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Letter from the Editor

Centuries ago, the legendary Silk 
Road that ran from China to West-
ern Asia, Middle East and eventu-

ally Europe played a very important part 
in not just encouraging two-way trade ties, 
but also in enhancing political, religious 
and cultural exchanges across nations. For 
China, it was a connection to the world. It 
exposed the Chinese civilization to external 
infl uences and also took Chinese inventions 
like silk, gunpowder, papermaking and 
printing technology to the world.

Today the situation is starkly different 
from what it was during the Han dynasty, 
when the ancient Silk Road was developed 
after a tough peace mission led by Zhang 
Qian, a loyal Han diplomat, to Western 
Asia after travelling through a war zone. 
The world is much more integrated today, 
and information, technologies and people fl ow across much more 
freely. Yet in many ways, Chinaʼs plan to establish a ʻNew Silk 
Roadʼ sparks a sense of déjà vu. 

The New Silk Road aims to go beyond improving trade and 
diplomatic ties across nations with China playing a linchpin role. 
It will connect Chinaʼs inner regions with the world, thus spurring 
development in areas that have lagged so far. It may also help 
China to ʻexportʼ its industrial overcapacity to other nations and 
internationalize the renminbi. 

Will the New Silk Road achieve the same signifi cance as the 
ancient Silk Road? Will it achieve its lofty goals? These are early 
days still and itʼs hard to give a defi nitive answer, but the plan 
looks promising. I wonʼt give away more here. Please read our 
cover story on page 22 to understand more about the plan, its goals 
and possible challenges.

Chinese technology companies have been making waves all 
over the world. In this issue we look at companies like Tencent, 
Alibaba, Baidu and Lenovo that have been leading the charge in 
Chinese outbound investment in technology. From making small 
investments these companies have gradually moved towards mak-
ing big buys—such as Lenovoʼs acquisition of Motorola Mobil-
ity. We tell you what is fuelling this trend in our story titled ʻThe 
Technology Gold Rushʼ on page 10.

Elsewhere in this issue we turn our attention to the other dar-
ling of Chinaʼs tech industry—the irrepressible smartphone com-
pany of Xiaomi whose valuation now is more than that of Uber. 
In just four years Xiaomi has acquired the kind of fan following 
and status that most companies only build after decades of hard 

work. Currently the worldʼs fourth-largest 
smartphone manufacturer (by shipments), 
Xiaomi is now quickly expanding its reach 
beyond China. Our story looks at how the 
smartphone maker is now looking at con-
quering virgin territory—that of ʻsmart 
homesʼ through an ecosystem approach. 
Will it succeed? For answers turn to page 
48.

In our interviews section, we bring you 
a very rare interview with management 
rockstar Jim Collins, author of books like 
Built to Last and Good to Great. Anyone 
who has done an MBA is familiar with his 
ideas of creating and sustaining greatness 
over time. In this interview Collins also 
touches upon how the structure of compa-
nies is changing from hierarchical organi-
zations to networks with disparate entities, 

and the challenges of leading such companies. We also have Don 
Tapscott, the person who coined the term ʻDigital Economyʼ 20 
years ago. He tells us how we can deal with the seismic disruption 
that technology has brought into our lives. On page 64 Peter Cu-
neo, former CEO of Marvel Entertainment, talks about the trials 
and tribulations that come with turnarounds, and how CEOs can 
handle such situations.

I wish you all a very Happy Chinese New Year! I hope that 
the year of the Year of the Sheep will bring you much happiness, 
prosperity and good fortune!

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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Dalian Wanda has bought a  stake in the Spanish football 

RMB 9.95 trillion was used for cross-border 

payments in 2014 (fi gures for 2013 not 

available). China’s central bank says that 

the RMB is increasingly being used for 

such transactions. Chinese offi cials want to 

ensure a greater international role for the 

RMB. According to Swift, the international 

payments network, 50 countries now use 

the RMB for at least 10% of their trade with 

China.

Source: People’s Bank of China, The Wall 
Street Journal

RMB 9.959.95 
Trillion

Year-on-year growth 

25%

Large Delivery

RMB 13 
Trillion*

Chinese consumers are buying more, but in comparison 

to 2013, the growth is beginning to ease off.

Source: National Bureau of Statistics
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China’s e-commerce market 

continues to scale new heights as more 

and more consumers and businesses head 

online.

Source: Tech in Asia

Year-on-year growth of total retail sales of 

consumer goods

Crossing the Border

t a  t a  stakstak

2 0 %  2 0 %  

Source: The Wall Street Journal

*  Includes B2B transactions, and sales from online retailers and e-commerce platforms. 

