sharing economy have
a receptive audience among young Chi-
nese, but are also actively spread.

Most sharing-economy watchers agree
mobile technology underpins the sharing
economy. Smartphones, with their applica-
tion ecosystems mean that people, services
and infrastructure are now increasingly
connected, with real-time data available on
demand through their phone.

“I think it’s been the driving force,”
says Tan. “It’s a major part of Generation
C’s lives. It gives them a sense of belong-
ing. They can go for days not speaking to
someone on the phone, but always have it
with them, constantly updating how they
feel or what they see or what they do.”

Values such as sustainability and con-
servation transcend generational identities,
and are forcing a rethink in consumer atti-
tudes—especially in China, where there is
a growing acknowledgement that overcon-
sumption is unsustainable.

The trade-off from rapid economic
growth has been significant environmental
degradation across the board. “At the be-
ginning, it was just being driven by mone-
tary aspects. But I think because of the pol-
lution, all that is changing their perspective
a little,” says Tan.

Contemporary China’s hyper-competi-
tiveness, stretching from the classroom to
the workplace, is also at work. Success-
obsessed young professionals are under
pressure, as the chances of elevation into
the middle class recede, while white-collar
workers wrestling with time and money
problems have rising expectations of com-
fort. Sharing-economy services help to ful-
fill those needs, providing this generation
with the means to survive, flourish and en-
joy life within their budget constraints.

Shifting consumer habits have also seen
the Chinese become more appreciative of
quality over quantity. Until fairly recently,
possessions and the accumulation of them
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assumed a central place in a person’s life as
evidence of high spending power and there-
fore status. Now, less is more. The gradual
rise of a more savvy and individualistic
Chinese, striving for autonomy and armed
with the internet, has seen them become
more informed. They are smarter consum-
ers, and that often leads them to sharing-
economy companies.

Trust Issues

Plugged-in millennials may be willing to
participate in the sharing economy, but ser-
vices in the space will also need to over-
come cultural barriers if they wish to be-
come mainstream. Signing up homeowners
to take in strangers or to share their car with
someone who may or may not take care of
it is a tough sell anywhere. It is doubly dif-
ficult in China, with its crisis of trust at all
levels.

“I think it has to be trust,” says Tan,
when asked about the biggest barrier to
greater uptake. But at the same time, peer-
to-peer players can draw heart from how
e-commerce in China overcame trust bar-
riers to notch up sales of RMB 1.3 trillion
in 2012.

The biggest snag holding back e-com-
merce for years was a lack of trust. Con-
sumers worried —quite fairly —that online
firms were fraudsters, or that their credit
cards would be abused, or that purchases
would get swapped for counterfeits during
shipment. This was overcome by credit
and reputation systems— Alibaba, for in-
stance, created Alipay, an online arrange-
ment that effectively worked as an escrow
system.

Fanny Cao from Roland Berger be-
lieves similar mechanisms must be imple-
mented to put sharing-economy users at
ease, such as displaying feedback on all
registered members of a service—some-
thing already central to the Airbnb experi-
ence. And when it comes to sharing assets
like homes and vehicles, a system would
be needed that could prevent abuses, while
at the same time effectively prove who the
abuser was and then enforce punishments
against that user.

“If we establish this kind of system for
everybody, it would be an improvement at

Generation Share

Typical users in China’s sharing economy

Source: Roland Berger, Uber, Havas Worldwide

Age: 25-45 years old

Economic class: primarily
white-collar, cost-sensitive,
smart shoppers, efficiency/
comfort seekers

Location: typically employed
in central business districts,
reside in city center

Household monthly income:
RMB 15,000-24,000

Other: own a smartphone,
have a credit card or Alipay
account

least,” she says. But even so, she predicts
some teething problems for the next few
years, as both users and companies grope
their way to a satisfactory equilibrium.

“Everyone felt e-commerce would not
cross into China because people wouldn’t
really trust the quality of items from the in-
ternet. But now China is the biggest e-com-
merce economy. It’s the same thing with
the sharing economy. Chinese people very
quickly adapt to new and different business
models.”

Zhou’s biggest concern is how regula-
tors will respond to the growth of the shar-
ing economy. “To me, the biggest challenge
is how to guide interested parties in this
industry to have a clearer understanding
of the industry reform trend and the value
of such reforms to policymakers, industry
competitors and the public. We are trying to
show to the public the blueprint for a better
world through our actions.”

The regulatory environment will need
to be eased to achieve that goal. Policies —
such as the ban on hailing private cars in
the ridesharing space, albeit on safety
grounds—choke off a large base of people
willing to provide services. But given that
take-up and understanding of the sharing
economy model remains in its early stages,
it is unsurprising that government agencies
have not yet updated or implemented cor-
responding regulatory policies.

“The government needs to be more
open to the sharing economy,” says Cao.
“Of course, there are some certain bound-
aries that you need to set. But you need to
leave room for the sharing economy be-
cause it’s good for society. It’s good for
people, and the government is not working
for companies, it’s working for people.”

Nevertheless, Cao says it would also
augur well for companies to adopt a strat-
egy of starting the conversation and initiat-
ing discussion around a best-practice model
for regulation—rather than wait until po-
tential disruption to traditional businesses
panics officials into action.

Then, peer-to-peer businesses will need
to see if they ultimately make sense in Chi-
na. Taxis are already generally prevalent
enough in urban areas and also cheap.

Some are sure to win. Tan believes
that an emerging participatory culture and
looming resource limitations will over time
see peer-to-peer sharing become a driving
force for a new breed of industry. Cao is
also optimistic and predicts China will
eventually have its homegrown giants to
rival the likes of Airbnb and Uber.

“If we look out to five years’ time, I can
imagine that some of the companies will
have grown to a similar size of Uber,” he
says. “If the regulatory framework could be
changed or adapted, these companies will
expand in a very popular way.”
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hen Alibaba made its initial public
Woffering (IPO) in September this

year, the results were staggering,
with its IPO raising $25 billion—making it
the world’s biggest. While that may have
stunned many around the world, leading
them to scramble to understand this com-
pany they’d never heard of, for those in
China who were familiar with Alibaba, this
outcome hardly came as a surprise.

After all—in just 15 years—the inter-
net giant started in 1999 by former English
teacher and now Executive Chairman, Jack
Ma, has transformed a disconnected na-
tion of inefficient, small businesses into a
streamlined, online retail marketplace with
global reach, yielding a strong grip on Chi-
na— Alibaba now controls more than 80%
of China’s lucrative e-commerce market.
Underpinning that are its wide range of
services that include everything from its
business-to-business (B2B) sales portal Al-
ibaba, to the business-to-consumer (B2C)
and consumer-to-consumer (C2C) retail
platforms Taobao and Tmall, to its payment
system Alipay, which is used for half of all
online transactions in China.

The company also runs Alibaba Cloud
Computing, which has 980,000 customers,
and a finance arm that controls Zhao Cai
Bao, a lending platform for small business-
es and individuals that has already created
a RMB 14 billion marketplace. In addition
to these are a range of affiliated businesses
that help the core business, such as Alima-
ma, an online marketing technology plat-
form for sellers on Alibaba’s marketplaces,
and China Smart Logistics, a logistics in-
formation platform.

But Alibaba’s online dominance has
raised questions of who or what could ever
effectively challenge it.

Earlier this year we got a hint of what
might be to come when Wanda, Tencent,
and Baidu announced a plan to invest RMB
5 billion in an online-to-offline (020)
e-commerce company over the next three
years with the intention to change the
course of where shoppers spend their mon-
ey in the future.

By banding together, they hope to imi-
tate the vertical integration of Alibaba that
allows CEO Ma and his team to offer cus-

tomers a wrap-around online retail service,
from product to payment, an approach that
has been extremely successful.

So will such ventures and others suc-
ceed in troubling their main rival?

In Control

Historically, Alibaba has been adept at
keeping revenue fenced off from competi-
tors while keeping its customers happy.

In part, that was because of their ability
to allay the concerns of consumers—Chi-
nese customers are notoriously suspicious
of the quality of goods you can buy online.
To get around this, Ma set up Alipay—an
escrow payment service that delays monies
being exchanged until buyers are satisfied
with the goods, with the added bonus for
Alibaba that users need to sign up to Alipay
before they can shop on Taobao.

Its ability to get ahead early on in the
market has allowed the company to embed
its various services in the minds of consum-
ers, such that for many the alternatives are
rarely a consideration.

“Definitely Taobao [is my preferred
online shopping platform],” says Jessie
Sun, an artist in Shanghai. “It’s really con-
venient, safe and fast. They have almost
everything that I need and I trust their ser-
vice. I have been using it for about five to
six years so I know how to get things on
Taobao pretty well.”

She adds: “I like some other online
shopping sites too, but they are way small-
er. I have never really bothered to learn and
trust too many of those.”

Likewise, for many business owners
Taobao is central to what they do and a key
component to their success. A spokesper-
son for Alibaba Group notes: “We have
seen a number of brands that were built en-
tirely online, through Taobao Marketplace
or Tmall.com, our China retail platforms.”

Zhu Chenyun is a tea shop company
owner in Shanghai who operates an online
shop on Taobao selling fruit jams. She says
it has transformed her business. “I have
been running two tea shops for over three
years and started my handmade jam busi-
ness on Taobao about two years ago.”

With more than 200 loyal customers
who come to her Taobao shop each month,

the 26-year-old can support her offline tea
shops and cover new product development
costs: “I plan to build a bigger jam studio
in Shanghai.”

Alibaba’s enabling of small businesses
has led to the rise of so-called “Taobao Vil-
lages” —clusters of rural online entrepre-
neurs who have opened shops on Taobao
Marketplace—and as of November, 2013,
there were approximately 20 of them in
China, according to AliResearch. A Tao-
bao Village generally refers to rural areas
where at least 10% of the households are
independently involved in e-commerce on
Taobao Marketplace and generating a total
gross merchandise volume of more than
RMB 10 million.

Ever Upwards

China is now the world’s largest digital
retail market. E-commerce shoppers spent
$1.3 trillion online in 2012, a figure that is
expected to grow to $3.3 trillion by 2015,
according to the 2013 report ‘China’s E-
commerce Prize’ by management consul-
tants Bain & Company.

While e-commerce might still contrib-
ute just a fraction of total retail sales in Chi-
na, it plays an increasingly important role in
driving overall domestic consumption. Of-
fline retail development is lagging behind
online growth. In 2013, online channels
stayed strong, despite a slowdown in over-
all retail sales. E-commerce now accounts
for 5% of all retail sales, with total online
sales growing between 60-80% each year.

In 2014, Chinese and global consum-
ers spent RMB 57.1 billion ($9.3 billion) in
just 24 hours during the “11.11”, or Singles
Day, Shopping Festival on Alibaba’s web-
sites, smashing the previous year’s record
of RMB 35 billion ($5.7 billion). The 2013
record had equaled half of all China online
and offline retail sales in September.

Further signs of the growth in the mar-
ket can be seen in the proportion of GDP
that e-commerce accounts for. In the first
half of 2014, it was already 4.56% of Chi-
na’s GDP. While in 2013, the proportion of
online retail sales made up 3.47% of GDP
for the whole year, according to figures
from Analysys International.

That growth has seen China reach a ma-
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jor milestone. According to Bain & Com-
pany, in 2014 the Chinese e-commerce
market surpassed the US to become the
biggest in the world, a trend driven by Al-
ibaba’s 300 million users—equivalent to
the entire population of the US.

For all that rapid growth, there’s still
scope for it to continue even further. In
2013, only 48.9% of China’s internet us-
ers were online shoppers, compared with
74.2% of the US, 77.6% of the UK, and
79.5% of Germany, according to the China
Internet Network Information Centre. Also,
just 45.8% of the Chinese population are
internet users, compared with 83.2% of the
US, 88.9% of the UK, and 86.1% of Ger-
many.

This development means people are
now using online retail for everything from
getting their car serviced to designing fur-
niture for their home. And Alibaba is cur-
rently the main beneficiary of such chang-
ing spending habits. At the end of 2013, the
company’s reported revenue was $3.06 bil-
lion, up 66% from a year earlier, with a net
profit of $1.36 billion—up 110% year-on-
year. And in the 12 months ending June 30,
2014, Alibaba’s retail marketplaces (Tao-
bao Marketplace, Tmall.com and Juhua-
suan) had 279 million active buyers in total.

That paints a rosy picture for Alibaba,
but the size of the market now means that
the company’s competitors are trying hard-
er than ever to alter the situation. While the

company’s lead is undeniable, rivals are
homing in on areas of potential where Jack
Ma has little foothold, and may even be at a
distinct disadvantage.

New Challengers

Real estate company Wanda, social net-
working and gaming company Tencent,
and search engine company Baidu recently
announced plans for a joint e-commerce
platform focusing on O20 sales. Their
hope is that Chinese customers will choose
to browse online, and shop offline. In a
press statement, Wanda’s Chairman, Wang
Jianlin, said he believes O20 is the “biggest
pie in e-commerce,” and added: “The pie
has not been cut yet.”

Meanwhile, mobile text and voice mes-
saging service WeChat (owned by Tencent)
is moving further into e-commerce and
making a direct play to take some of Al-
ibaba’s market share. Tencent’s latest app,
Weidian (meaning mini-store), allows users
to sell items over WeChat, a development
which could have far-reaching advantages
for existing e-commerce users. The com-
pany has also augmented the platform’s e-
commerce offerings by forming an alliance
with JD.com (also known as Jingdong), Al-
ibaba’s chief rival online retailer. The deal
will create an exclusive shopping channel
for JD.com on WeChat.

These moves mean that WeChat is
quickly evolving into something that could

Many Contenders, One Clear Leader

The size of China’s B2C market (RMB) and companies’ market share
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potentially disrupt the monolithic Alibaba
marketplace model that is the current stan-
dard. The company’s new Weidian store
offers many enticing features for online re-
tailers. These include the facility to receive
payments from customers from a range of
banks (not just Alipay or Tencent), to move
your store from Taobao, and a commission
payment for WeChat friends when they
recommend a product to their contacts.

“If you look seriously at Weidian, [it’s]
actually Taobao but on social media,” says
a principal from one of the world’s largest
consultancies and a specialist in Chinese e-
commerce —she is not authorized to speak
publicly about specific companies.

“But there is a difference. They re tend-
ing toward the micro-purchases, not high-
value,” she says. “Weidian actually helps
small enterprises and consumers. [They]
will help you track your logistics, they help
you with your payments tools, they help
you if you link to a logistics company and
things like that.”

The principal points out that social me-
dia has become “inherent” to Chinese life.
“Buying things on social media is much
more convenient and smoother than hav-
ing to go to Taobao or Tmall. Personally I
think that will be a new trend we will see
very soon,” she adds. “Social media is very
strong in China, much stronger than just the
buying and selling of things.”

Alibaba’s investments in social media
have so been far less successful than its re-
tail ventures, making this a particularly vul-
nerable area for the company. Last year, it
launched chat app Laiwang (after banning
Alibaba sellers from using WeChat) and
has also invested in Sina’s Weibo—Chi-
na’s Twitter and a Tencent rival. But Lai-
wang has 10 million users in comparison to
WeChat’s 350 million monthly active us-
ers and excitement around Sina Weibo has
died down ever since a crackdown on the
platform’s content.

As mobile internet already exceeds PC
use among the Chinese, Tencent’s move
into mobile e-commerce signals perhaps
the most direct challenge to Alibaba’s grip
on power yet. And the addition of shopping
channel JD.com to its platform is also cen-
tral to this challenge as it establishes an en-
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viable range of services in one ecosystem.

“Some of the people [in the different
groups I work with] feel that actually Jing-
dong is a viable competitor. Because Jing-
dong (JD.com) has the social media back
up of Tencent,” says the principal. “If I was
Taobao, would I be afraid of Jingdong?
Now that Jingdong has access to the users,
I think yes, it’s a trap,” she says.

Teng Bingsheng, Associate Professor
of Strategic Management at Cheung Kong
Graduate School of Business, thinks that
Jack Ma is aware of the danger.

“Alibaba has a lot of money and with
that money Jack Ma’s going to buy even
more companies. Anything that’s related
to e-commerce,” he explains. “He even
bought a soccer team in China, and many
people questioned the logic. But I think it’s
related to social media, which is a strong-
hold for Tencent. Jack will cast a wide net.”

But for all that, Alibaba has one big
strength: plenty of cash. With his pot of
post-IPO money, Ma is now in a position
to go on a buying spree and capture the rest
of that market for Alibaba through strategic
acquisitions and product development.

“Part of Alibaba Group’s focus is on
building upon our strength in mobile com-
merce to develop a broader spectrum of
consumer offerings, including—but not
limited to—Ilocation-based services and
020 services, in order to fulfill our vision
of becoming central to the everyday lives
of our customers,” explains a spokesperson
for Alibaba Group.

The company’s $692 million invest-
ment in March in Chinese department store
operator Intime Retail Group signaled a
strong desire to take early control of the
market, and this was followed up in July by
the establishment of a joint venture between
the two companies to develop an O20 busi-
ness in China. And in October, Alibaba also
announced the launch of ePass, a payment
method Chinese consumers can use to shop
on US retail sites.

It’s not the only sign that Ma has his eye
on opportunities beyond China’s shores—in
the past year, his shopping abroad has seen
him make investments in Tango, a messag-
ing app, and video game start-up Kabam of
$215 million and $120 million, respectively.
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The E-commerce Frontier
CKGSB’s Teng believes that the Chinese
consumer will lead e-commerce innova-
tions, as their tastes become more sophisti-
cated. And this has already started happen-
ing in the travel market. While the Chinese
customers used to favor group bookings,
the younger generation wants to travel in-
dependently, or with their family.

“The traditional offline travel agencies
can do group bookings only, rather than in-
dividualized trips. So these companies are
available online to help people design their
own itineraries,” he says. “It’s these kinds
of personalized, high-quality customer ser-
vices that will grow.”

June Lin (a pseudonym) is a partner in a
Shanghai-based translation company, with
a revenue of $52,400 each month. Chang-
ing needs of the middle-class consumer
have dictated where she concentrates her
energies.

“Online shopping is a trend. Almost ev-
eryone shops online, so you have to have
an online presence. And I have to let cus-
tomers buy using the most convenient app,
which is WeChat, or they will go some-
where else.”

For her, the messaging app has been
an invaluable tool for building infrastruc-
ture, marketing and customer relationship
management—precisely because her us-
ers feel comfortable and engaged with the
tool already. She says the company uses it
to maintain business connections and for
promotional purposes by sharing advertise-
ments and highlighting the company’s re-
cent activities and achievements.

Such social media-based entrepreneur-
ialism happening outside of Alibaba’s uni-
verse represents a real threat to the industry
giant. Yet it’s not just Alibaba that needs
to be vigilant. The needs of consumers are
changing rapidly and could catch out any
of the market leaders, particularly as there
is still much in store for this already lively
sector. At present, the main players in the
sector are fighting it out for the future of the
market. But their relative success will also
rely on winning over traditional retail to join
their carefully formed strategic alliances.

“Neither Alibaba nor Tencent are re-
tailers. They’re online ‘real-estate’ players.
So they set up an online marketplace that
other people use to do business,” explains
Weiwen Han, a Partner at Bain & Co.
Shanghai. “For 020, you will also need
brands and traditional offline retailers to
come to your platform, and that requires a
pretty big transformation. You can’t do it
alone, you need to build an ecosystem.”

The principal agrees, saying that, given
Alibaba’s dominance of payments and vari-
ous forms of e-commerce, “[for] any one
company I think it’s going to be fairly dif-
ficult”. But that doesn’t mean the challenge
is insurmountable. “I think the company
that will succeed is the company that will
give the consumer the best user experience,
or customer experience,” she says.

With the battle to offer the Chinese
public the richest and most convenient re-
tail experience set to intensify, consumers
look likely to benefit regardless of whether
Alibaba keeps its treasure.
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ince opening up to the world in the

late 1970s, China has transformed

itself into the world’s leading manu-
facturer, a veritable global workshop. But
‘made in China’ isn’t always what you see
on labels anymore. Instead, other Asian
countries are increasingly fighting to be the
makers of the world’s consumer goods, and
this shift reflects broader changes in China
that have significant implications for its
role in the global economy.

This is the world of ‘China Plus One’ in
which manufacturing capacity is not neces-
sarily moved, but diversified beyond China,
usually to countries in Southeast Asia. The
idea had been discussed and inconsistently
implemented by manufacturers for years,
but China has now reached a point where,
for many business leaders, diversification
is no longer just something to conjecture
about over dinner. Instead, ‘China Plus
One’ has moved to the top of the list of
strategies, with Intel, Samsung, Nike, Fox-
conn and a range of Japanese companies in-
cluding Canon all having pursued the idea
to various extents.

“A ‘China Plus One’, or ‘China Plus
Two’ strategy is definitely an essential
component of any large brand-buying op-
eration due to rising labour costs and short-
ages in China,” said Judith Mackay, Asia
Apparel and License Compliance Manager
at New Balance, when commenting on the
idea to Bloomberg.

A Changing China

This trend is being driven by many factors,
but the main reason is higher labor costs,
with wages having risen significantly in the
past few years, particularly in the coastal
regions that have long served as China’s
manufacturing hubs. A Standard Chartered
report based on a survey of non-mainland
manufacturers operating in the Pearl River
Delta predicted wages in the region would
rise 9.2% in 2014, having increased 8.4%
in 2013.

Underlying the increasing labor costs
are two factors—changes in population and
shifts in government strategies.

China is getting older—the workers
that have powered its economic growth are
nearing retirement age, and the so-called

one child policy means that they won’t all
be replaced. In 2013, the working age pop-
ulation decreased by 2.4 million according
to China’s National Bureau of Statistics, the
second year in a row that the total work-
force declined. As workers become scarcer,
those left are in a position to ask for more.

The other factor underlying rising la-
bor costs is the government’s desire to shift
China towards a consumption-oriented
economy. Wages in many regions are con-
stantly nudged higher by local governments
increasing the minimum wage.

Financial pressures aren’t just limited
to wages—higher real estate and compli-
ance costs have also played a role.

But beyond a desire to keep costs down,
the ‘China Plus One’ strategies of manu-
facturing companies are increasingly being
driven by other factors, particularly risk
diversification and the awareness that there
are other markets to address beyond China.

“Companies are much more conscious
about trying to have robust supply chains
in which you can continue production even
if your principal site of business is facing
some difficulties,” says Peter Petri, the Carl
Shapiro Professor of International Finance
at Brandeis University. “You want to have
a geographically diverse supply base, you
want to have access to markets in many
countries and you want to protect yourself
against a wide range of risks.”

Added to this is the recognition of
the development of Asia as a whole—the
growth of a middle class in many Asian
countries, and thus a growing body of con-
sumers, which makes having a manufactur-
ing presence in those places a much more
sensible idea.

For some foreign companies, it can also
come down to simply being made to feel
welcome. Some Southeast Asian countries
have also been rolling out the red carpet for
foreign businesses, offering incentives and
competitive tax rates. This has come just
as the business environment in China has
become more challenging for many foreign
companies, with labor strikes increasingly
common and a new government that some
have claimed are targeting selected foreign
companies on antitrust grounds.

“A lot of people are sick to death of

China, and angry at China, and feel like
they can’t get a fair shake, and feel like
they’re not really wanted there anymore,”
says Dan Harris, a partner and founder of
Harris & Moure, a law firm with years of
experience in China, and co-author of the
widely respected China Law Blog.

The shift towards the adoption of a
‘China Plus One’ strategy is not necessarily
limited exclusively to manufacturers. Ac-
cording to Chris Devonshire-Ellis, founder
of Dezan Shira & Associates, a specialist
in foreign direct investment practices, the
trend applies to all companies in China,
even service companies such as sourcing
entities. “It’s not just a handful of compa-
nies or a niche,” he says.

Alternatives to China?

An indicator of this growing interest in
Southeast Asia is the fact that in 2013 for-
eign direct investment into the ASEAN-5
(Indonesia, Malaysia, the Philippines, Sin-
gapore and Thailand) outstripped FDI into
China, according to Bank of America Mer-
rill Lynch. It has happened before, but the
difference was more substantial than previ-
ously. This statistic cannot be taken as ul-
timate proof—the bulk of the money was
flowing into Singapore, not a ‘China Plus
One’ destination—but it is still indicative
of an overall trend. In addition to the lead-
ing ASEAN countries, Cambodia, Bangla-
desh and, less credibly, Myanmar are also
touted as ‘China Plus One’ candidates.

But the country most often put forward
as the alternative to China as a manufactur-
ing base is Vietnam. Intel, Samsung and
Nike and other multinational manufactur-
ers have expanded into the country in re-
cent years, attracted by the much cheaper
labor on offer there, as well as attractive tax
incentives. Intel spent $1 billion on its Ho
Chi Minh City facility and has committed
another $21 million to high-level work-
force training, while Samsung’s $2 billion
factory in the north of the country was
granted four tax-free years (the following
12 are half price). In addition, Vietnam has
stated that it will reduce its basic corporate
tax rate to 20% by 2016, five points lower
than China’s.

A quick glance at your clothes might
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reveal the growing preference of garment
manufacturers for Vietnam, but the pres-
ence of giants like Intel and Samsung at-
tests to its appeal far beyond the cheap labor
costs always sought by textile makers. The
Vietnamese government is very conscious-
ly targeting companies in the high-tech sec-
tor with its IT Master Plan, which aims to
improve infrastructure and help the country
meet international standards. Vietnam also
appeals to companies because of its grow-
ing consumer market (the country has a
population of 90 million) and its geographi-
cal position close to global supply chains.
Other countries have their own strengths
too and each place has advantages that ap-
peal to different industries contemplat-
ing ‘China Plus One’. Peter Petri cites the
strength of Thailand’s automobile-related
supply chains and expertise, and Indonesia
for its rich natural resources as industry-
specific strengths of the two countries. “The
important point is that in several Southeast
Asian countries there is now very good lo-
cal industrial infrastructure with which you
can work to make this happen,” he says.
But ‘China Plus One’ strategies are at
this point mainly the preserve of large mul-
tinationals and are much harder to imple-
ment for small and medium-sized enterpris-

es because they don’t have the same level
of resources to call upon when contending
with the challenges that undoubtedly re-
main in these ‘China Plus One’ countries.

Southeast Asian countries have also
benefited from the development of new
trade agreements in recent years. One
of these is the ASEAN-China free-trade
agreement, which reduces tariffs on 90% of
imported goods, although not all countries
are compliant—the remaining ones, includ-
ing Vietnam, are expected to be by the end
of 2015. This will have the effect of open-
ing up the China market to manufacturers
looking to access consumers there, while
still allowing them to take advantage of
what the Southeast Asian countries have to
offer.

“[The ASEAN-China free-trade agree-
ment] will have a significant impact on the
relocation of light manufacturing destined
for the China market,” says Chris Devon-
shire-Ellis.

However, the ASEAN-China trade
agreement is viewed by some as quite a
modest step, and not necessarily the key
driver for businesses weighing up ‘China
Plus One’ strategies. “Although it probably
helps to smooth some of the linkages be-
tween China and ASEAN so that you could

China vs Southeast Asia
How China compares to ‘China Plus One’ countries

Ease of doing business ranking: 90
Monthly minimum wage: $136-296
October manufacturing PMI: 50.4

) ¢ Ease of doing business ranking: 78
Monthly minimum wage: $89-127
October manufacturing PMI: 51.0

Ease of doing business ranking: 114
Monthly minimum wage: $75-202
October manufacturing PMI: 49.2

divide your supply chain a bit more com-
fortably... it’s not an especially ambitious
agreement,” says Petri.

Perhaps of greater importance is the
proposed Trans-Pacific Partnership (TPP),
a proposed US-led free-trade agreement
in the Asia-Pacific region, for which both
Vietnam and Malaysia have participated
in negotiations and which China has been
excluded from. According to Petri, one of
the key benefits for these countries that will
flow from TPP is access to US markets,
particularly in terms of textiles and gar-
ments where US tariffs are still quite high.

“That agreement will be amazing for
Vietnam, it’s almost like it was written for
Vietnam,” says Dan Harris. “A lot of peo-
ple are excited about what TPP can mean
for Vietnam, and they’re doing exploratory
missions to Vietnam because of TPP.”

No Time Soon

But for all this, China still has huge advan-
tages, and the countries looking to cut into
China’s dominance of manufacturing are
still bedeviled by a long list of problems of
their own.

For one thing, China has deep manufac-
turing knowhow, experience and the most
sophisticated supply chain platforms on the
planet, something that rival manufacturing
companies simply can’t compete or repli-
cate. Its infrastructure and industrial clus-
ters give it a huge edge, and China is where
a lot of components will ultimately be
sourced from anyway. It is perhaps unsur-
prising then that at the same time as open-
ing its new factory in Vietnam, Intel opened
an even larger facility in Dalian, with this
factory dealing with the actual manufactur-
ing of chips—the Vietnam factory merely
handles assembly and testing.

“China is just so ready, I mean it’s so
easy,” says Harris. He points to the sheer
wealth of choices that a company has in
China when choosing a manufacturing
partner, even in a single region, and the
country’s ability to produce highly com-
plex goods in such phenomenal quantities.

Moreover, China is a huge country with
many places, principally inland, where la-
bor costs still haven’t reached the same
heights as those in the coastal regions, for
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manufacturing to potentially move to. In
Standard Chartered’s survey of Hong Kong
and Taiwan manufacturers in the Pearl Riv-
er Delta, a shift to inland areas was greatly
preferred to moving capacity out of China.

An HSBC Global Research report in
September identified three such areas:
Beijing, Tianjin and Hebei (nicknamed
“Jing-Jin-Ji”); a “New Silk Road economic
belt” with strong links to central Asia that
includes nine provinces, five of which are
in the northwest; and a Yangtze River eco-
nomic belt upstream from the traditional
manufacturing hub of the Yangtze River
Delta.

In October, Airbus announced plans
to open a completion center for its A330
planes in Tianjin, and Foxconn jointly
opened a laptop production facility in
Chongging in 2012. However skepticism
remains for many companies over the idea
of diversification solely within China given
the concerns that go beyond wage costs. In-
frastructure cannot match that of the coastal
regions, and a high-profile strike at Fox-
conn’s Chongging factory in October also
raises questions of how viable these inland
areas are as alternatives.

However the fixation on costs also
overlooks the appeal China has because
of its growing market. “I think what keeps
companies in China is above all the future,”
says Mats Harborn, Vice President of the
European Union Chamber of Commerce in
China and Executive Director of the Scania
China Strategic Office. “The clear shift is
that companies are now in China for ex-
ploring the Chinese market—companies
are not in China for having China as a pro-
duction base for export... that is the way
we perceive it.”

Beyond having to compete with China’s
strengths, the countries that can potentially
benefit from the ‘China Plus One’ strategy
come with their own flaws. Infrastructure
tends to be less developed than China, and
for Vietnam and others, a huge issue is skill
shortages. “Despite impressive literacy and
numeracy achievements among Vietnam-
ese workers, many Vietnamese firms report
a shortage of workers with adequate skills
as a significant obstacle to their activity,”
noted the World Bank’s 2013 Vietnam De-
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velopment Report.

Organizational structures of businesses
also affect the prospects of ‘China Plus One’
gaining traction. Devonshire-Ellis consid-
ers the management of many firms operat-
ing in China as being too China-centric and
so oblivious to other opportunities in Asia.
“I think there’s a knowledge gap of the fi-
nancial incentives and tax incentives that
are available,” he says, adding that many in
senior management have a vested interest
in staying in China. “There’s a danger for
global manufacturers that are in China and
relying too much on their China-based ex-
ecutives [and] Chinese executives to dictate
the future of the China operations.”

The practical limits of ‘China Plus One’
strategies are also revealed by examples of
companies that talk about it, but have so far
not actually made the move. In February
2014, Foxconn signed a letter of intent to
invest $1 billion in Indonesia, claiming that

more detail would be forthcoming within
three to four months, but as yet no actual
investment has materialized. In September,
Chatib Basri, the then finance minister of
Indonesia, told Reuters that Foxconn’s de-
mands for free land and generous tax incen-
tives were unrealistic.

That is not to say that China should be
sanguine about the situation, even if ‘China
Plus One’ perhaps doesn’t represent an im-
mediate and significant threat to mainland
manufacturers. The fact that talk of such
strategies refuses to die down, and on the
contrary has become more intense, illus-
trates the very real concerns of some com-
panies about China’s business environment.

“How many of those [companies
considering ‘China Plus One’] are actu-
ally pulling the trigger? Not that many,
not a large percentage. But they’re getting
ready,” says Harris.

The concerns are part of the overarch-
ing shifts in China’s economy as it moves
from being the low-cost workshop of the
world to being a country based on con-
sumption and higher-value manufacturing.

In fact, if anywhere does look set to
take the “factory of the world” mantle from
China, it is perhaps a country that, although
sometimes mentioned in the context of
‘China Plus One’, is nonetheless too large
and full of potential to be merely a supple-
ment to a neighboring nation’s manufactur-
ing might: India.