Meanwhile specialist stores, supermarkets 

and malls saw year-on-year growth of 5.8%, 5.5% and 4.1%, respectively, slower than 2013.

club Atletico Madrid, last season’s league champions. The stake cost €45 club Atletico Madrid, last season’s league champions. The stake cost €45 
million ($52 million). This is the third time a Chinese individual or million ($52 million). This is the third time a Chinese individual or 
company has invested in a top European football team.company has invested in a top European football team.
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Strong Signal
Although only experiencing modest growth in its 

operating revenue, telecoms fi rm ZTE witnessed a 

surge in its net profi ts in 2014.

€939m
Fosun’s valuation of Club Med 

after it became the sole bidder 

for the travel company

49.9%
Symbiose’s stake in Toulouse-Blagnac 

Airport acquired for €308 million

Operating revenue 

8%

Net profi ts 
94.2%

% change

Source: Bain & Co

Accessories 

Women’s wear 

Shoes 

Jewelry 

Bags 

Cosmetics, perfume & personal care products 

Men’s wear 

Watches 

Total consumption: RMB 115 billion 

0%

11%

8%

2%

0%

7%

-10%

-13%

-1%

Losing its Luster 
China’s luxury market has been the savior of many top brands, 

but 2014 saw a contraction in the market.

Growth of China’s luxury market in 2014 (year on year)

Vive le Investment
Chinese investment into Europe is nothing new, but in 2014 

Chinese companies fi nally made headway into France.

Source: The Financial Times, Forbes, The Wall Street Journal
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14%
Dongfeng’s stake in PSA Peugeot 

Citroën at a cost of €800 million

Net profi ts

2013-2014
Operating revenue 

2013-2014

The company attributes this 

to optimization of its business 

operations. The company 

has also benefi tted from the 

expansion of 4G in China.

Source: ZTE
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Source: Peterson Institute for International Economics

All Created Equal?
China remains a highly unequal society, but its gini coefi cient, a 

measure of inequality, has been trending downwards in recent years.
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Snapshot

Source: Airports Council International, Civil Aviation Administration of China, 

the companies, General Aviation Manufacturers Association

Chinaʼs commercial civil aviation industry has undergone dramatic growth in the last two decades 
as infrastructure has improved and Chinaʼs rising middle class has increasingly made its presence 
felt through domestic as well as international tourism. December last year saw the launch of a new 
airline, the budget carrier 9 Air, and in the same month Boeing confi rmed that Air China, the 
countryʼs fl ag carrier, has committed to buying 60 of its 757 jets. But the sector still has brakes on 
its development due to military control of most airspace and the fact the supply of pilots doesnʼt 
keep up with the rising demand. Moreover, the surge in demand has put infrastructure under 
strain, and for many passengers fl ying in China is a particularly unenjoyable experience—fl ights 
are routinely plagued by delays. Meanwhile, general aviation is comparatively underdeveloped.
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China Insight

Having established their dominance at home, China’s leading 
tech companies are increasingly turning their gaze overseas

By Ana Swanson

Technology Gold Rush
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Lenovo CEO Yuanqing Yang celebrat-
ed the tech companyʼs acquisition of 
  a Chicago-based smartphone brand 

in October in a distinctly Chicago way. His 
fi rm had just closed its purchase of Motor-
ola Mobility from Google for $2.91 billion 
plus roughly 6% of Lenovoʼs shares. To 
mark the occasion, Yang, another execu-
tive and the smartphone fi rmʼs president 
chowed down a deep dish pizza decorated 
with a Motorola logo. 

Lenovoʼs purchase was just one over-
seas acquisition in a busy year for Chinaʼs 
technology industry. China Mobile invest-
ed more than a billion dollars in telecom 
companies in Pakistan and Thailand; Leno-
vo spent $2.3 billion on IBMʼs low-end 
server business in the US; Huaxin bought 
85% of French telecom company Alcatel-
Lucent; Alibaba spent $220 million for a 
20% stake in mobile video app Tango and 
joined in a $250 million fundraising round 
for car service Lyft; and Baidu invested in 
Uber and opened a $300 million research 
and development (R&D) center in Silicon 
Valley to take advantage of local talent—to 
name just a few.

Analysts have been hesitant to label this 
a trend, but there are reasons to believe that 
Chinaʼs recent boom in outbound tech in-
vestment will continue. Chinaʼs tech sector 
is fl ush with cash, and the increasingly com-
petitive domestic market has left companies 
anxious to acquire new technologies and ca-
pacities abroad in order to compete at home. 