India today finds itself in the same de-
mographic sweet spot that China was in
years ago, and it currently benefits from a
strong, business-friendly national govern-
ment with a mandate for reform. Devon-
shire-Ellis points to China’s agreement in
September to invest $20 billion over five
years in Indian infrastructure as a sign that
China is ready to “pass the baton”.

“If you have an increasingly wealthy
Chinese society, that still means they need
cheap goods, and if Chinese labor is becom-
ing expensive and cannot provide that, then
China’s consumers need to be able to obtain
those cheap products from another market,”
he says. “Frankly, it’s only India that has
the workforce size and the cost base that is
able to provide the huge Chinese market
with the low-cost products it requires.”
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hina’s notoriously tricky business en-
Cvironment is becoming ever tougher,

with the past few years having seen
companies become engulfed in all sorts of
scandals and crises. From false alarms and
set-ups to genuine health scares, global
names such as McDonald’s, Fonterra,
Nikon, Apple, Starbucks and Volkswagen,
as well as lesser-known local brands, have
all found themselves in the crosshairs of
Chinese public opinion.

The difficulty of handling a crisis in
China is particularly acute for foreign busi-
nesses, putting them in a situation where
their handling of a scandal at times strug-
gles to replicate the efficient and proper
response they could deliver on their home
turf. Although certain crisis management
ideas might cross borders, China demands
its own set of tools and responses—in terms
of dealing with its rambunctious social me-
dia, increasingly discerning consumers and
a powerful government, there is plenty for
businesses to get to grips with. Along with
exercising due diligence at operational and
strategic levels, it is essential that compa-
nies come to China with a proactive crisis
strategy in hand.

For those that don’t, the costs can be
severe: McDonald’s, rocked by a tainted
food scandal in July 2014 after its Chi-
nese supplier was recorded repackaging
contaminated meat, saw sales in the Asia,
Middle East and Africa region fall 7.3%
that month. Meanwhile KFC is still strug-
gling to rebound from a 2012 scandal that
found the company peddling chicken with
elevated levels of growth hormones, fol-
lowed by charges that the brand’s ice cubes
were dirtier than toilet water. Clearly, with
the rewards of the Chinese market so great
and the reaction to any scandal strong and
swift, much is at stake. China’s growing
team of crisis specialists have become a
vital source of guidance in this treacherous
environment.

Damage Limitation

Even the most stellar operators in China
aren’t immune to outbreaks of bad public-
ity. “I think, number one, I want to say:
every single company has the risk of cri-
sis,” says Linda Du, Managing Director of
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APCO Worldwide’s Shanghai office. To
Du, a specialist in developing corporate
communication programs in China for 17
years, crisis prevention is always prefer-
able to managing a scandal that’s already
broken. “If time and budget allows, I'd like
to put 80% of the time in crisis prevention
instead of crisis management,” she says.
“If any issue or problem escalates to a cri-
sis situation, your company’s interests and
brand have already been damaged.”

To avoid such a scenario, Du suggests
companies take an internal audit with man-
agement, legal, PR and department heads
from across the company to identify differ-
ent areas that could escalate into crisis. This
includes studying the experience of similar
companies. “Know your risk,” says Du, and
then put your crisis management systems in
place. This includes training executives,
implementing a media and monitoring alert
system and making sure that everyone,
from the China teams to staff back at head-
quarters, knows how to respond.

“Global teams should adopt the crisis

management role consistently across the
company and know how to alert all of the
regional players,” she says. It’s also im-
portant that the China team knows how to
work with the other global players.

If a crisis arises, a quick response is of
the essence, even if it’s simply to acknowl-
edge that an incident has occurred. A com-
mon blunder is to jump to conclusions or try
to cover up the incident entirely. “Nobody
expects you... to know what happened
[within a few minutes or within an hour],”
Du explains. “But acknowledge there’s a
problem,” she says. A simple statement that
recognizes the issue and promises to follow
up with more information demonstrates
transparency and control.

“It’s good to have a reaction plan in
your top drawer,” says Torsten Stocker, a
Partner at A.T. Kearney and based in Asia
since 1996. This includes anticipating vari-
ous crisis scenarios, many of which vary by
industry. “For a food company, issues with
suppliers are obvious,” he says, referring
to China’s infamously fragmented supply
chains. Meanwhile, clothing companies
should consider what happens if chemi-
cals seep into the product line. “Know who
needs to do what, who you need to call,”
he says.

“People want to see a company in con-
trol, and proactively manage a situation
rather than see them avoid communication
and try to hide,” says Du.

Consumer Rights Day

Just as some crises can be anticipated, one
particular date—Consumer Rights Day,
on March 15—carries a particularly high
risk of scandal. Riding a rising tide of con-
sumer sentiment, the event is celebrated in
China with an annual expose broadcast by
the state-owned channel CCTV devoted
to publicly shaming companies allegedly
short-changing Chinese consumers.

Recent programs have accused Mc-
Donald’s of repackaging expired meat (the
company had faced the same accusation in
2012, along with Carrefour), Volkswagen
of selling cars with faulty gearboxes and
Nikon of selling cameras with defective
lenses. Two years ago, Apple was accused
of passing off sub-par warranties and re-
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cycled phone parts to Chinese customers.

“The CCTV World Consumer Rights
Day broadcast has been around since the
nineties but it has definitely become more
prominent in the last 4-5 years,” says James
Roy, Associate Principal at China Market
Research Group in Shanghai.

Du, for one, puts in plenty of prep
time on the eve of CCTV’s annual report,
also known as the 3.15 Gala. “We plan a
number of scenarios for them,” she says
of her clients, describing crisis simulation
exercises that account for hypothetical is-
sues with the storefront, the food, employee
compliance and various supplier problems.
A draft statement, pre-approved by Le-
gal, is ready to be filled in with specifics
and pushed out. “You can’t just sit there
and have the print-out guide[s],” says Du,
noting that crisis simulation, once unique
to high-risk industries like chemicals, has
become a new trend among companies in
China. “Through exercise, the management
team learns a lot.”

It’s also important that brands identify
a local decision-maker to make the tough
calls—“the person who can say, let’s recall
this product, let’s shut down this store,”
says Du. “If you don’t have a decision-
maker in the region, all the good systems,
all the good media relations won’t work.”

Complicating matters is the complex-
ity of China, where language barriers, the
political structure and cultural nuances only
add to the time delay. The traditional com-
mand-and-control structure—where senior

management issues directives from the cor-
porate headquarters, which may be many
times zones away—also wastes precious
time, compounding the crisis unfolding
in the online world and lending additional
brand damage.

“You have to empower people on the
ground,” says Brian West, Fleishman-
Hillard’s Managing Director of Reputa-
tion Management, Asia Pacific. Not only
because they are working in real time, but
because “local teams understand the social
and political nuances of the market they’re
working in.”

The New Order

Each year CCTV’s consumer rights pro-
gram elicits a heated discussion across
China’s online platforms, where millions of
increasingly vocal Chinese gather to voice
their opinions and frustrations. For the un-
fortunate stars of the broadcast, this social
media chatter sets them scrambling to miti-
gate brand damage and emerge with their
reputations intact.

“Chinese consumers have always fol-
lowed product safety scandals very closely
but social media, especially Sina Weibo
(China’s Twitter), since posts are public
and searchable (unlike the more private
WecChat), has really amplified a lot of the
discussion around brand exposes and fo-
cused more attention on programs like the
March 15 program,” says Roy.

Companies that find themselves envel-
oped in scandal as a result of the CCTV gala

have found the timeliness of their response
makes all the difference. Revelations from
the program are quickly reposted, leading
to a lively, heated debate over Weibo, in
turn generating thousands of comments and
re-posts.

When McDonald’s was targeted in
2012 over allegedly repackaging expired
meat, within an hour the company had
posted a sincere apology and promised an
investigation and immediate closure of the
offending outlet, all the while welcoming
government and media supervision. Car-
refour offered a similar response after fac-
ing the same accusation, but because their
statement was posted 30 minutes later than
McDonald’s, it was accused of being “a
follower” and “less sincere”, according to
joint research by Ogilvy and CIC.

In this digital landscape where scandals
can quickly erupt and go viral, social me-
dia confronts brands with risks beyond an
annual consumer rights program, but also
opportunities.

“The threat of social media is clearly
that it’s a game-changer that one person
can ignite the crisis and amplify it around
the world,” says West, describing what he
calls the “new order of crisis management”.
In this new order, speed is of the essence.

“Before we used to talk in terms of
the traditional news cycle,” he explains,
drawing from three decades of experience
in the field. But whereas companies once
worked against print publishers’ daily 3pm
deadline, social media has transformed the

How To Limit the Negative Buzz

Volkswagen'’s (VW) swift response to a CCTV expose minimized damage to its brand
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business landscape so that modern compa-
nies don’t even have that long to respond.
“News no longer breaks, it tweets,” he says.
“Crises move at the speed of a tweet, and
that can mean a thousand of them a sec-
ond.”

Pointing to 2013 research from the law
firm Freshfields, West says that because
28% of crises go global within the first
hour, there’s no longer such a thing as a lo-
cal crisis. “But it still takes corporations on
average 21 hours to issue a meaningful re-
sponse,” West explains. And in today’s era
of instant communications, that’s no longer
fast enough.

Meanwhile, a misstep can prolong a
crisis by days or weeks. In 2012, the 3.15
Gala accused both Volkswagen and Apple
of selling defective products. After the re-
port aired, the automaker instantly apolo-
gized and soon recalled over 380,000 ve-
hicles with faulty gearboxes, nipping the
crisis cycle in the bud after only 24 hours.
But Apple, which had been accused of is-
suing sub-par warranty policies and phones
made with recycled parts, initially ignored
the report. It was 14 days before Apple fi-
nally gave a comprehensive apology and
updated its iPhone warranty. By that time,
Tim Cook, CEO of Apple, was running full
page apologies in Chinese in a desperate ef-
fort to restore the brand’s image.

“Safety issues aside, consumers are in-
creasingly demanding higher levels of ser-
vice,” says Roy of China Market Research
Group. “They want to be respected. The
perception that Apple offers different war-
ranty policies in China than it does in the
US hurt its image. While there’s no surefire
way to avoid being at the center of a brand
crisis, one thing brands can do is offer the
same levels of service in China as in their
home markets and around the world that
shows respect and is always viewed as a
positive by consumers.”

But the opportunities that come with
social media include allowing companies
to bypass traditional media channels and
connect directly with customers. “They can
use social media to respond quickly —but
also directly—to key stakeholders,” West
explains. “They no longer have to rely on
traditional media filtering the news or run-

ning their side of the story.”

Now companies can post a video of the
CEO to their website or channel on a video
sharing website, then tweet or blog about
it to drive traffic just as people are starting
to form opinions about the brand. “You can
intervene in that conversation and drive
traffic to your website where the facts are,”
says West. “That’s really taking control of
your destiny and using social media for that
ability to communicate direct.” But these
digital “newsrooms” are complements, not
replacements, to the traditional crisis man-
agement structures.

Last fall, when Starbucks was accused
by CCTV of charging higher retail prices
in China, the company leveraged a variety
of media channels to successfully steer the
conversation. “They managed it really well
through their social media,” says Du, recall-
ing how the Seattle-based retailer took to
social media shortly after the CCTV report.
There the coffee giant casually pointed to
China’s larger social issues—including
pollution, and housing—and poked fun at
the broadcaster for using a foreign brand to
deflect attention from China’s more press-
ing concerns.

“It was kind of casual teasing,” Du says,
intended both to shape popular opinion and
enlist support. But the company’s official
statement was very different as it adopted a
more polite, courteous tone when address-
ing the government. In the end, popular
opinion tipped in favor of Starbucks, and
people chided CCTV for failing to grasp
basic market principles.

“It’s very interesting to see this com-
pany, over the years, how they’ve learned
how to handle crisis in China,” says Du, re-
ferring to Starbuck’s first China crisis back
in 2007, when public outrage led the com-
pany to shutter a controversial outlet in the
Forbidden City in Beijing.

That incident also demonstrates the
variety of external risk, on top of the usual
operational challenges, faced by companies
in China. And if an industry suddenly pops
up on the government’s radar, as was the
case in a recent string of anti-monopoly
cases that targeted foreign auto-makers
and IT providers this summer, there’s little
companies can do. “If there’s a drive on the

government agenda, then the whole indus-
try will face challenges,” says Du.

West agrees: “Remember who’s the
boss. That’s the reality you’ve got to deal
with. You’ve got to understand the envi-
ronment you’re going into and be sure your
business model and everything else stacks

2

up.

Due Diligence

Avoiding scandal requires regular reviews
of policy on the part of companies, says
Jeremy Gordon, Director of China Busi-
ness Services and author of Risky Business
in China. “They must also conduct due
diligence and testing on the supply chain to
ensure that faulty or dangerous materials do
not slip in unnoticed.”

The reality that food suppliers are re-
sponsible for their supply chain due to
being the interface to their customers has
burned many multinationals working in
China, including KFC and McDonald’s.
McDonald’s latest food scandal, when a
major supplier was charged with serious
food safety violations, was compounded by
that fact the company didn’t initially realize
it was expected to handle the supplier’s PR
crisis. That company, OSI, which is also
based in the US, operated under the out-
dated command-and-control model, render-
ing them unable to deliver an adequate or
timely response.

McDonald’s later stepped in try to sal-
vage the damage, but valuable time had
been lost and the crisis had already spiraled
out of control online.

“China is a fast-moving market, and old
assumptions can quickly become outdat-
ed,” Gordon says. “It is important to make
sure that market research and risk analysis
is up-to-date, and specific to the business’s
needs.” Business intelligence and good
relationships (better known in China as
“guanxi”) can also help reduce the risk of a
crisis occurring in the first place.

But when a crisis does hit, proper prep-
aration can still save the day.

“In our industry, the success is not to
lower or shorten the crisis period,” says Du.
Rather, the successful cases are the ones
nobody ever hears about. “We kill them in
our war room.”
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Business Barometer

Tempered
Optimism

After a challenging year, entrepreneurs have regained some
of their confidence, but only just

October, lower than last month’s index of 54.4, but

still above the confidence threshold of 50. Each month
CKGSB’s Case Center and Center for Sustainable and Inclusive
Growth conducts a survey of leading entrepreneurs in China to
gauge and track changes in their business sentiment. The result
is the CKGSB Business Conditions Index (CKGSB BCI), direct-
ed by Li Wei, Professor of Economics and Emerging Markets
Finance, which provides a barometer on the state of the economy
as viewed by China’s entrepreneurs. While a downward trend
set in during the first quarter of the year, Q2 and Q3 have seen

The CKGSB Business Conditions Index reads 51.6 in

data rising. China’s macroeconomic conditions now appear to
have stabilized. But compared with last year, risks of a downturn
remain. In the questionnaire respondents indicate whether their
firm is more, the same, or less, competitive than the industry
average (50), and from this a sample competitiveness index is
derived (see Industry Competitiveness Index). Consequently, as
sample firms are in a relatively strong competitive position in
their respective industries, so CKGSB BCI indices are higher
than government and industry PMI indices. Users of the CKGSB
BCI index may thus focus on data changes over time to forecast
trends in China’s economy.

Some confidence is back...

CKGSB Business Conditions Index
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...even as indicators are worsening
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Sales and profits maintain their downward trend... Looking to the four composite indices,
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corporate sales have fallen slightly from
69.5 to 68, indicating companies are still
optimistic about sales in the next six
months. The profits index has fallen from
58.2 to 53.4. Survey respondents expect
labor costs to increase, based on the in-
dex rising from 87.2 last month to 89.4
this month. Total costs are expected to
fall, with the index dropping from 84.7 to
81.2. These costs indices have wavered,
but as they have remained consistently
high, this is not particularly significant.
The consumer price index has fallen,
registering 52 this month, a drop on last
month’s figure of 58. Entrepreneurs ex-
pect consumer prices to rise marginally
in the next six months. The producer
price index has risen from 49.2 to 50.5,
crossing the confidence threshold for the
first time since December 2013. The in-
ventory index has rebounded, implying
that overcapacity has eased.

...while costs continue to fluctuate Producer prices creep up and consumer prices take a dip
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Why The Seeds 0f Humanity Must
Flourish In Business Education

Business schools typically have a commerce focus, but the study of
humanities is essential for the next generation of business leaders

hina’s economy has become truly
Cglobalized over the past 30 years,

but the mindset of Chinese business
leaders has not always kept pace. Multina-
tionals from across Europe, America and
Asia have contributed significantly to the
economic progress of China thus far, but
for companies that wish to remain competi-
tive in this economically open and global-
ized China, an ability to leverage resources
globally will be critical. This, in turn, will
require a global mindset and perspective.

Another pressing issue facing us today
is the collective myopia of humanity. No
political or business system in either the
East or the West truly encourages and nur-
tures long-term planning. Climate change
is one such manifestation of this structural
governance problem, but this myopia could
lead to even more catastrophic problems. In
this respect, we urgently need to instill the
values of a long-term vision into our politi-
cal and economic governance systems.

In response to these two critical chal-
lenges, CKGSB became, in 2004, the first
business school to systematically incorpo-
rate humanities courses—namely religion,
philosophy and history —into its manage-
ment education curriculum. I am a firm
believer that a serious commitment to the
humanities, alongside more traditional
business-oriented courses, is crucial in de-
veloping next generation business leaders.
The focus of the humanities on a broad
range of cognitive and emotional worlds,
and moral and ethical complexities, will
help our future business leaders to work
with global and diverse teams.

The benefits that this brings are numer-

ous and varied. Notably, our alumni will
have a more holistic view on how and why
to do business. Regulation in the business
environment is essential in today’s world,
but correct practice should start from with-
in, and study of the humanities can help en-
sure this element of proper conduct.

At CKGSB, we believe that tomorrow’s
business leaders need not only be globally
competitive, but they need to compete and
collaborate with empathy and compassion.
The seeds of humanity are also essential in
this regard, providing inner strength and
substance to our leaders that they cannot
find in other areas. But we need to go be-
yond traditional cross-cultural communica-
tions skills to develop that inner strength:
the next generation leaders must be able to
function well in increasingly more complex
ethical situations that require both princi-
pled and open-minded systems of corporate
conduct.

Perhaps the most unsettling trend in
the world today is the complete absence of
long-term consideration, as we hurtle down
the path to disaster, oblivious to what we
will find at the end of the road. This collec-
tive myopia of humanity can be found in
every political system from East to West,
whereas what we need instead is a long-
term view of not just 10-20 years, but of
100-200 years. The responsibility to instill
this much longer perspective in the next
generation of business leaders inevitably
falls on business schools around the world.
The humanities can impart this long-term
outlook, which can gradually work to miti-
gate the myopia.

The proliferation of so many new tech-

By Xiang Bing, Founding Dean of CKGSB

nologies and social disruptions in today’s
world has created unforeseen challenges,
as evidenced by the Occupy movements,
street protests, ethnic tensions and prob-
lems caused by a widening income gap.
Exposure to the humanities will be valu-
able to business leaders who can anticipate
and demystify the potential impact of these
economic, political and social disruptions.

The rise of the East necessitates deep-
er two-way traffic with the West, and the
promotion of the humanities also plays a
role in this dialogue. The West has long
been the dominant partner when it comes
to science, technology and economic de-
velopment, but the East must show that it
can now contribute on an equal footing. As
we continue to grapple with sustainability,
among many other issues, we may need to
redefine the relationship between man and
nature. CKGSB Humanities Professor Tu
Weiming has taken a leading role in this
area, through his exploration of Confucian
Entrepreneurship, which focuses on the
dialogue between Confucian scholars and
entrepreneurs to enrich the identities of our
business leaders.

Finally, many of our students are al-
ready rich when they come to our school,
but I want our alumni to also lead an en-
riched life, and, if possible, an enlightened
one. My hope is that they will be individu-
als who are full of passion as well as re-
sponsibility, joy as well as profit. A
thoughtful synthesis of the humanities to-
gether with business courses is an impor-
tant step to helping leaders develop such a
synthesis in their lives and their businesses,
resulting in a better world for us all.
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ultancies are facing questions in China.
nese companies capitalize on the moment?

By Suzanne Edwards
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n June 9, 2014, in an interview with

China Daily, veteran management

consultant in China and Founder
of Gao Feng Advisors Ed Tse had some
choice words for American executives in
his industry of management consulting,
claiming that CEOs “just want to sell the
same thing everywhere”.

Tse, who had previously served as
Chairman and Managing Partner of Booz &
Co.—before it was acquired by Pricewater-
houseCoopers to become Strategy& —and
Boston Consulting Group (BCG) respec-
tively, would later soften his stance, but not
back down from the idea that there was a
detachedness that was endemic to foreign
consultancies in China.

If true, China arguably needs to build
the profile of its own consultancies, such
that they can compete not just domestically
but internationally as well. “China has no
representation in the knowledge-based in-
dustries outside of China,” Tse says, hoping
that his still-young Gao Feng can change
that status quo.

Tse is apparently not the only one
who’s seeking to reshape the consulting
landscape in China. In May, the Financial
Times reported that the central government
had banned state-owned enterprises (SOEs)
from having ties with US consultancies,
which was seen as a tit-for-tat move after
the US government’s indictment of a hand-
ful of People’s Liberation Army officials.
To compensate for any consulting gap, the
same report stated that the government was
in the process of forming its own consulting
institute of sorts.

The government’s moves unearthed
a question that undoubtedly crosses ev-
ery consultancy client’s mind at one point
or another: what value are the household
name consultancies bringing in China, and
is there an alternative?

Zennon Kapron, founder of Kapron
Asia, a financial and technology consultan-
cy, says the entanglement of the big-name
consultancies and say, the state-owned
banks for example, is significant, and not
without good reason.

“The level of penetration that [these
consultancies] have with some of the banks
in China leads me to believe that there’s a

significant benefit to having the companies
involved,” says Kapron. The enterprises
wouldn’t go out of business if no longer
allowed access, but some of the signifi-
cant growth that has occurred over the past
five years as a result of those relationships
would definitely slow.

A Country Un-consulted
Emerging from the pre-reform era without
any significant expertise in management,
China represented fertile ground for the ti-
tans of the consulting industry.

“Twenty years ago, there was no notion
of what management was,” says Tse. “A
lot of [good] management principles came
from the large consultancies in the past.”

And those prospects for growth still hold
true. In 2013, the market grew to roughly
$2.9 billion in size, a 10% increase from the
market size in 2012 according to UK-based
Source Information Services. But numbers
can vary widely from one research report
to another. In 2012, IBIS World estimated
that total revenue from the industry stood at
$14.7 billion. Nonetheless, industry insid-
ers and researchers agree that overall, the
domestic management consulting industry
is young, and can only grow going forward.

A few things contribute to the lack of
consensus on what this industry is worth in
China. Firstly, the most well known firms
are private companies, making information
contingent upon their own openness.

That said, they do give some indica-
tion of the scope of their operations—on its
website, McKinsey states that its Chinese
operation has 55 partners, over 300 consul-
tants, 100 research staff and more than 200
professional support staff. The company
states that it has 9,000 consultants in total.

Others are less forthcoming, but BCG
still reveal that they have 250 professionals
and 200 clients, while Bain and Company
say they have 150 consultants in China.

The second reason for the lack of clarity
surrounding the consulting industry is that
the definition of management consulting
can vary, but it is generally understood that
there are two different kinds.

One is operational management con-
sulting, for example supply chain optimiza-
tion in the fabrication of medical equipment

parts. The other is strategic management
consulting, which deals more in overall
strategic questions such as market entry,
marketing and change management.

The former has typically been the prov-
ince of Chinese consulting firms says Tse,
as they’re more connected to the operation-
al players. The latter on the other hand, has
been cornered by large Western firms. In
either case, consultancies can benefit from
China’s numerous fast growing industries

For Chinese companies, the benefits of
large Western consultancies can sometimes
be reduced to share-price padding. When a
Chinese company has an interest in an IPO
in the US, hiring a big-brand consultancy
is one way to boost the initial valuation of
the shares—it instills confidence in inves-
tors that the company in question has a
handle on their strategy. However, at times
a company may have no intention of using
the services provided by the companies in
earnest, and merely use the consultancies
as window dressing, says Ken Zhong, Busi-
ness Development Director for building
materials company CRH in China.

“This can make their image to the pub-
lic a little better,” says Zhong. “The value
is still there, but I think that if I just weigh
the recommended strategy, whether it [can]
work or not, there’s no guarantee [of the
value beyond branding].”

Window dressing may be the starting
point, but the ‘high-caliber’ organizations
will make good on the opportunity to show
what they can really do, solving one prob-
lem and identifying several more along the
way, says Kapron.

Looking the other way, regulatory pres-
sure on foreign tech companies has them
seeking out more consulting from providers
who can anticipate the chess moves of the
government and correctly interpret the im-
plications of them. For consultancies, these
companies’ woes have a silver lining—now
more than ever these foreign tech compa-
nies in China need boots on the ground to
assist in navigating hostile regulatory wa-
ters, says Kapron.

What the People Demand
There are a few different categories of con-
sultancy consumers.

46 / CKGSB Knowledge 2014



Winter 2014

Firstly, there are Western companies
wanting to enter China for the first time.
For all of the punditry claiming the end of
China’s appeal to foreign companies, the
country hasn’t completely lost its luster
yet. Foreign direct investment actually rose
in the first half of 2014 by 2.2% reaching
$63.33 billion according to official govern-
ment data.

The second category is smaller pri-
vate Chinese firms looking for operational
consulting in niche areas, the demand that
really drives smaller and more specialized
Chinese consultancies such as Shanghai-
based Younger Niche Logistics, which
consults mostly on companies navigating
customs in China. Another example is
Beijing-based HeJun Consulting, which
focuses on IPOs.

Tse says smaller local consultancies
thrive in this area as small and medium-
sized enterprise owners really seek consult-
ing services through personal relationships,
and these clients want a how-to guide on
implementing the strategy set forth by the
consultancy. This varies from what strate-
gy-focused consultancies tend to offer.

Western clients, however, want strate-
gic consulting without the follow-through
guide, whereas Chinese clients want a prac-
tical guide to implementation.

The third category is the most conten-
tious: SOEs. The banks in particular have
benefitted at home and abroad from their
work with large Western consultancies ac-
cording to Kapron. They are of no small
importance to the consultancies either—
McKinsey’s website states that 30% of the
clients in China are SOEs, with only multi-
nationals making up a greater proportion of
their client list.

As such, it’s doubtful that any of the
big consultancies would want to compro-
mise these relationships. Kapron says it’s
highly unlikely that McKinsey, Bain or
BCG would risk corruption compliance to
provide Chinese company secrets to the US
government or US corporations, which was
no doubt a consideration when the reported
ban was being brought in.

These relationships don’t only have
a short-term value, and Kapron feels that
SOEs are extremely important to the long-

%

China has no

representation in
the knowledge-
based industries
outside of China

Ed Tse
Founder
Gao Feng Advisors

term expansion of a company like McK-
insey. The mutual desire to collaborate
is driving some Chinese companies to go
through intermediaries that are fronting for
the larger consultancies in order to avoid
any illicit collaborations, according to
Kapron.

End of an Era?

There’s been a demographic shift in the
talent at large consulting firms, according
to Tse. Whereas in the past companies fa-
vored the recruitment of seasoned industry
experts, now they have evolved to favor
young talent fresh out of business school.
Tse says that upmarket strategy consultan-
cies now prefer to train up young recruits,
made more appealing by their markedly
cheaper salary requirements.

The workforce also tends to skew to-
ward the young in the big consultancies in
part because of the culture —given the cost
that comes with hiring them, consultants
are expected to put in the work, leading to
burnout for many, and expectations of rapid
progression results in a high turnover when
inevitably some don’t make it up the ranks.

Whatever the exact reason, this ten-
dency towards younger personnel suits
Western clients that are seeking strategy
consulting, where business fundamentals
play a bigger role. But for Chinese clients
who want a practical growth guide, this
personnel make-up does not instill confi-
dence.

Large consultancies like Bain, BCG
and McKinsey have been called out over
the course of decades for simply recycling
proposals from previous clients for new
ones, no matter how different the circum-
stances. Such was the accusation of Martin
Kihn’s 2006 ex-insider memoir House of
Lies: How Management Consultants Steal
Your Watch and Then Tell You the Time,
which was published after having worked
a three-year stint at Booz Allen Hamilton.

Tse philosophizes that the Western
companies don’t have the Chinese market
in their business “DNA”. It’s a criticism
that the large consultancies are no doubt
aware of and familiar with—McKinsey
boasts that over 90% of its consultants in
China “are of Chinese descent and speak
fluent Mandarin as well as one or more dia-
lects of Chinese”.

Not that Zhong, Tse or Kapron shy
away from professing that the consulting
agencies mentioned in the Financial Times
report have added great value to their cli-
ents’ business, including SOEs.

A spokeswoman for BCG told Fortune
in October that there has been no discern-
ible change in their China business since the
May Financial Times report. As predicted,
in the absence of an official announcement,
SOE:s are proceeding with their established
relationships. If the government has truly
reneged, that’s a strong affirmation of the
importance of the consultancies to China’s
national champions. But experts agree
that there is an increasingly high premium
placed on practical implementation issues,
where Chinese firms have an edge.

Ultimately, though, Chinese consultan-
cies will have to rely on their own prowess
and evolutions in the marketplace to make a
place for themselves in management con-
sulting, since the government is plainly not
intending to undermine some of China’s
largest companies, at least not yet.
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A Lightweight .o chne, butwit

succeed at the second attempt?

in China

If Amazon and its Founder, Chairman Amazon has been operating in China for | Business Administration at Boston Uni-

By Ana Swanson

and CEO Jeff Bezos have one single | roughly a decade with dismal results. In versity School of Management, of Ama-
guiding principle, it’s relentless ex- 2013, Amazon’s China site Amazon.cn had zon in China.
pansion. From e-commerce to drones a miniscule 2.7% of the business-to-con- What frustrates Amazon sharehold-
to web services, Amazon has resolutely sumer (B2C) market, according to tracking ers and amazes many onlookers is that
extended its reach across a whole range by Observer Solutions, an e-commerce re- this unimpressive performance comes
of sectors. But there’s one place that its search and advisory firm. in one of the world’s most promising
ambitions have hit the buffers: China. “It’s alive, it’s doing reasonable busi- markets. The Chinese e-commerce mar-
In contrast to its gargantuan market | ness, butit’s a very minor player in China,” ket grew a stunning 41% in 2013 —three
share in the US and many other markets, says Justin Ren, Associate Professor of times faster than overall Chinese retail
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sales—to reach nearly $300 billion, accord-
ing to the Ministry of Commerce.

Despite still being a developing market,
China is already one of the most wired re-
tail markets in the world. In 2013, online
shopping accounted for 6.3% of all retail
sales in China, compared with less than 6%
in the US, and this figure is expected to at
least double by 2015.

As Alibaba, Amazon’s chief rival in
China, was preparing for its IPO earlier
in 2014, Amazon China made a series of
interesting announcements hinting at a
concerted turnaround effort. In May, it un-
veiled a $20 million investment in Yum-
my77, an online grocery sales site. In July,
it appointed Doug Gurr, a former Amazon
global vice-president in the UK, as its new
China president. Then in August, it re-
vealed that it was setting up operations in
Shanghai’s new free-trade zone (FTZ), an
innovative move that would allow it to both
import more goods from abroad into China,
and export more Chinese-made products to
consumers around the world.

In a statement to the BBC just after the
FTZ announcement, Gurr said: “We seek
to be the most customer-obsessed online
shopping platform with vast selections,
competitive price and most convenience
in China.” He added that the newly an-

nounced FTZ partnership would help real-
ize that ambition.

But for all that intent the question re-
mains: why has a company that is known
around the world for innovation lagged so
far behind in China? And can Amazon’s
new venture in the FTZ actually help turn
its performance in China around? That is
the multi-billion-dollar question.

History Lessons
Amazon’s time in China since 2004 has
been dogged by troubles—delayed product
launches, onerous regulations, problems
with piracy and fierce competition.

Amazon first entered China through
its purchase of an online bookseller named
Joyo.com for $75 million. At the time of the
acquisition, Joyo was China’s largest on-
line retailer of books, music and videos, but
rampant piracy of such products in China
quickly stymied Amazon’s new venture.
Many Chinese websites were already of-
fering e-books for free, and local e-readers
competing with Amazon’s Kindle often
came preloaded with hundreds of books.
All this made people unwilling to pay
much—or anything at all—for Amazon
Joyo’s products.

This situation was a particular chal-
lenge for Amazon, says Ren of Boston Uni-

The History of Amazon in China

The American e-commerce giant’s fitful development

Joyo is still China’s largest
online bookstore

Amazon Joyo rebrands as
Amazon.cn

Kindle launched
in China

Source: Amazon

Amazon enters China with
P purchase of Joyo.com

Joyo rebrands as Joyo Amazon

Amazon’s China

e-bookstore

launched

Amazon announces new moves
relating to its Chinese operations

versity, as it turned its American business
model on its head. In the US, Amazon sells
hardware like the Kindle almost at cost, but
then makes money by selling content for
that device. In China, that strategy stood no
chance.