“Some people are going to be tempted to 
say the government has been pushing this for 
a long time, investing at home but also over-
seas, but I donʼt think itʼs really that,” says 
Michael Clendenin, founder and Managing 
Director of China-based research company 
RedTech Advisors. “Itʼs just business 101. 
Look everywhere you can under every rock 
for any type of resource that is going to help 
you further your business goals. It just so 
happens that Chinese tech companies are... 
looking under rocks all over the world.”

Powering the Boom
Chinaʼs investments abroad have in recent 
years continued to ramp up sharply, creat-
ing huge opportunities for partnership with 
foreign companies. Chinese outbound di-

rect investment grew from $2.7 billion in 
2002 to a stunning $102.9 billion in 2014, 
according to data from the Chinese Min-
istry of Commerce—a nearly 40-fold in-
crease in only 12 years. 

The potential for future investments 
is huge: Rhodium Group, which monitors 
Chinese outbound investment, estimates 
that over this decade Chinese outbound in-
vestment will reach up to $2 trillion. The 
government projects that outbound invest-
ment will soon be larger than foreign direct 
investment (FDI) into China, as Chinese 
fi rms increasingly venture out.

Chinese companies go abroad in search 
of resources their home country lacks, says 
Derek Scissors, a resident scholar at the 
American Enterprise Institute who stud-
ies Chinese investment. “Theyʼre going 
out, which is what fi rms classically do, and 
theyʼre looking for stuff they donʼt have at 
home.” According to Scissors, this includes 
natural resources, advanced technologies 
and even the stronger legal systems and 
property rights of advanced countries. Chi-
nese companies with particularly cutting-
edge technology may choose to invest 
abroad and develop new patents there, to 
avoid Chinaʼs notoriously lax environment 
for intellectual property rights. 

Furthermore, fast growth in their home 
market has also given Chinese companies 
ample cash reserves: they are looking for 
opportunities to invest and diversify their 
portfolios. And the global fi nancial crisis 
has made assets in many developed coun-
tries much cheaper. 

Meanwhile, China has been gradually 
relaxing its regulations governing outbound 
investment, giving private companies and in-
dividuals more opportunity to invest abroad. 
Private sector fi rms accounted for more than 
half (59%) of Chinaʼs total transaction value 
in 2011 and 2012, and 70% of Chinese FDI 
in 2013, according to Rhodium Group. 

Chinaʼs early efforts at going abroad—
beginning with the zouchuqu, or “going 
out” strategy, in 1999—focused solely on 
state-owned enterprises. Other businesses 
and sectors were still subject to tight regu-
lations. But Chinaʼs outward FDI regime 
has loosened signifi cantly in recent years, 
removing many restrictions and red tape.

Part of the recent increase in technology 
sector investment is tied to this increasing 
freedom for private companies. Though 
they have close relations with the Chinese 
government, most of Chinaʼs big tech com-
panies are not state-owned. “If you look at 
the main internet players, and the tier-two 
internet players, 95% of them are totally 
private,” says Clendenin of RedTech. “And 
thatʼs just a totally different mentality—
youʼve got to survive at any cost because 
youʼve only got yourself to rely on... So I 
think these guys are naturally more open to 
looking overseas.”

Chinese technology companies are 
looking for a variety of things in their in-
vestments and acquisitions abroad. They 
may take controlling stakes or minority 
stakes in foreign companies to access new 
markets, to acquire useful technologies, ca-
pabilities or talented personnel, or just to 
diversify their investment portfolios. 

Of all these goals, accessing new mar-
kets typically offers both the highest risks 
and highest returns. As Joel Backaler, the 
author of China Goes West and a director 
at Frontier Strategy Group, says, “There 
[are] some very real business reasons why 
these Chinese companies, particularly tech 
companies, are going out. The market [es-
pecially for smartphones or consumer elec-
tronics] is highly competitive within China. 
Therefore if you can take that kind of prod-
uct and adapt it for other markets, it can be 
a good way to diversify your business and 
maintain your margins.” 

Chinese companies have tried their 
hands at both developed and developing 
countries. Companies operating in the for-
mer, such as Huawei, the telecoms manu-
facturer, and Wanxiang, an automotive 
parts maker, have had success focusing on 
hardware. While Baidu and Xiaomi, a com-
pany best known for its smartphones, have 
targeted the latter, with Baidu focusing on 
Southeast Asia, the Middle East, North Af-
rica and Latin America.

But trying to carve out new market 
share is often extremely challenging. As 
Clendenin points out, accessing new mar-
kets requires successful product localiza-
tion, integration of home staff in the target 
country, and overcoming the major local or 
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explains how it could enable people to “fi nd 
a friend indoors. You could fi nd a booth or 
a product at a conference. You could search 
for shoes in the mall and it would take you 
all the way to the actual shelf.”