Instead, Amazon’s Joyo gradually
shifted into other product segments where
counterfeiting was harder, such as clothing
and electronics. The company continued
with direct sales, but also offered a platform
for independent buyers and sellers. In 2011,
Amazon dropped the Joyo brand entirely
and rebranded itself as Amazon.cn.

Then came regulation issues and prod-
uct launch problems. It took many years
for Amazon to gain regulatory approval to
launch its full suite of e-reader and tablet
products because in China a wireless prod-
uct requires approval from three different
government agencies.

Regulatory hurdles also delayed the
launch of Amazon’s cloud service, mean-
ing that the company launched its China
e-bookstore in December 2012 without
even a release date for its Kindle e-reader.
Amazon didn’t launch its Appstore in Chi-
na until May of 2013, more than two years
after other countries. And before the Kindle
was launched in July 2013, Amazon was
only able to sell books in China through
Apple or Android devices—all competi-
tors’ products.

Regulatory barriers may hobble Ama-
zon China in its next phase as well, espe-
cially in the hot field of internet finance.
Chinese companies like Alibaba, Baidu
and Tencent have begun offering online
investment products and payment solutions
to attract consumers to their platforms, in-
novations that have helped these companies
increase and solidify their market share.
And all three now also offer their own on-
line payment tools similar in functionality
to PayPal, facilitating smooth and easy
e-commerce purchases. Amazon doesn’t
have Chinese regulatory approval to par-
ticipate in such a business, and it has not
revealed any plans to join the market.

“Once the payment circle is closed,
it’s going to significantly advance people’s
propensity to shop on [Alibaba’s consum-
er-to-consumer (C2C) site] Taobao and
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Tencent,” says Sun Baohong, Professor of
Marketing at the Cheung Kong Graduate
School of Business.

Finally, tough competition from local
players has played its part. Joyo’s market
share fell from about 10% in the mid-2000s,
as local companies recognized the opportu-
nity presented by online retailing. Alibaba
has long been the dominant player in China,
but it has been joined in recent years by
brick-and-mortar stores like Suning and
Gome, online retailer JD.com, internet
companies including Tencent and Baidu,
and e-commerce sites such as Vancl, Yi-
haodian and Dangdang, which specialize in
clothing, groceries and books, respectively.

Customers in China tend to see Ama-
zon as being a respectable but very minor
player. When asked about Amazon, con-
sumers say positive things about the com-
pany; the problem is that typically they do
not think much about Amazon at all.

Irene Zhang, an avid online shopper
who hails from China but now works as
a consultant at the World Bank in Wash-
ington, D.C., says Amazon.cn has a good
reputation in China for selling books, CDs
and DVDs. “T used it when I was in China,”
she said. “My impression at that time was
that Amazon China was only good if you
want to buy books. If you want other prod-
ucts, it was better to go to other websites
like Taobao.”

Also illustrating some of Amazon’s dif-
ficulties is Monica Chang, a frequent user
of Taobao from the northeastern city of
Dalian. She says she wishes she had more
online shopping choices “because different
places have more services, such as express
delivery, global sales and customer service
rights.” However, when asked about Ama-
zon, she simply responded that it was un-
popular in China.

A Common Fate
Amazon’s difficulties in China are not
unique. Experts say the company faces
challenges common to most foreign tech-
nology companies operating in China—the
difficulties of localization, regulatory issues
and fiercely competitive Chinese rivals.
Success stories of Western companies
abound in many product segments, from
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automobiles and smartphones to high-end
luxury goods—but e-commerce is a nota-
ble exception, says Ren of Boston Univer-
sity. “Apple, GE, Motorola, they all have
made a lot of money [in China]. But other
titans of the US economy — Amazon, eBay,
Google—they all kind of failed.”

Ren says there are a few main factors
behind this. “The first is that they didn’t
understand truly the characteristics of the
market they are entering. That’s the main
lesson ... Second, internally, they don’t
have a really good leader in terms of man-
agement and understanding the market and
getting the right people to do the right thing,
and making quick decisions to compete
with local competitors.”

eBay, in particular, is a notable case
study of what not to do in China. The com-

pany entered China in 2002 by buying
EachNet, then China’s largest C2C site,
spending heavily in the process. But it soon
found itself undermined by Taobao, which
was launched the following year and was
better suited to the Chinese market. By
December 2006, eBay merged its China
operations with internet portal Tom Online,
effectively exiting the market.

Other US technology companies have
not done much better: regulatory issues and
tough local competition have hampered
Google’s business, which now holds just
3% of the Chinese search engine market.
Expedia, Groupon, Yahoo and Microsoft
have also all failed to earn much revenue
from China. Western sites like YouTube,
Facebook and Twitter have been banned
from China entirely.

Years of experience in technology and
other markets do not necessarily give an
online company an advantage in China in
the same way that, for example, experience
in manufacturing cars might.

E-commerce companies “don’t have
the time to really understand the Chinese
customer, and by the time they think they
understand them, things have changed,”
says Ren.

Localization is another issue. Many
Western technology companies came to
China with a simple strategy, says Sun:
exporting their success story from the US.
“They refuse to act fast to the changing de-
mand of Chinese consumers... [and] they
don’t know how to work with the govern-
ment,” she says.

Experts are divided over how success-
ful Amazon has been in localizing its busi-
ness. Sun believes that Amazon’s localiza-
tion efforts are the reason the company is
still in China at all, “even though it’s not
making money,” she says. But others are
more critical.

“I think Amazon wasn’t doing very
good homework in terms of understanding
the e-commerce landscape,” says Ren. He
attributes these shortcomings to weak local
management, as well as the lack of a clear
strategy or commitment from US headquar-
ters.

Will Tao, an analyst at consultancy iRe-
search, agrees. “I think Amazon China’s
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major challenge is that it can’t react quick-
ly,” he says. “It arises from the nature of the
company: it is a global company and China
is only a part of its business.”

Teng Bingsheng, Associate Professor
of Strategic Management at CKGSB, adds
that Amazon’s model is higher priced and
more focused on quality and service than
its competitors. While Chinese consumers
are evolving in this direction, Teng expects
it will be another decade before these con-
siderations win out over the focus on price.

“People vaguely know that [Amazon]
is the largest e-commerce company in the
US, probably in the world. But other than
that, most people don’t have any direct
experience with them. They think that the
products available on their China store are
not so attractive and tend to have higher
prices,” Teng says.

What does the Future Hold?
Amazon may have failed so far to win over
many Chinese consumers despite a solid
reputation, an efficient logistics network
and high quality products, but the company
isn’t giving up easily. As China continues
to develop rapidly and become more inte-
grated with the global economy, it is a mar-
ket that Amazon, in its goal to be a global
titan of e-commerce, cannot ignore.

But putting pressure on that aim is
Amazon’s recent financial performance. In
the third quarter of 2014, the company wit-
nessed a $437 million net loss—the same
quarter the previous year saw a $41 million
loss. That has led some shareholders and
analysts to question Jeff Bezos’ policy of
relentless expansion, with Aram Rubinson,
Managing Director and senior retail analyst
at Wolfe Research, saying in a note that
“the time has come to abandon China”. But
this summer’s announcements make that
highly unlikely.

The FTZ initiative will open Amazon’s
global platforms to Chinese consumers, al-
lowing them to buy products that are nor-
mally unavailable in China and will lever-
age China’s position as workshop to the
world. The company is opening a logistics
warehouse to help export Chinese products
to consumers abroad, as well as launching
a new initiative for cross-border payments.

The venture could be a promising one,
since it taps into fast-growing and under-
served market—the demand for foreign
products. Rising incomes, greater aware-
ness of foreign brands, and persistent
quality problems with local products all
contribute to a growing demand for for-
eign products. A 2013 report by PayPal
and The Nielsen Company estimated that
China’s cross-border shopping market
would nearly quadruple by 2019, growing
from $35 billion to $163 billion, while the
number of Chinese consumers participat-
ing in the market will double from 18 mil-
lion to 36 million. Sun of CKGSB calls
the business “an almost untapped seg-
ment”.

But here too, Amazon faces tough
competition, in part from Western retailers
like Wal-Mart, which recently boosted its
appeal by tying up with online grocery site
Yihaodian, while Alibaba, flush with cash
from its recent IPO, launched a competing
site earlier this year called Tmall Global.
Finally, Amazon’s service will compete
with vast numbers of individual buyers
who market their services through Tao-
bao. These people, called daigou (mean-
ing “buying on behalf of”), buy foreign
products in stores abroad and then ship
them directly to consumers in China, often
evading expensive customs taxes in the
process.

Amazon will also face significant start-
up challenges in the FTZ, including inte-
grating its international merchants into its
China platform, and ensuring international
deliveries are fast and seamless, says Julia
Q. Zhu, the founder of e-commerce advi-
sory Observer Solutions. Eliminating coun-
terfeits, selecting the right products from
abroad to market to Chinese shoppers, and
dealing with potential regulatory hurdles
will be additional challenges.

Amazon’s partnership with the FIZ
might represent a turning point for its for-
tunes in China, but the onus will be on
Amazon to make use of the opportunity in
a way that its rivals cannot.

Because of the uncertainties presented
by such a dynamic market most analysts
are hesitant to predict what proportion of
China’s online retail market Amazon could

aspire to based on the FTZ initiative. But
most experts say that it might allow Ama-
zon to at least maintain and probably en-
large its China market share.

CKGSB’s Sun predicts that the ven-
ture, if operated well, will increase Ama-
zon’s sales, though “by how much is hard
to say”. Teng of CKGSB also sees it as a
way to improve business, though he says its
success hinges on when consumer attitudes
mature and higher quality products become
a higher priority for shoppers.

But analysts see other potentially lu-
crative areas of expansion for Amazon’s
China business. Sun identifies the com-
pany’s provision of data services and cloud
computing services for other foreign com-
panies as a potential growth area. And Zhu
suggests that Amazon could reap rewards
by expanding a service called Fulfillment
by Amazon, which helps small businesses
process orders, ship goods and provide
customer services and business analytics to
China.

In the near future, however, Amazon
China seems unlikely to catch up to the
country’s larger e-commerce players. Most
notably, Alibaba’s recent IPO has given it
substantial funds to expand its reach glob-
ally and in China. Experts including Tao
of iResearch, Teng of CKGSB and Ren of
Boston University say Alibaba and Ama-
zon’s businesses are likely to essentially
mirror each other: they are likely to retain
the dominant share of their home markets,
while achieving only limited success in one
another’s backyard.

The American and Chinese e-com-
merce markets have enough growth poten-
tial to keep both e-commerce giants busy
for quite a while, but in the longer term
there is the prospect of aggressive global
competition between them.

While Amazon’s prospects in China ap-
pear somewhat limited, the company is
probably going to continue striving to ex-
pand its China business and make the most
of its unique value proposition of importing
its goods from abroad—and that would
make sense. Amazon’s slice of the China
online retail pie may be small, but it is a pie
that is set to continue growing at a phenom-
enal pace.
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Charging
Up

Having brought its innovative
technology to China, Tesla now faces
the challenge of making it work in the
world’s largest auto market

By Chris Russell

hottest and most closely watched com-

panies in the world right now, began
delivery of its Model S car in China, the
world’s largest car market. It was a sig-
nificant step—Elon Musk, Tesla’s Chair-
man and CEO, told Bloomberg in early
2014 that China could match sales in the
US by as early as 2015, and it may well
need to if Tesla is to hit its sales targets —
the company expects to build more than
60,000 cars in 2015. But since the launch
it hasn’t been a smooth ride —disgruntled
customers, frustrated by delays, and mis-
understandings about the car given its
luxury price tag, unusual for electric ve-
hicles (EVs)—have been a feature of the
company’s time in the country. Moreover,
China has had at times an uneasy relation-
ship with EVs, despite strong government
backing and subsidies, support that Tesla

In April, Tesla, undeniably one of the

is currently ineligible for. These factors
may well necessitate moving some pro-
duction to China, especially if demand
matches Musk’s prediction, and it is
something he has indicated this is some-
thing the company will consider.

But according to Veronica Wu, Tesla’s
China chief, these setbacks obscure the
success the relatively young automaker
has had in not only a new country, but also
in what is still something of an emerging
field. In this interview, Wu discusses what
it’s like to operate in the spotlight and
what China means to the company.

Q. How important is educating people in
China about the brand and how will Tesla
achieve this? How has the early response
to Tesla been compared to other markets,
such as the US?

A. It’s a little bit difficult for me to com-

pare to the US in the sense that I wasn’t
there at the very beginning. But I think
there are some similarities. You still need
to educate the customer, because it’s not a
cheap car and there are still many similar
concerns or customer issues that you have
to address, for instance charging: how do
you charge? A lot of the people are used to
the mindset “I need to get to a gas station”.
So with the charging station, how am I go-
ing to deal with it? You need to educate
them, to say actually you have a gas sta-
tion at your home, and if you can charge
actually at home, then most of the time
you don’t need another charging station.
And then once they kind of understand
that, they start to kind of change their
mindset, they start to be like “Oh, it really
isn’t that difficult”. That whole thing is
still in transition.

We still need to get a lot of people to
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understand it’s a very different product
because it functions much more like an
electronic device than it is a traditional
car. So we don’t have maintenance, we
don’t have a lot of the mechanical parts
they are used to. Therefore it’s very eco-
nomical and more practical from a usage
point of view because the actual ongoing
cost of using the car or driving the car will
be much lower.

So from that perspective, you still need
to educate people. When [consumers are]
comparing you with something similar [in
terms of price], you have to remind them
that on an ongoing basis they’ll spend
much less, to bring out the value of the car
even more.

The other thing I think is the technolo-
gy aspect of the car. We can update the sys-
tem on an ongoing basis; we can push out
updates and things like that. But in China
right now we still don’t have navigation in
our car because the map system in China
is different—we can’t use Google Maps in
China, which means we means we have
to redevelop a whole navigation function
for the software and that, and also whole
different mapping data. It is quite a bit of
an effort, it’s not an insignificant amount
of effort to do this, so it is taking us some
time to introduce the product. Right now,
they can do a few things, but once they get
the navigation and the voice recognition
feature, this product will feel even more
like a technology product.

Q. What are your plans for charging in
China? What have the main obstacles
been in expanding the charging network
in China?

A. Actually I think we’ve been very, very
successful in expanding the charging net-
work, and if you look at the destination
charging (charging spots are hotels, res-
taurants, etc.) I think we’re already the
second-largest country, basically outside
of the US we are the largest country for the
number of charging spots available (the
company has 29 supercharging spots in
China listed on its website), and we [only]
started delivering cars at the end of April.
So I think we’ve been fairly successful
in doing that, we’ve seen a lot of support

This car isn't
designed for
luxury], this car
S designed more
as a [piece of]
tech
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from very different organizations... we’ve
worked with Yintai, the real estate con-
glomerate, Unicom has been one, Minsh-
eng Bank is another one that has agreed
to work with us. So we’ve actually been
fairly successful in working with people to
actually get charging in place and we al-
ready have I think close to 30 supercharg-
ers in probably 12 cities now. So the speed
at which the charging network is develop-
ing has been quite well.

One thing I think going forward is go-
ing to be interesting is that as China still
hasn’t up to now really finalized a charg-
ing standard that is interoperable across all
electric vehicles—that’s even for domes-
tic ones, they’re not completely finalized
yet—so [the authorities] look to finalize
it by the end of year, so we hope by next
year that there will be a standard that will
finally be interoperable across all electric
vehicles, which we can then also work
around. So as other people put in their in-
frastructure, people will be able to put up
charging spots that will then be able to be
leveraged by all electric vehicles. We can
offer our customers a solution that they
can also use.

Q. The price of a Model S in China is the
same as in the US, with only the shipping,
duties, taxes and VAT added on. Regard-
ing this flat pricing strategy, how has that

affected the response to Tesla in China
and how does it affect the way in which
Tesla is positioned in the Chinese market?
A. T don’t think it’s really created that
much impact. It helps us a little bit in
terms of when we have that conversation
and say, if you look at the same priced
cars [from other companies] in the US
they would probably be 50%, or at least
30% more expensive than our car in China
now. And for a car that’s 20% cheaper
[than Tesla in the US], in China they’re
selling at about the same price [as we do in
China]. So it allows us to accentuate again
the value that our customers are getting.
But it still starts at RMB 623,000 and it
goes all the way up now to RMB 1.2 mil-
lion, so from that perspective I don’t think
it hugely differs in terms of the main, core
buying group who are looking at the car.

The only thing is the Chinese con-
sumer is slightly different because a lot
of people still don’t know Tesla very
well. There are some people who just
compare us to a luxury brand, someone
who’s manufactured cars for over 100
years. I think the people who understand
us are more appreciative of the innovation
and... the features that we’re going bring
in the car, the innovation that we’re able
to bring. There’s definitely a style element
to it I think—some people who can afford
luxury cars, they’re looking for a certain
luxury feel of the car. This car isn’t de-
signed for that, this car is designed more
as a [piece of] tech, it’s simplistic styling.
And that sometimes doesn’t always work
well with that segment.

And also I think there’s definitely
a segment that’s driven, versus driving
themselves. The backseat, we’ve made
improvements on the backseat now on the
new P85D, the dual motor version, but on
the Model S before the backseat wasn’t
meant for you to sit in for a long time. A
couple of those features tend to get accen-
tuated, if you will, or people would tend to
compare theirs because there’s definitely a
significant segment, a portion of that seg-
ment that looks for those types of features.
There’s the education [we need to do] so
that they understand where Tesla is com-
ing from, why we designed the car the way
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we designed it, and also just being able to
make a fit, a lifestyle fit, whether they’re
the right fit for this car, because not ev-
ery car is meant for everybody. So if they
don’t drive and they are primarily sitting
in the back, then maybe this isn’t the car
for them at this moment.

Q. Localization is a real buzzword in the
auto industry, and this adjusting of the
backseats is one of the main things that a
lot of car manufacturers are doing to ac-
commodate the Chinese market. Are there
any other aspects that you would be look-
ing at in terms of localization for the mod-
els that you sell here?

A. I think we’ve already done some local-
ization, for instance we have a Chinese Ul
(user interface). This is the first localized
UI we’ve provided worldwide actually,
because worldwide we only have an Eng-
lish UI, and this is the first market we’ve
provided actually a local language UL If
you look at this as a connecting device I
think there will be more localization be-
cause the navigation features I was talking
about require working with local partners.
And going forward as we introduce more
of those features I think there will definite-
ly be more. This thing is more of an intel-
ligent device, if you will, a smart device
kind of category, and China has a lot of lo-
calized services on the internet. So I think
on the software element it will definitely
shift on and will see an increasing amount
of localization on that front.

On the hardware side, we’re still learn-
ing, in terms of what people are like. If
China is significantly different from other
places, that may be a harder thing for us to
consider—the volume, the scale just isn’t
there.

Q. In China for a lot of EVs, there are sub-
sidies, but these don’t apply to Tesla at the
moment. How big an issue is that for Tesla
and by what process can Tesla become eli-
gible for them?

A. If you look at the requirements for these
there are a number of things we still need
to work through. Actually, if you look at
the list, none of the important EVs have
actually qualified. So this is a bit of a pol-

icy issue. I think, a lot of the import EVs
still have certain variations from the cur-
rent GB standard (China’s national stan-
dards). That standard is being revised and
updated. The relevant China organizations
will have that completed by the end of the
year. So we’re hoping that finally there’ll
be something that is, if you will, more set
and complete, a complete set of standards
that we can then be working towards in
terms of making our car compliant with
those. We’re absolutely committed to
making our cars compliant with these
things, it’s just that we need to wait for
some of these standards to actually settle.
So we wanted to make sure that we get to
a point where we’re comfortable and also
the standards are not changing so fast or
so quickly. It just so happened that we’re
at a time where these things are still mov-
ing pieces.

Q. How does Tesla plan to expand its dis-
tribution network in China? The standard
model has been that Tesla has sold direct-
ly to consumers, so how has that affected
things? But you have also just recently
opened up a store on Tmall, so what was
the thinking behind that?

A. Actually I think Tesla will maintain
the fact that we’re going to sell directly
ourselves, so Tmall is just a foot-warming
event. But usually we don’t sell through
any resellers or any channel other than our
own.

Q. How big of an opportunity does the
Chinese market represent for Tesla?

A. I think China is already the largest au-
tomobile market in the world, so from that
perspective it’s obviously a huge oppor-
tunity, potentially. If you look at China,
the total market, it’s already exceeded 20
million cars a year. So when you look at
a sliver of that, I think 5% of the cars are
above RMB 600,000, that’s still a very
pretty significant number of cars there. So
I think if Tesla is able to achieve even a
very small market share, a sliver of that
share, it’s still pretty significant. [In] the
recent earnings release Elon mentioned
that even if we didn’t have China we’ll be
able to meet our targets for phase three.

But I think China will be a very nice up-
side if [Tesla] China is able to achieve
even a sliver of that market.

Q. EVs have struggled in China, I think
it’s fair to say, but what do you think will
make Tesla different?

A. Well, I think EVs have struggled in
general across the world, it’s not just Chi-
na. So what makes Tesla different is the
same as what helped it to be successful
elsewhere. One is the range. I think that’s
a huge difference—most of the customers
after driving this car realize that there is
no range anxiety with this car because it’s
just so long you don’t need to worry about
it. Plus you don’t even need to necessarily
charge it every day.

Q. What challenges unique to China have
you faced, since Tesla has come into the
country?

A. I’m not sure a lot of it is unique. I think
there’s definitely a little bit of an over-
hype, if you will [laughs]. I don’t know if
maybe because Tesla has been successful
already in the US market and there is a lot
of hype about it—in the US when it start-
ed, Tesla didn’t get this much coverage —
so I think one thing that’s very challenging
for us is anything that’s to do with Tesla
gets lots of press attention and like I said
some of the customers have this misper-
ception. They think we’re a big company,
whereas in fact we’re actually very small
and very young. We’re really quickly
building the organization, we’re very
much an entrepreneurial organization and
we haven’t been in this industry for a long
time, and from that perspective there’s go-
ing to be imperfections, or we’re going to
make mistakes. But we try to deliver the
best experience we possibly can, we al-
ways try to make up for those mistakes,
but people tend to focus so much on Tesla
that everything gets blown out of propor-
tion. I think in the US people did that as
well, but more maybe later on, not so
much early on, whereas in China I think
we’re always under the spotlight, under
the scrutiny of the spotlight, since the start
of our delivery. So I think from that per-
spective it’s slightly more challenging.
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Unleasi—“Another
Revolution

Gary Hamel, the Godfather of Management 2.0, on rethinking

the DNA of organizations

or three decades, strategy guru Gary
FHamel has been on a crusade to re-
place antiquated management ideas
and practices with ones that adapt to the
times. His early books Competing for the
Future and Leading the Revolution were
about strategic innovation and competition,
but his new books The Future of Manage-
ment and What Matters Now address more
fundamental themes few management theo-
rists dare to explore—organizational DNA
and the need for Management 2.0.
“I could see many organizations found

By Neelima Mahajan

strategic renewal very difficult. They often
hung on to an old strategy long after the
point it was starting to produce diminish-
ing returns,” says Hamel, a professor at
London Business School. “I began to re-
alize that there was something very deep
inside organizations that made innovation
difficult and made renewal difficult.” In
this interview, Hamel, who ranked 19 on
the 2013 Thinkers50 ranking of top man-
agement thought leaders, discusses how
and why traditional management models
must be reengineered.

Q. You say traditional management mod-
els need to be reengineered to be based on
market principles. Why?

A. It [is] so hard to get organizations to be
truly innovative on a consistent basis, to get
them to change ahead of the curve rather
than only once the crisis [strikes]. So I ask
the question: what problem was manage-
ment attempting to solve? Management
was invented to solve the problem of ef-
ficiency at scale. And we did this. Today
there are 1 billion people in the world who
own automobiles, that’s almost inconceiv-

»
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able. The traditional management model
that was focused on efficiency and produc-
tivity has made an extraordinary contribu-
tion to human prosperity.

Today organizations face new prob-
lems that are not simply about efficiency,
discipline, alignment and scale. That whole
organizational model was built primarily
to solve that single problem. [Historically]
we solved, the problem of efficiency of
scale by building organizations where we
deskilled work, put people in silos, spe-
cialized their activities, created a very tight
matrix of rules and procedures and valued
conformance above everything else. To
create very efficient organizations, we had
to drive variety out. We wanted organiza-
tions that were as efficient as machines and
that meant we needed human beings who
would behave like machines. Then you
wake up in a world and you discover it’s
the irregular people with irregular ideas
developing irregular strategies that create
the irregular wealth, and our organizations
were never built to encourage those behav-
iors. If you don’t change that management
model at its core, anything you layer on to
it—an idea wiki, a skunk works for new
ideas or a corporate incubator—is not go-
ing to be effective. We are now facing a set
of problems—of accelerating change and
hyper-competition and so on—that lie out-
side the performance envelope of that old
management model.

[So] what principles do you use to re-
invent management? The ideology of man-
agement is controlism —it was built to drive
control and conformance, and every organi-
zation needs some of that, but if you want
to build an organization that is capable of
more than that, you have to start with a dif-
ferent set of principles.

If we need organizations that can
change as fast as change itself, where do
you look to see this in action? What are the
systems that seem to be resilient and adapt-
able? One is markets. Markets are very
good at moving resources to new opportu-
nities because capital is always seeking the
next big opportunity. People may sell their
shares in Google and buy Twitter, and then
sell shares in Twitter and buy something
else, and that decision making in a market

The ideology of
management is
controlism—

it was built to
drive control ana
conformance
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is highly decentralized. So no one executive
can stymie new ideas. On average, decen-
tralized decision making results in better
allocation of resources than top caliber de-
cision making. It is fundamentally danger-
ous for an organization’s adaptability when
a single executive has the power to act as
judge, jury and executioner on a new idea.

The idea of markets and using market
mechanisms to make decisions is only one
of the principles that we need in Manage-
ment 2.0. The web, [for example], is ex-
traordinarily innovative and as a platform
for innovation, it is constantly evolving,
adapting, spawning new business models
and new forms of social organization. You
see an emphasis on experimentation built
around a meritocracy where people attract
followers in social media only if people
want to follow them—there’s no top-down
assignment or distribution of authority. We
have to look at markets, at biology, at the
web and anything that is highly resilient
and adaptable, and we have to mine those
things for the principles that will help us
build organizations that are more adaptable
than the machine-like organizations we in-
herited.

Q. What role would managers play in this
new management model?

A. That remains to be seen. We’re in a tran-
sitional state, but I think more and more of

the work that we traditionally thought of as
managerial work [will] migrate to the edges
of the organization. In most organizations
we still have almost a kind of feudalistic
system where there are executives—the
leaders who set strategy, set direction, make
key appointments—then the managers,
who are responsible for translating strate-
gies into specific goals and holding people
accountable and coordinating operations,
and then the actual operators, the doers.
There was this implied distinction between
the thinkers and the doers. That distinction
has started to blur.

One of the great innovations of Toyota,
[more than 30] years ago, was the principle
of kaizen. You could take ordinary em-
ployees and turn them into sophisticated
problem solvers. It represented a profound
shift of power from factory managers to
first-level employees. The same is happen-
ing now in managerial work and executive
work. For example, software company Red
Hat’s strategy-making process is open to
the entire organization.

[For that to happen], we have to give
people the information they need to manage
themselves, we have to make them more
financial and business literate, we have to
make sure that their actions and behaviors
have consequences so they get immediate
feedback on whether they are helping move
the business forward or not.

Q. You've said that as an organization
grows, more energy goes into managing its
complexity. Is it possible to have an organi-
zation with the best of both worlds: massive
scale, but also flexible and agile?

A. Historically, most organizations have
faced a number of trade-offs: you could
be large, or adaptable; highly efficient, or
innovative. The challenge in reinventing
management is to transcend those trade-
offs.

The secret to doing that is distinguishing
between ends and means. Bureaucracy was
a way of getting control, and it used narrow
job descriptions, highly specified rules and
close supervision to make sure people were
doing the right thing. [I think you] can get
that level of discipline without having all of
that bureaucracy and supervision.
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Some organizations today are both
highly disciplined but also are not very bu-
reaucratic. They’re using peer-based mod-
els. For example, they will ask employees
to rank each other by their value added and
then they use that to drive compensation.

Can we get scale and resilience and en-
trepreneurship at the same time? We’re still
trying to invent that, but I think there are
very promising examples like Haier. You
cannot have a resilient organization if the
operating units are very large and monolith-
ic. Big things are not adaptable. So Haier
(which has 80,000 employees) divided it-
self into 2,000 business units. [In Haier]
increasingly coordination will come from
lateral communication and social networks
where peers across the organization can
discover for themselves where coordination
needs to happen, where they need to work
together and solve problems. They re creat-
ing a lot of lynchpin roles where for small
operating units they let individuals coordi-
nate. Because we can move and share infor-
mation laterally so easily, you can get co-
ordination and the benefits of scale without
having multiple layers of management.

Q. Companies overinvest in what is, rather
than what could be. How can companies
manage the present without losing sight of
the future?

A. One, leaders need to ask themselves
what things are changing around the world
that are still small but are accelerating and
[may] one day affect our business. It’s very
important for CEOs and senior leaders to
set aside 3-4 weeks a year where they are in
parts of the world where they have a chance
to be surprised by the future, where they are
not talking internally, or to their peers, or
the usual government ministers, but where
the outward change is happening —technol-
ogy, regulatory or demographic. Because
as a leader, when a young person comes to
me and says, here’s something new that we
could do, I have to know how to calibrate
what I'm hearing.

The second thing you have to do as a
leader is make it safe for people to dissent.
An organization cannot challenge the status
quo if individuals cannot challenge leaders.
Often organizations fail because the lead-

ers fail to write off their own depreciating
intellectual capital —their emotional equity
is invested in the past and people don’t feel
confident in challenging them.

The last thing is you have to make it
easy for employees to get small amounts of
experimental funding to try new things. So
if to get funding, I need to go to my boss
and my idea has to fit with their priorities or
beliefs, that’s going to make it very difficult
to start new things. I’ve been advocating
the creation of something like an internal
Kickstarter. Or perhaps in an organization
of size, there are tens, maybe hundreds of
people who take a small amount of their
budget every year and support any project
that seems to be interesting. So if I have
an idea, there are multiple places to go for
funding, rather than just one.

Q. Not every company starts with a busi-
ness model like Morning Star or W.L. Gore,
which seem to have got it right. Some firms
have more traditional business models with
long histories and legacies. If they want to
future-proof their business models, where
can they start?

A. Whether it’s evolving your business
model or evolving your management mod-
el, one of the most important principles is
the same: experimentation.

If we want to create organizations that
are truly post-bureaucratic, where meritoc-
racy rules, where every idea competes on
an equal footing, where innovation is an
instinctive capability, where communities
rapidly form around new ideas, moving to
that goal is going to take probably at least a
decade for traditional companies. Manage-
ment 1.0 didn’t, and Management 2.0 will
not get invented overnight. The important
thing is to encourage management experi-
mentation, to go to these principles of trans-
parency and meritocracy and openness and
disaggregation and ask: how do I experi-
ment with that in a small low-cost way?

Some years ago one of the largest food
and beverage companies in the world want-
ed to become more open and transparent.
They were conducting an annual meet-
ing of senior marketing executives from
all over the world and traditionally, those
meetings are very carefully scripted in ad-

vance. There’s very little opportunity for
spontaneity, dissent or questioning. They
started to recognize that’s a problem. So
they invited 20 young people to sit in, and
asked them to live tweet with a particular
hashtag their reactions to what they were
hearing from senior leaders. They made it
clear that they wanted to hear dissenting
voices. That’s not expensive or difficult. It
takes a little bit of courage, but it starts to
send the message: “We want to give young
people more influence over our thinking
and our policies”.

My hope is that large organizations
would be doing hundreds of experiments
a year. You have to be able to imagine a
radical alternative to the management status
quo. At the same time you have that revo-
lutionary goal, you have to take evolution-
ary steps because the management systems
and processes we have, most of them are
there for a reason. You can’t simply blow
them up, you have to experiment with the
new in parallel to the old and in low-cost
ways. The challenge in organizations is to
make this kind of management experimen-
tation legitimate, to encourage it, and then
the things that work we’ll propagate those.
The things that failed? Well, we learned
something and we won’t make that mistake
again.

The old model of top-down change
is bankrupt. By the time a problem or an
opportunity is big enough to capture the
shared attention of the leadership group or
the CEOQ, it’s too late—that problem has ei-
ther arrived on your doorstep or someone
has already exploited that opportunity. So
in most organizations, change programs are
almost always behind the curve.

We have to think of change as some-
thing that’s socially constructed, that’s hap-
pening all the time in small ways and where
change rolls up rather than rolls out or rolls
down. That’s true for changes that influ-
ence the business model and the manage-
ment model. But if we can move to a [mod-
el that is] more socially open and unopposed
to change, we’ll have organizations that are
adaptable and far more humane.
For the full interview, log on to CKGSB
Knowledge: knowledge.ckgsb.edu.cn
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Don’t Ditch the Basics

Tom Doctoroff, CEO, JWT Asia Pacific, on why marketers need
to embrace digital without forgetting the basics of marketing

e explosion of digital platforms is
TZausing many marketers to rethink
how they engage with consumers.