The technology could have big poten-
tial for Baidu, which controls roughly 80% 
of the mobile search market in China and a 
little more than half of the market for mobile 
maps. “Weʼre looking to introduce that tech-
nology into our existing product line,” Kai-
ser Kuo, Baiduʼs Director of International 
Communications, says of IndoorAtlas. 

Itʼs not just the Chinese companies that 
learn something. In fact, they now have a 
lot to offer to foreign counterparts, in ad-
dition to the ample cash and access to the 
Chinese market. 

In a post on the website Medium, Ted 
Livingston, founder and CEO of Kik, a 
social messaging app, wrote about his and 
othersʼ desire to learn from Tencentʼs We-
Chat. “If you talk to me, or to Evan Spie-
gel [CEO] at Snapchat, weʼll say the same 
thing: we want to be the WeChat of the 
West,” he wrote. Tencent invested $60 mil-
lion in Snapchat in 2013.

“Theyʼre very innovative,” Allan 
Young, the founder of a San Francisco-
based technology incubator called Run-
way, says of Chinese internet companies. 
“Theyʼre better than we are at building 
games and monetizing those games. Their 
viral coeffi cient is higher than our viral co-
effi cient… I think in some areas of mobile, 
Chinese companies are stronger, smarter 
and faster.” 

There are still other reasons Chinese 
companies invest abroad: as Allan Young 
of Runway points out, the primary goal is 
not always advancing the technology of the 
investor. Sometimes, “itʼs to invest in com-
panies they feel are relevant to their industry 
and they could help grow and make more 
valuable.” This is the strategy behind ZPark 
Venture Fundʼs investment in California 
healthcare IT fi rm HealthCrowd, as well as 
Bank of Chinaʼs loans to Zimmer Holdings, 
a medical device company based in Indiana. 

In other cases, Chinese fi rms may also 
seek to tap the talent base and management 
experience of companies abroad, for ex-
ample in Baiduʼs high-profi le investment 

international incumbent.
Compared with other types of invest-

ments, the success or failure of a bid to 
capture foreign market share is much more 
obvious, and attempts to win market share 
abroad have led to some of Chinaʼs most 
notable failed acquisitions—from TCL 
Corporationʼs failed acquisition of Franceʼs 
Thomson Electronics, to Huaweiʼs repeat-
ed blocked bids on US technology and tele-
communications projects. 

Study Abroad 
According to Clendenin, Chinese compa-
nies are far more likely to succeed in foreign 
acquisitions if their ultimate goal is advanc-
ing in the Chinese market, where they have 
a lot more local knowledge and there is still 
great potential. “Invest to learn, donʼt invest 
to grab market share in a foreign country 
where you know nothing about the market.” 

This strategy seems to be increasingly 
the norm in the tech industry, with Chinese 
companies making investments to soak up 
strategic technologies, capabilities, talent 
and brands that they can then take home.

Both Backaler and Clendenin cite Ten-
cent as an example of a company that has 
successfully advanced its position at home 
through investments and learning abroad. 
Tencent has long been known for rolling out 

its own versions of other companiesʼ suc-
cessful services, including everything from 
ICQ to FarmVille. In 2010, Charles Zhang, 
the CEO of rival web portal Sohu.com, dis-
missed Tencent as “a company that doesnʼt 
create anything”. In the last fi ve years, how-
ever, Tencentʼs copycat model has become 
a lot more legitimate—instead of copying, 
now it often tries to acquire them.  

In 2012, Tencent invested $63.7 million 
in KakaoTalk, a Korean mobile messaging 
app. Unlike many mobile companies, Ka-
kaoTalk has successfully developed mone-
tization strategies, including offering emot-
icons and games, features that have already 
begun to infl uence Tencentʼs mobile chat-
ting app, WeChat. Tencentʼs acquisitions of 
foreign gaming companies like Riot Games 
and Epic Games were also directed at ac-
quiring titles they could introduce at home. 
“Theyʼre essentially identifying hot games 
in the US market and then localizing them 
for the Chinese market,” says Backaler.

Some of Baiduʼs recent acquisitions 
suggest the company is also interested in 
“studying abroad”—for example, its pur-
chase of a minority stake in the Finnish 
company IndoorAtlas in September. Indoor-
Atlas makes a cutting-edge mobile product 
that allows users to map and navigate in-
door spaces. Its President Wibe Wagemans 

China Insight

Reaching Out
The value of China’s tech investments* by country, 2013-June 2014

Source: The Heritage Foundation and American Enterprise Institute’s China Global Investment Tracker

*Investments of $100m or more. These include portfolio acquisitions 

of equity stakes, not just direct investment, however defi ned.
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in an R&D center and artifi cial intelligence 
lab in Silicon Valley in 2014. “We want 
to go where the talent is,” says Kuo. Not 
every great engineer happens to be located 
in China. Talent is distributed globally, and 
R&D should be too.” 