But, as Tom Doctoroff, CEO of J. Walter
Thompson Asia Pacific, points out, some-
times in their hurry to embrace the digital
world, companies often lose their way and
forget the basic principles of good market-
ing and branding. “We furtively deploy the
latest or hottest digital innovation without
fully considering the basics of brand strate-
gy or message consistency. Consumers end
up more confused and less loyal,” he writes

By Neelima Mahajan

in his latest book Twitter is Not a Strategy:
Remastering the Art of Brand Marketing.

What Doctoroff is proposing is a strat-
egy combining the best of both worlds: the
‘new’ of digital marketing with the tried and
tested fundamentals of traditional branding.

In this wide ranging interview, Doc-
toroff talks about that as well as other is-
sues that keep marketers and brand owners
awake at night.

Q. In the late 1990s Hal Varian and Carl
Shapiro said that the power of big brands

would shrink due to better access to infor-
mation. In recent times others like Itamar
Simonson and Emanuel Rosen argued that
brands are needed less when consumers
can access information through reviews
and expert opinions. To what extent do you
think that traditional branding, as we know
it, is on the decline?

A. If you measure it in terms of percentage
of media spend, clearly digital is widen-
ing and traditional is declining. The crux
of [my] book is the alignment between the
new and the so-called traditional. If you
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take a look at traditional as media channels,
then of course, it is going to be declining
as the role of data increases. On the other
hand, if you take a look at traditional brand-
ing as message clarity, as positioning, as
the role of brands in life, and as the need
for a compelling proposition and brand idea
that forges order across different channels
conceptually and executionally, then this
is more important now than ever before as
different engagement platforms proliferate.

If you define traditional branding as
mass media, it’s gonna be less important
now than before, and it’s declining in im-
portance. But if you define traditional ad-
vertising as the conceptual craftsmanship
that we have traditionally associated with
building marketing propositions and en-
during brand relationships with consum-
ers, that’s more important now than ever
before. The role of a brand is for loyalty.
Loyalty allows you to charge a higher price.
With so many options that consumers have
access to and the transparency of prices, the
ability to charge a price premium is more
important than ever before. Both in terms of
confusion elimination or minimization and
also the loyalty question in an era of pro-
liferating branded and cheap alternatives,
branding —traditional brand building if you
want to call it that—becomes more impor-
tant than ever before.

Q. We sometimes find that consumers are
less loyal to brands. Where do you think
this will leave the idea of branding?

A. That is the $64,000 question and I whole-
heartedly reject it. All you have to ask your-
self is: are there still products that people
are willing to pay a premium for? That pre-
mium ipso facto is loyalty. When you think
about brand loyalty, and declining brand
loyalty, what you’re talking about on the
flip side is increased price sensitivity. So
perhaps it’s true, that as consumers evolve
they become less brand loyal in some sec-
tors, but more brand loyal in other sectors.
As you scale the Maslowian hierarchy of
needs, a cleaning detergent could be high
involvement for you when you’re relative-
ly poor and you need clothes to shine. As
you move up, what you wear in terms of a
brand, your car or your mobile phone be-

[f you don't have
a strong ana
cohesive brand,
then the product
becomes very
important. But
that [would be] a
very vulnerable
product

00 0000000000000 0000000O0COCOCFGTS
comes more high-involvement for you and
more relevant to your life and you’re will-
ing to pay a higher price premium for that.

In emerging markets, you have waves
of consumers entering different phases of
economic development, so there will al-
ways be new consumers. With urbaniza-
tion in China people are owning homes or
moving to cities for the first time. So their
brand choices are high involvement and
then there’s loyalty. Societies are always
evolving. Different segments of societies’
engagement with different types of catego-
ries is always shifting as well.

Q. Some experts are saying that people are
often ‘product loyal’ rather than ‘brand
loyal’ and it’s easy to confuse the two. Is
that a differentiation that we need to be
paying attention to?

A. I disagree. I'm not saying that product
attributes aren’t critically important. We
have to define our terms: what is a brand?
A brand is the role of a product in life and
it is the relationship that a person has with a

product. That relationship is forged through
both product engagement, but also from a
clear proposition that is in many cases pas-
sively received and actively defined by the
manufacturer. Ultimately a brand is an ex-
perience. So if that experience is not only
multidimensional, but also consistent, that
experience becomes a holistic brand. Take
Lego. It’s not just the fact that you have
blocks that makes Lego a strong brand.
It’s that you have a clearly defined brand
idea, a relationship between the brand and
consumer of inspiring builders of tomor-
row. So every time you come into contact
with that brand—whether it’s Lego Land,
the Lego movie, the Lego retail experience,
or the Lego toy itself —then you are rein-
forcing a predefined relationship. Once you
start defining a brand as a relationship, you
stop talking as if the product and brand can
be separated. They can’t. The brand is a re-
lationship that is an alignment of function,
emotion and role in life, so that it’s all con-
sistent. Of course if you don’t have a strong
and cohesive brand, then the product be-
comes very important. But that [would be]
a very vulnerable product because people
can simply out-innovate you very quickly.

Q. In your book, you talk of brand indiffer-
ence and differences between the developed
world vis-a-vis developing countries. What
is that a function of, and how should big
brands factor this into their strategies?

A. As consumers become wealthier and
more able to digest communications and
brand propositions, and less safety seeking
and less in need of basic reassurance and
reliability, they become more discriminat-
ing. That’s a long-winded way of saying
that because developed market consumers
are more experienced digesting brands,
their standards of what a brand experience
should be to result in satisfaction are proba-
bly more multidimensional. Then the ques-
tion is: does that mean that they are less
embracing of good brands? The answer is
no. There is still a great deal of loyalty for
brands that have a significant role in life.

Q. The crux of your argument in the book
is that the advent of digital marketing is
creating a schism in marketing that is fur-
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ther hampering the development of brands.
Where are you really coming from and
why?

A. I feel there’s less confidence in people
in terms of defining their future both per-
sonally and on a brand and marketing level.
In our industry (advertising agencies) there
are people that say we’re not creatives
anymore, we’re inventors. Many advertis-
ing agencies [have] defined their mission
without any direct or indirect association
with ideas. But in the process I see us dis-
regarding anything that is abstract. Brands,
and timeless brand building is ultimately
conceptual craftsmanship. That is, I think, a
little bit denigrated these days in relation to
the digital engineering that is happening at
the most innovative technology companies.
I'm seeing a loss of confidence.

Q. Can you give me an example of compa-
nies that have stepped too far away from
the fundamentals of marketing into just a
very extreme digital world?

A. What happens more often is you see
lots of inconsistent messages. Inconsis-
tency is often the fruit of an identity crisis.
Adidas has lost its core message. A lot of
Mercedes’ digital activities have nothing to
do with the core proposition. They’re very
tactical in targeting very direct and spe-
cific market targets for their specific vari-
ants or nameplates or sub-nameplates, but
when you take a look at that versus BMW,
BMW has maintained a much more cohe-
sive brand idea across both broadcast and
lean-back media and digital channels. In
China Li-Ning’s methods have shattered as
a result of the advent of digital, as a result
of the multichannel confusion.

Q. Can you take an example of a brand and
explain how they got it right?

A. If you look at Axe deodorant (known as
Lynx in some countries like Australia and
China), its brand idea is about irresistible
attractiveness for the ordinary guy. The
insight [or motivation] is that young men
are not confident in their ability to attract
young women; Axe gives you the confi-
dence. That’s usually how its creative is
expressed on television. If you look at the
digital engagement platforms, they have a

‘sexy alarm clock’: a guy can have a beauti-
ful girl wake him up every day and remind
him to wear Axe. You can join an online
air hostess club, a Mile-High Club, which
again can be built into a loyalty program as
well. So you’re taking from insight to brand
idea to creative expression, then to engage-
ment platform to digital and non-digital
means, the exact same relationship with the
brand.

UNIQLO has an insight for Asians in
particular that don’t want to be defined
by style, but want to have freedom in a
framework. They want to be able to mix
and match. So you have mix and match
component clothing, and then you have
a brand idea that is ultimately about your
style, not ours. As you go into the digi-
tal platforms, you have a tick-tock clock
called UNIQLOCK change your moves
(UNIQLOCK is an online music and dance
clock showing a four girls dancing wear-
ing different combinations of UNIQLO
clothes). It’s reinforcing that same relation-
ship.

Q. Some brands, like Li-Ning which you
mentioned earlier, get it wrong. Is it be-
cause within the organization maybe tradi-
tional marketing is seen as a different silo
versus what is seen as digital?

A. The fundamental issue is that in gen-
eral—and I don’t like using the word tra-
ditional —traditional marketing relies on
lateral thinking. Digital marketing is much
more analytic and linear. Corporations need
to make great efforts to align a conceptual
and a linear orientation. This difference
could be further exacerbated structurally,
though oftentimes digital and e-commerce
would be in the domain of sales, whereas
brand —particularly in Asia—is in the do-
main of marketing. Marketing is relatively
unempowered relative to sales. The ultimate
issue is corporate governance: the CEO
[being] rewarded for long-term sharehold-
er gains based on value propositions that
yield higher profit. This type of leadership
needs to be very strong and committed to
brand building and the cohesion of a brand
proposition. Unless he is, the structure of a
corporation, the prominence of marketing
relative to sales, where e-commerce comes

into the proposition, where digital comes
into the sales organization, whether it’s just
another channel or a new way of engaging
with consumers, is something that is ulti-
mately structural.

Q. You have been in Asia for about 20
years. In your opinion, how evolved are
Asian companies when it comes to these is-
sues that you're talking about?

A. Depending on the country, there’s a
broad spectrum of sensitivity towards the
value of brands, as we define them in de-
veloped markets. Japan is very unembrac-
ing of brands for fundamentally cultural
reasons. They define brands as two things:
innovation and scale. But when it comes to
an explicit definition of what a brand prop-
osition or brand idea is, this violates some
cultural tendencies: it’s a very implicit cul-
ture where things are not expressed overtly.
So the need in a highly harmonious society,
that is relatively isolated, to define for the
benefit of people who are not of the culture
what a brand proposition is, is not funda-
mental.

If you move into China, Korea, and
other Confucian countries, the acceptance
of a brand and what it can do for pragmatic
purposes is huge. Just to give you an ex-
ample, our revenue in J. Walter Thompson
China is at least 45% from local companies.
In Japan it’s been a much harder road to
hoe. Chinese companies know that a brand
is useful. The problem is that the structure
of companies doesn’t let them pass through
the inflection point required for consisten-
cy. And that gets back to the structural is-
sues: the emperor is a CEO managing not
just long-term shareholder gain, but the
political imperatives. So there are silos and
Balkanization which keep the brand from
being a unifying force. You’ve got a lot
of people that want to have a brand as we
know it in developed markets, but are not
able to implement it operationally.

In Southeast Asia the companies are not
as evolved as brand producers, but there is
a much more easy embrace of it. Again, I
think that there’s a scale issue that has pre-
cluded that from coming together. India, of
course, is very brand sensitive, because In-
dians are great conceptualizers.
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Q&A

Is State

Capitalism
Overrated?

Economist Nicholas Lardy discusses
misconceptions about the role of the
state in China’s economy

By Major Tian

t’s not hard to see why the West is afraid
Iof China’s state-capitalism: state-owned

firms are gobbling up private ones at
home, buying up global resources and ‘de-
stroying’ the world’s business order. And
even when the headline-grabbing firms are
not government-controlled, like in the case
of Alibaba or Shuanghui (the pork producer
that purchased Smithfield last year), they
either have ties to elite military families or
hidden financial support from state-owned
banks.

It’s a widespread notion that China’s
state-owned enterprises (SOEs) are so
powerful that they determine the country’s
economic success and spearhead its global
ambitions. While it’s true that state mo-
nopolies do exist in almost all key sectors
(it’s a ‘socialist market economy’ after all),
and the government still keeps a tight grip
on a lot of industries, the communist state
may not be as omnipotent as you may think.
If you take a closer look at the statistics of
the Chinese economy, you’ll realize that

the dominance of China’s state-owned sec-
tor is oftentimes overblown by the media;
and the growth miracle China has managed
to achieve in the past three decades very
much depends on its thriving private sector,
which now accounts for the bulk of China’s
industrial output.

This is the key message in Nicholas
Lardy’s new book, Markets over Mao:
The Rise of Private Businesses in China. A
long-time China watcher and the Anthony
M. Solomon Senior Fellow at the Peterson
Institute for International Economics, Lardy
argues that China is on track to become a
more market-driven economy and there’s
no evidence that SOEs are enjoying a return
of prominence. In this interview, Lardy dis-
misses some common misconceptions about
China’s state economy and provides a de-
tailed look at the country’s reform agenda.

Q. Can you explain what’s considered pri-
vate and state-owned in China?
A. Various hybrid forms of ownership have

existed throughout the history of the Peo-
ple’s Republic. But I think this has begun
to be clarified because the statistical au-
thorities are now classifying firms based on
what they call ‘control’.

The criteria is if a limited liability
company has a sole majority or dominant

state owner, then it is classified as state-
controlled; and similarly if the sole major-
ity or dominant owner is private, then it is
privately-controlled.

Q. There have been many discussions about
how powerful state capitalism is in China.
What is you perception?

A. Particularly in the West, there are a num-
ber of misconceptions about the Chinese
economy. One is that the state is very dom-
inant, that it’s the major part of the econ-
omy. Another misconception is that state
firms are all very monopolistic, that they
have a lot of market power, and that they
earn what some people characterize as “as-
tronomical” profits, and this enhances the
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role of the state. A third misconception is
that the state is very large, and has a large,
powerful bureaucracy. A fourth miscon-
ception is that the state enterprises absorb
most of the lending from the banking sys-
tem and that private players get squeezed
out or starved for capital. A final miscon-
ception is that somehow [after fading under
Deng Xiaoping] there was a resurgence in
the role of state companies during the pe-
riod when President Hu Jintao and Premier
Wen Jiabao were in power—that then they
enjoyed a return to prominence in the pe-
riod, say, from 2003 to 2013.

When you look at the evidence, it turns
out [these things are] not true. In terms of
the dominance of state firms, in the indus-
trial sector state firms used to be totally
dominant and today they only produce a
quarter of output.

In manufacturing, they only produce a
fifth of output. The real source of growth in
the manufacturing sector has been private
companies. Similarly, in terms of employ-
ment, state-owned companies used to be
responsible for a very, very large share of
employment in urban areas. This has fallen
dramatically. Most people are working for
private companies. If you look at the growth
of the labor force over the last three to four
decades, almost all the growth is accounted
for by the expansion of private businesses.

On the credit question, one of the rea-
sons private companies have been able to
grow fairly rapidly is that they have gotten
better access to credit in recent years. It is
true that historically SOEs did absorb most
of the credit, but I think in the last 10 years
that has changed. If you look at data for the
last three years... [of] flow of money to en-
terprises, state companies are getting about
a third of the money and private firms are
getting a little bit more than half. So the em-
pirical evidence doesn’t really support the
view that state companies have complete
control of credit.

Finally, on the resurgence of state com-
panies—particularly if you look at manu-
facturing—private companies grew twice
as fast as state companies throughout the
10 years that Hu Jintao and Wen Jiabao
were China’s two main leaders. So it was a
continuation of the trends of an early period

'm not against
state ownership.
What we need Is
competition. And
if state firms can
compete with
private firms,
they should
continue to have
a large role
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when private companies, particularly in the
industrial sector, have just simply grown
much more rapidly.

Q. Why do you think the private sector has
flourished in China?

A. The private sector has flourished pri-
marily because it’s more efficient. The
return on assets is much higher. Most
investment in China is financed from re-
tained earnings. We have a natural inclina-
tion to focus on what the banks are doing,
how much money’s being raised through
the equity market or the debt market; but
most investment is being financed from
retained earnings, and if you have a much
higher return on assets in the private sec-
tor, they’re going to have more retained
earnings, which they reinvest, and that al-
lows them to grow faster. In more recent
years they’ve also gotten somewhat better
access to bank lending.

Q. One popular perception is that SOEs en-
Jjoy extremely cheap credit from the banks,
but you have some different findings.

A. In my book I look at that in some detail.
The idea that state companies are getting
cheaper capital than private companies re-
ally turns out not to be the case.