The Biggest Stumbling Blocks
In making acquisitions abroad, Chinese 
companies face myriad challenges. One of 
the biggest is simply a lack of experience 
managing and operating in foreign markets. 

Backaler points out that many of Chi-
naʼs early failed acquisitions were the result 
of Chinese companies with plenty of mon-
ey going after assets that were failing for 
complex reasons. Chinese companies like 
TCL Corporation “werenʼt necessarily in a 
position to go overseas, let alone to bring a 
company facing tough times back to life,” 
he says. He also cites Huawei as another 
Chinese company that failed to listen to the 
market, made mistakes in managing its im-
age, and now is essentially barred from do-
ing some types of business in the US. 

On the positive side, Backaler says that 
Lenovo has done a great job of managing 
its US-based acquisitions. By retaining the 
acquired companyʼs management and staff, 
and only gradually making changes to the 
business model, Lenovo has convinced its 
American employees at IBM and Motorola 
Mobility that it was ready to learn from 
their experiences and dedicated to manag-
ing the company for the long haul. 

There are other obstacles to Chinese out-
bound investments: hurdles to fi nancing and 
approvals within China, or potential security 
threats with high-tech investments. Howev-
er, the biggest obstacle to Chinese outbound 
investment appears to be connecting inter-
ested Chinese companies with potential tar-
gets. Very often, investors and investees just 
donʼt know how to fi nd each other.   

“I think itʼs challenging, because on 
one hand there is tremendous interest on the 
Chinese side to go out, and then if youʼre 
looking from the American perspective 
thereʼs a strong desire for that investment, 
however thereʼs a really big gap in be-
tween,” says Backaler. Typically, interested 
Chinese investors go on tours or attend con-
ferences where they can meet investment 

targets, and foreign states, cities and other 
local governments set up organizations in-
side China to recruit investment. However, 
both methods fall short of connecting all the 
interested parties. 

According to Young, another related 
problem is effectively monitoring an in-
vestment once capital is deployed. “If they 
donʼt have a mechanism to perform consis-
tent monitoring of their investment… then 
youʼre not fulfi lling one of the important 
functions of being an ideal venture inves-
tor,” he says, adding these systems, having 
a presence on the ground and hiring good 
professionals are the biggest challenges.

Organizations are evolving abroad as a 
result. Young says Chinese companies are 
increasingly relying on a group of profes-
sionals in Silicon Valley, often native Chi-
nese with extensive technology industry 
experience, to build out networks and con-
tacts. And Backaler points to public-private 
partnerships, like the Greater Washington 
China Investment Center in Washington, 
D.C., that are helping potential Chinese in-
vestors access the US market. 

But there are undoubtedly some who 

still arenʼt hitting the mark. “The short an-
swer is that the investments are fairly oppor-
tunistic at this stage, and itʼs hard to identify 
which Chinese companies are really seri-
ous… Many [potential investors] are based 
in third-tier cities and we donʼt even really 
know who they are yet,” says Backaler.

What Will the Future Hold?
The volume of Chinese technology invest-
ments is likely to vary a lot from year to 
year. 2014 was an unusually busy year; 
2015 may not be. Still, there are many 
reasons that overseas tech investment and 
partnerships are likely to continue to in-
crease. Investment regulations for the pri-
vate companies that make up most of the 
technology industry are looser than ever in 
China, and the competitive Chinese market 
requires that Chinese companies stay sharp 
with the latest technological developments. 
Compared with executives in other sectors 
of the economy, Chinese technology lead-
ers tend to be younger and more in tune 
with the international market, analysts say. 
Moreover, foreign companies are more re-
ceptive to Chinese capital than ever.

In general, the mutual benefi ts from 
Chinese collaboration with foreign com-
panies are huge: Chinese interest allows 
foreign companies to sell assets at a higher 
price, contributes to funding available for 
R&D and supports the economy. In the US, 
for example, Chinese high-tech investments 
have created or sustained 25,000 jobs in the 
last few decades, according to Rhodium 
Group. Many Chinese companies have 
plenty of cash to invest; they may also offer 
their foreign partners access to the Chinese 
market and even innovative technologies. 