There’s a lot of evidence that the dif-
ference in the interest rates that state and
private firms pay is very, very small. A
number of studies argue that state firms
pay a lot less. But they have calculated the
interest rates that the state companies paid
on a fundamentally flawed methodology.
They’ve looked at listed companies and
what they’re paying on their interest pay-
ments, and they divide that into their liabili-
ties. But they made a fundamental flaw in
the denominator of liabilities: they have a
huge share of non-interest-bearing liabili-
ties. Companies have payables, wages that
are due, other payments that they have to
make, so they’re a liability on their balance
sheet. But they’re not paying interest on
them. So once you correct for the fact that
only a small share of any firm’s liabilities
are interest bearing, it turns out that these
state companies are paying 6% or 7% just
like everybody else.

It is true that some private companies
are forced into what we would call shadow
banking, or even worse the underground
banking sector, and interest rates are much
higher there. But the extent to which private
firms are able to access bank loans, they’re
not paying much higher rates.

Frankly there’s a good reason for it. Pri-
vate companies have a much higher return
on assets, and if you look at their interest
coverage ratio today (their earnings rela-
tive to their interest payments), it is more
than twice that of state firms. State firms
have a relatively low return on assets, so
their interest coverage ratio, which is a very
good indicator of credit worthiness, is not
very high. So there’s no reason for banks to
charge more to private companies they’re
lending to, because in fact they’re more
credit worthy.

Q. How will interest rate liberalization
change the way enterprises are financed?
A. T still think interest rate liberalization,

»
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and particularly the liberalization of deposit
rates, would be very important, because
China has been for a number of years in a
very capital-intensive growth process.

Because the central bank has held
down deposit rates, banks have had a
cheap source of funding. And borrowers
have shared in that cheap source of fund-
ing because there’s enough competition in
the banking sector. One of the reasons the
investment rate is so high is that the cost
of borrowing money from the banking
system is too low.

So liberalization of deposit rates, if we
look at what unregulated rates are—like
money market funds, wealth management
products—they tend to be 200 or 250 ba-
sis points higher than bank deposit rates.
If the ceiling on bank deposit rates were
gradually phased out, banks would have to
pay more for their funds; and if they pay
more on their liabilities, they’re going to
seek to earn more on their assets. So they
will try to charge higher interest rates on
their loans.

This will be very positive for China’s
development for two reasons: it will lead to
less capital formation, less capital-intensive
growth, and it will also lead to an increase
in the share of lending that is going to go to
the private sector, because the private sec-
tor is better able to pay higher rates.

Since the private sector has a return on
assets in manufacturing that is three times
that of state companies, and in services
at least twice that of state companies, the
money will flow to firms that can generate
better returns.

So this will help to sustain economic
growth in China, even if the share of re-
sources going into investment comes down.
So you can moderate the growth of invest-
ment, and still keep the overall economy
growing reasonably well if the allocation of
bank loans is more efficient.

Q. You once said that the effort to create
China’s ‘national champions’ has failed.
Why?

A. The efforts of the State-owned Assets
Supervision and Administration Commis-
sion (SASAC) [have] not really worked out
very well because the return on assets of

these firms has declined very dramatically
since SASAC was formed in 2003. These
firms on average now earn only about half
their cost of capital. So these firms had
become a big drag on China’s economic
growth, and I think this is recognized at the
top of China’s political system because one
of the components of the Third Plenum re-
forms was to eliminate monopolies except
for natural monopolies.

Many of the SASAC firms do operate
in highly monopolized sectors. A lot of
the service sectors are monopolized —up-
stream oil and gas is monopolized, certain-
ly telecommunications would be the best
example—all those telecommunications
companies are under the aegis of SASAC.
So reducing the monopolies in these areas,
increasing competition and allowing more
access by private players is seen by the cur-
rent leadership as a way of maintaining and
sustaining China’s economic growth.

Q. Will there be opportunities for private
enterprises in sectors like power and tele-
communications?

A. Well, certainly probably not in power
distribution. Power distribution is what we
would call a natural monopoly and I think
the State Grid, for example, is going to
continue to be one of the dominant play-
ers along with China Southern Power Grid.
But power generation and financial services
could be more competitive sectors. The au-
thorities are already beginning to license a
number of new completely private banks.
Now these will be very small to begin with
and they might only be able to operate in
limited geographies, but establishing truly
private banks for the first time, I think, is an
important step forward.

If you look at value-added telecom-
munications services, private players are
already entering into that space and some
of the monopoly companies are being re-
quired to lease capacity on their wireless
networks to allow the expansion of these
private players. In the basic wireless service
the three companies still have a monopoly
position, but in a lot of the value-added
telecommunications services, competition
is already starting up. That’s a very impor-
tant sign. Even in upstream oil and gas, the

fact that Sinopec is selling off a very large
chunk of its distribution business to private
firms is a big step forward.

Q. One of the current reforms aims to mix
up the ownership structure of SOEs. Do
you think it’ll eventually work out?

A. If you look back over the last decade,
the hybrid form of ownership has not re-
ally been a game changer in China. Yes,
some big state firms were corporatized, a
number of them got listed on the Shanghai
market or maybe some external market;
but the state retained a dominant owner-
ship of those companies. And there wasn’t
really much change in governance. Hybrid
governance is a step in the right direction
potentially, but if the state is going to re-
main the dominant owner, it’s not as trans-
formative.

I’'m hoping in this time the share of own-
ership that transfers into private hands will
be somewhat higher. And there’s an oppor-
tunity to really transform the operation of
these companies, not just simply let private
people buy into 20% or 30% of the shares.
It will require the organization department
of the party to step back from determining
the composition of the top management of
these firms, and let the boards of directors
of these companies play that role.

Q. So do you think there will be resistance
from officials or the current executives of
the SOEs?
A. There will be some resistance in some
quarters. On the other hand, some of the
entrepreneurial people in state companies
may even welcome the opportunity to oper-
ate in a more competitive environment and
demonstrate that they can improve the ef-
ficiency of the firms that they’re operating.
I’'m not against state ownership. What
we need is competition. And if state firms
can compete with private firms, they should
continue to have a large role. On the other
hand, if they’re not able to compete over
time then they probably need to shrink, and
perhaps some of them may be taken over by
a more efficient private player.
R RRRRomomm
To watch the video, log on to CKGSB
Knowledge: knowledge.ckgsb.edu.cn
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would have been busy studying for the

country’s seemingly endless conveyor
belt of exams, the then 14-year-old Guan
Tianlang was working towards something
a bit different—his debut appearance at
golf’s Masters Tournament. While that
might suggest an isolated and freakish
level of ability, Guan isn’t alone in mak-
ing serious headway into the sport, and the
presence of such prodigies show just how
far golf has come in China and the impact
they’re beginning to have on the highest
levels of the sport.

Unsurprisingly, these developments
have caught the eye of the sport’s estab-
lishment, with the legendary professional
golfer Gary Player describing the progress
of Guan on his blog for Golf Magazine as
the “most historic moment golf has experi-
enced in [a] lifetime”.

All this from a player of sport that was
banned as a capitalist pastime until as re-
cently as 1984, and which saw a ban on
the construction of golf courses in 2004.
(The policy was an abject failure —between
2004 and 2011, the number more than
tripled from 170 to over 600, according to
HSBC’s Golf 2020 Vision report.)

“If you look at the results from the big
junior tournaments around the world, that’s
where you are seeing the impact of China
because you will see a lot of Chinese names
and some of them are doing quite well,”
claims Dan Washburn, Chief Content Of-
ficer at the Asia Society and author of The
Forbidden Game: Golf and the Chinese
Dream. “What you are seeing is that this is
really the first generation of golfers in Chi-
na that could play from a very young age
and can afford to play and can afford high
quality coaching and can afford to travel to
international tournaments.”

First came the Chinese golfer Andy
Zhang, who qualified for the US Open in
2012, at the age of 14, after the player Paul
Casey withdrew with a shoulder injury. He
began playing at the age of six, moved to
the US at the age of 10 and is a graduate
of HSBC’s Junior Golf Program in China.

And at just 12 years of age, Ye Wocheng
became the youngest golfer to play in a Eu-
ropean Tour event after he qualified for the

In 2013, while most Chinese teenagers

Teeing off: Students play golf at a primary school in Hangzhou, Zhejiang province

Volvo China Open in 2013. “T’ve dreamed
of this since I was a boy,” he said at the time
to some amusement. Neither Guan nor Ye
had been born when golf superstar Tiger
Woods won his first major title at the 1997
Masters.

The success of these wunderkids has
not gone unnoticed by the Chinese public
either. Fifteen-year-old Guan’s star has
risen quickly and he drew unprecedented
crowds of spectators at the China Open in
early 2014.

China’s Golf Factory

As with many sports, China is now start-
ing to use the incubator approach to golf
to ensure a steady supply of talent into the
future. Young kids with promise are being
molded into golf prodigies under the watch-
ful eye of their ‘tiger moms and dads’. Chi-
na’s sudden explosion of wealth and its one
child policy have intensified the anxiety of

parents willing to go to almost any extreme
to make their child stand out.

Chinese children can be seen at driving
ranges around the country spending hours
practicing their swing, sometimes under the
guidance of foreign coaches. And although
this investment may not yield a professional
golf career, Chinese parents are aware that
sporting talent can get their child into an Ivy
League school and perhaps help in terms of
a business career later in life. According to
Washburn, “developing good manners and
etiquette... as well as providing advantages
for the child if he or she chooses to enter
into the business world” are other reasons
why Chinese parents are so eager to en-
courage their offspring to play golf.

“Getting a scholarship to a top Ameri-
can college is my expectation for her,” says
hopeful mother Xi Junling as she peruses
golfing outfits for her 10-year-old daughter
Xiaohong in Shanghai. “She really wants to
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The Cost-of-Golf
Equipment

Top items from prestigious
brands based on sales volume
Golf clubs — RMB 6,880
Gloves - RMB 65
Golf bag - RMB 987
Polo shirt - RMB 499
Golf shoes - RMB 458
Golf balls - RMB 140
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¥ Source: Tmall

get into Harvard.”

Academies for talented children from
as young as five years old are growing in
popularity, and a report by Xinhua in May
2012 identified a school in Zhuhai, a city
in the south of China, that offers free golf
training to kindergarteners. At the other
end of China’s income spectrum, some par-
ents are now prepared to spend up to RMB
300,000 ($43,940) on lessons for their chil-
dren. Meanwhile, the China Junior Golf
Open Tournament held in Chengdu, capital
of China’s southwestern Sichuan province,
and sponsored by HSBC, continues to grow
in popularity, along with other junior golf
events.

A huge investment is being made into
these children and the pressure is mount-
ing, with the country eager to find a fig-
ure who can be a Chinese version of Tiger
Woods, or raise the profile of golf as sports
star Yao Ming did with basketball.

%

If the person has

ever heard of

golf, they would

probably say:

'On, that's the

rich man's game’
Dan Washburn

Author
The Forbidden Game

Moreover, golf’s inclusion in the 2016
Rio de Janeiro Olympic Games will only
boost the game’s appeal further for this
medal-hungry country. “Representing China
in the Olympics would be the greatest
honor,” chuckles 20-year-old Wang Bin
from the Shanghai Jiao Tong University
Golf club. “It is a dream. If only I was good
enough, everyone would be so proud.”

The Chinese government has now in-
vested in a national golf team as a way for
China to jump start the process of getting
more Chinese players to compete at in-
ternational events, with the hope that one
day China will be able to become a force
in Olympic golf games and compete for
medals. “China takes its Olympic med-
als very seriously. They are funneling an
unprecedented amount of money into its
national team. And this is an elite group of
young professionals that China is paying
for every aspect of their careers. No other

country is doing this at such a scale,” says
Washburn.

The Rich Kids Club

A growing number of China’s emerging
middle class, with more money to spend on
luxury goods and leisure pursuits, are in a
position invest in training for their children,
and for these new economic elites golf still
has both novelty and prestige. Many Chi-
nese business people also find golf is a use-
ful way to bridge the gap between East and
West when doing business deals.

Unsurprisingly then, the rich are more
likely to play golf as a hobby, as is the case
in many other parts of the world, and cost
plays a role too. It is not simply a shortage
of courses, competitions and coaching, but
the high prices for all of them that make
junior golf a zone of exclusivity. This is
heightened by the fact that China lacks the
scholarships, high-school programs and
cheap municipal courses and ranges that
other countries have.

“If you travel throughout China and
you ask the average person about the game
of golf, if the person has ever heard of
golf, they would probably say: ‘Oh, that’s
the rich man’s game’. And in China that is
more true than anywhere else in the world,”
claims Washburn.

Zhang Wei, a 26-year-old auditor at
one of the big four accounting firms, laughs
when asked whether or not he played the
sport. “Golf? No way, that is only for those
with deep pockets.”

His reaction comes with good reason;
playing golf comes with a hefty price tag
in China. Even starting out, some families
spend around $30,000 a year on lessons,
greens fees and travel for tournaments and
training. Expenses increase sharply when
families start traveling to the US for junior
tournaments, enroll their children in full-
time US golf academies or hire a full-time
foreign coach in China.

China has everything to play for when it
comes to golf, especially as it is just about
to become an Olympic sport. To maintain
the momentum, however, golf still needs to
widen the sport’s appeal and improve train-
ing as the sports market in China becomes
ever more crowded.
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Digging Deeper

Joel Backaler tells us how to shed light on the topic of China and the process of
writing about Chinese firms expanding into international markets

ne of the best pieces of advice I ever

received came from my high school

English teacher, Mr. Kennedy. He chal-
lenged us to go out of our way to read books
about a variety of subjects and writing styles
and to never just stick to one genre. Through-
out the years this relatively straightforward
piece of advice has exposed me to many great
ideas and topics that I would never have dis-
covered had I only read books on topics that I
encounter in my daily life. In fact, it was this
advice that initially triggered my interest in
Asia.

Forunato’s excellent guidebook Thinking Like
Your Editor.

In other cases, my reading was directed at
learning more about the topics I cover, such as
Chinese companies building global brands. To
learn more about marketing and branding in
China, I read Tom Doctoroff’s Billions and Karl
Gerth’s As China Goes, So Goes The World.
But, I also read books about the fundamentals
of marketing such as Kellogg on Branding from
the faculty of the Kellogg School of Manage-
ment, David Ogilvy’s Ogilvy on Advertising
and more recent books like Dan Ariely’s Pre-

When 1 first flipped through chapter one
of Peter Hopkirk’s The Great Game, 1 was hooked. His detailed
accounts of the historical quest for Central Asia opened my eyes
to a part of the world I knew little about. I continued to read about
other parts of Asia, but particularly China—eventually, leading
me to learn Mandarin, first in university followed by intensive
study in Taiwan and mainland China. I’ve spent the better part of
the last decade living in Beijing, Shanghai, Taipei and Singapore,
and regularly traveling back and forth for business.

Over the years, I read many ‘China business’ books including
Tim Clissod’s Mr. China, James McGregor’s One Billion Cus-
tomers and Jack Perkowski’s Managing the Dragon. However, in
recent years I’ve been primarily concerned with topics relating to
my own writing.

Despite that fact that I had read many books in my lifetime,
until recently I had never tried writing a book myself. So before
even beginning my research for that project, I read books about
the book writing process such as Susan Rabiner’s and Alfred

dictably Irrational. All of this allows me to pro-
vide a complete picture for my readers.

These days, I find myself with ample opportunities to catch up
on reading books on other topics of interest during my regular
business travel. I am currently reading Colin Powell’s book, If
Worked for Me: In Life and Leadership. 1 had the honor to meet
him in person earlier this month at the Sino-US Political and Busi-
ness Forum in Washington, DC. I was inspired by his talk, which
covered his personal history working with China from taking the
Trans-Siberian Railroad into China following Richard Nixon’s
visit, to his diplomatic visits in more recent years as U.S. Secre-
tary of State. I have a long list of books that I want to read next—
two China-focused books that I plan to read are Evan Osnos’ Age
of Ambition and Howard French’s China’s Second Continent.
Joel Backaler is Associate Vice President at Frontier
Strategy Group and a member of the National Committee on United
States-China Relations. He is the author of China Goes West
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They read CKGSB Knowledge. Do you?

“It’s not easy to understand China’s ever-changing business environment. This
magazine provides a unique insider’s view of Chinese business, and serves as a
valuable source of information to executives world-wide.”

-Frederic Cumenal, President of Tiffany & Co.

“If you are looking for incisive information about the business environment in
China, look no further. CKGSB Knowledge gives you all that and more.”

-Admiral Bill Owens, Chairman of AEA Investors Asia and Vice Chairman of NYSE Asia
(former Vice Chairman of the Joint Chiefs of Staff under President Bill Clinton).

“To truly understand China, you need an inside view — this magazine gives me
exactly that.”

-Michele Carlin, Executive Vice President, Human Resources Policy Association [formerly

Chief Human Resources Officer, Motorola Solutions)
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