Wagemans, the president of the Finn-
ish start-up IndoorAtlas, provides a fi tting 
description of the kind of opportunity that 
a Chinese investor can offer to its invested 
company. “The beauty about China is the 
market right now… is moving faster than 
the US,” adding there is fi erce competition 
going on between the big players in China.

That level of competition, the sheer size 
of the market and the R&D funds available 
are going to ensure that Chinese companies 
are going to remain attractive investors for 
some time to come. 

In some areas of 
mobile, Chinese 
companies are 
stronger, smarter 
and faster

Allan Young
Founder
Runway
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Long the purveyors of advanced skills and knowledge, Chinese 
overseas returnees are now finding a different environment

By Colin Shek

Homeward Bound

China Insight
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Growing up in Mianyang, Stone Shi 
didnʼt always fi t into his surround-
ings. He particularly found it hard to 

fi t in at school in the city, the second-largest 
in the southwest province of Sichuan. “It 
was a lot of struggle,” he says.

In junior high, while classmates buried 
their faces in textbooks, Shi began develop-
ing a “silly” interest in personal fi tness. In 
breaks after the end of afternoon lessons at 
4pm, he would cycle to the gym and work 
out before racing back to make the start of 
evening study. “I would eat my snack on 
the way, sometimes still eating when the 
class was starting,” recalls Shi.

His reluctance to focus on schoolwork 
did not endear him to educators. “Every-
body was study, study, study. I wanted 
to exercise and it was a huge issue in the 
class.” The school called his parents in sev-
eral times over the perceived problem, and 
eventually delivered an ultimatum—drop 
the fi tness training.

He dropped China instead. In 2000, Shi 
left for the US at the age of 22. With a Mas-
ter of Engineering degree from Texas A&M 
University and an MBA from Tuck School 
of Business at Dartmouth College in hand, 
he returned to China in 2010—turning 
down job offers from Google and a Silicon 
Valley start-up in the process—to launch 
his own business in Shanghai. The 37-year-
old is what the Chinese call a ʻsea turtleʼ or 
haigui (pronounced hi-gway), an overseas 
returnee who left home to study and work 
overseas before returning to a rising China. 

Haigui are not a new phenomenon. 
Modern-day China is steeped in their legacy 
and the Communist Party arguably owes its 
existence to them. And in 2011 Sun Yat-sen 
returned from abroad to play an instrumental 
role in the establishment of the republic that 
ended thousands of years of dynastic rule.

More Chinese than ever are returning 
though, particularly since 2008 when Bei-
jing hosted the Summer Olympics and the 
global fi nancial crisis roiled Western mar-
kets. Chinaʼs economic growth is drawing 
some back, while others are being courted 
by local businesses seeking top-level talent.

The leadership also wants to entice 
more Chinese expatriates home. “You are 
warmly welcome if you return to China,” 

President Xi Jinping said in 2013. Previous 
appeals have worked in the past. “A lot of 
Chinese want to help the second generation 
or help the country to grow,” says Hubert 
Tam from Sirius Partners, an Asian fi nan-
cial executive search fi rm. 

Returnees brought back advanced 
knowledge and skills in energy, agriculture 
and other critical industries. Others estab-
lished new research fi elds, helping to restart 
the process of education, innovation and 
discovery that had been disrupted during 
the decade-long Cultural Revolution. Later 
on, others fl ooded into hi-tech fi elds, with 
e-commerce a prime example. Sea turtles 
have founded leading technology fi rms 
such as Robin Liʼs Baidu and Tao Zhangʼs 
Dianping (he also had a co-founder).

Overseas Chinese should heed Xiʼs call 
with caution though. The sea turtles of to-
day have it tougher than their predecessors. 
Competition for the best jobs is ferocious. 
Returnees compete not only with each oth-
er, but also against the thousands of other 
workers who stayed in China to sharpen 
their skills and experience. Once a rare and 
fettered breed, haigui are no longer unique 
and their ubiquity potentially undermines 
their once-prized status.

 
Across the Ocean
The vast majority of haigui originally left 
China for educational reasons. China has 

been sending students and scholars to study 
abroad for more than a century, with gov-
ernment-funded education overseas dat-
ing back to the late 1840s. In 1978—when 
Chinaʼs per capita GDP was less than $200, 
one-fi ftieth of the USʼs—the government 
expanded the number of students permitted 
to study abroad. From that year to the end 
of 2013, a total of 3.06 million Chinese had 
studied abroad, and in 2013 alone, 413,900 
students travelled overseas for further edu-
cation—making China the largest source of 
overseas students—according to the Minis-
try of Education. 

They were funded by the government 
or employers, or at their own expense. Most 
of them landed in the US, Australia, Japan, 
the UK or Canada. That fi gure was up from 
399,600 students in 2012 and 284,700 in 
2010. Meanwhile, 353,500 graduates re-
turned with a foreign degrees and experi-
ence in 2013, raising the total since 1978 to 
1.44 million.

Beijing continues to play an important 
role in helping people acquire an educa-
tion overseas. The state-sponsored China 
Scholarship Council—a non-profi t that 
provides fi nancial aid to Chinese citizens 
to study abroad—will send 25,000 students 
abroad in 2015, 17% more than the 20,400 
in 2014. This yearʼs tally will include up to 
8,000 more Chinese graduate and doctor-
ate students. The council has sent a total 
of more than 160,000 Chinese students to 
study abroad since 1996, and 98% of them 
have returned home.

But far greater numbers pay out of their 
own pocket. Decades of economic growth 
in China have spawned an enormous mid-
dle class with the ability to fund expensive 
overseas tuition for their children. 

That is partly refl ected in data published 
by the Brookings Institution in August, 
which showed Chinaʼs wealthiest cities 
were the biggest source of Chinese students 
in the US, while Beijing and Shanghai were 
the second and third-biggest source of for-
eign students in the US between 2008 and 
2012—with 49,946 and 29,145, respective-
ly—after the 56,503 sent from Seoul, South 
Korea. And of the nearly 400,000 Chi-
nese students who attended foreign higher 
education institutions in 2012, around 

There will be 
quite a bit of 
culture shock

Hubert Tam
Managing Partner

Sirius Partners
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380,000—90%—were self-funded.
It wasnʼt until the late 1990s that the 

number of returning Chinese students grew 
large enough to become a trend. That was 
arguably the golden period for haigui, as 
returnees typically had experience in eco-
nomics, sciences or running large fi rms—
skills China needed at that time. But greater 
affl uence nowadays has allowed Chinese 
students to choose what they study, mean-
ing that more haigui are returning with 
skills in less traditional fi elds, such as fash-
ion and education.

“The number of haigui returning to 
China has been rising, just because thereʼs 
more people going out,” says Tam from 
Sirius Partners. “Itʼs a numbers game. 
People are getting richer and they have the 
luxury to go out for education.”

The reasons behind people choosing to 
leave have also evolved. The fi rst people 
who went out and returned as China began 
its reform era were applauded because they 
left to acquire advanced skills or expertise 
that could aid the state.

But Chinese these days are more likely 
to be departing over frustration with the 
rigid methods and rote learning of the tra-
ditional educational system. Shi says griev-

ances over the mindless memorization and 
competitive streak at school pushed him to 
look elsewhere. “It was quite dishearten-
ing and I really had huge trouble just fi tting 
into the system... [which] I completely dis-
agreed with,” says Shi.

That is why after graduating from Mi-
anyangʼs Southwest University of Science 
and Technology in 1999 with an engineer-
ing degree, Shi opted for graduate study in 
the US. Now more Chinese are following in 
his footsteps. Chinese students now make 
up 31% of all foreign students in the US.

Paddling Home
Family ties are a major reason for why hai-
gui return to China. A survey conducted 
by British recruitment fi rm Hays last year 
shows the powerful personal pull of home. 
In a survey of 454 Chinese who are either 
studying or working overseas but consid-
ering a return to China, it found that 41% 
want to come back to live closer to family.

Impressive salaries and benefi ts attract 
some returnees who are in demand for their 
foreign experience and skillset, according 
to recruitment fi rms. A head-hunter lured 
Shi back to China with a job in product 
management at Cambridge Silicon Radio. 

Salaries in specifi c industries—such as fi -
nance and consulting—have grown rapidly 
to be competitive with the US and UK. 

But higher taxes also mean a returnee 
can have more take-home pay than in the 
West. “The actual lump sum is bigger if 
they were working in the States, but what 
they actually take home at the end of the day 
after tax, expenses and everything is prob-
ably more in China,” says Tam. Moreover, 
Chinese authorities have begun enforcing 
a rule, normally ignored, that Chinese citi-
zens must pay tax on their worldwide in-
come, not just on their earnings in China.

But job satisfaction is also a key con-
sideration, with 31% of the people polled 
by Hays saying they would be willing to 
take a drop in salary if it meant coming 
home to a good job. Meanwhile, a quarter 
of respondents revealed they were attracted 
by the possibility of an accelerated career 
path in China. That resonates with Shi, who 
describes a ʻbamboo ceilingʼ—like the so-
called glass ceiling—for Asian males in the 
Western corporate world.

Another haigui working for a local 
company in Shanghai shared similar feel-
ings, after growing frustrated at bumping 
up against career ceilings while employed 
at multinational fi rms. “Iʼve worked in the 
US and Canada [and] itʼs very diffi cult 
to head up a very senior role in a foreign 
country. Thereʼs much more opportunity 
here—in Asia, in China—versus the US or 
the UK,” says the haigui, who would only 
speak on condition of anonymity.

In contrast, Chinese companies can of-
ten entice sea turtles home by offering them 
better positions with greater scope for de-
cision-making. Coming home also means 
being closer to the action when it comes to 
top-level decisions at a local fi rm—a level 
of involvement that can go missing at for-
eign peers, who may map out strategy back 
in Western headquarters.

Chinese companies are also fi nally be-
ginning to match the big ambitions of sea 
turtles. “Family ties are a strong motivator 
to bring talent back home, but also people 
who have lived and worked abroad are of-
ten highly ambitious,” says Sarah Jones, 
business director in north China for Hays. 
“If a couple of years ago, they looked to 
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further their career, they went overseas. 
Theyʼre probably still as ambitious as they 
once were back then, and now theyʼre mo-
tivated to achieve certain career goals by 
returning.” 

The globalization and increasing so-
phistication of China Inc. has ratcheted up 
demand for haigui, who are highly sought 
after for their ability to understand Chi-
nese cultural nuances while being trained 
in Western practices. Their cross-cultural 
ability and global mindset—understanding 
both East and West—dovetails with the de-
mands of local large-sized enterprises ex-
panding into new markets. Five or six years 
of foreign experience is very transferable to 
China, says Tam.

JD.com, an e-commerce company, 
launched a recruitment scheme in 2014 
called the International Management Tal-
ent Program, designed to hoover up the best 
MBA graduates from top business schools 
around the world, many of whom in prac-
tice, due to cultural reasons, will be Chinese. 

In its maiden year the program scoured 
six universities, including MIT, Yale and 
Oxford, and attracted 10 graduates—most 
of who had at least a few years of work-
ing experience at Western companies such 
as Amazon, PricewaterhouseCoopers and 
Verizon Communications. With CEOs and 
vice-presidents as mentors, the candidates 
are groomed to become the next generation 
of leaders in the company.

But foreign companies also compete 
aggressively for top talent. For them, hai-
gui are appealing because of their overseas 
education and training, and familiarity with 
local customs. Foreign businesses want to 
tap into the China market and in order to do 
that, “you need to be mainland Chinese,” 
says Tam. Foreign fi nancial fi rms, in par-
ticular, value haigui because they are bi-
lingual and their experience abroad means 
they usually grasp the culture of the com-
pany more easily than a local.

In the Chinese fi nancial industry, for-
eign companies trump local rivals when it 
comes to haigui intake. That is often down 
to the haigui themselves preferring mul-
tinational fi rms because “they know they 
have the edge”, says Tam. That leverage 
frequently sees returnees offered better 

compensation at non-local fi rms. “Haigui 
expect more. Their expectation will be 
much higher because they got an educa-
tion overseas and they expect it to be re-
paid,” says a haigui at a large state lender 
in Shanghai.

Sunny Shores?
Some returnees dispute this, saying while 
some industries still aggressively recruit 
returnees, an overseas education no longer 
means a high starting salary or fast-track 
promotions. Moreover, employment at 
multinationals is not always rosy and can 
hinder a career in China in the long run.

“Itʼs not really as good as people 
think,” says the haigui with the state bank, 
citing the experiences of friends working 
at foreign institutions. They enjoy a salary 
premium over local hires at state-owned 
Chinese banks, but the basic wage makes 
up most of their compensation. “The base 
salary is better, but thatʼs not the total. 
You need to see the whole package,” says 
the haigui, who spoke on condition of ano-
nymity.

Joining a foreign company also carries 
an element of risk. They remain subject 
to restrictions absent from their domestic 
counterparts, and not all of them survive 
Chinaʼs tough business environment. Un-
der this backdrop, for haigui to hitch their 
career prospects to a multinational can be 
fraught with long-term risk. The danger is 
arguably even greater now that conditions 
have turned chilly for foreign companies.

Opting for a foreign company can cre-
ate another problem in the long run. Many 
sea turtles who have worked at Western 
companies for years experience culture 
shock when they join a Chinese company. 
“There will be quite a bit of culture shock,” 
agrees Tam. “Thatʼs going to be a diffi cult 
challenge for haigui.”

Turtles who have spent six or seven 
years working at a foreign business can fi nd 
it “really hard” to switch to a state-owned 
company because their mindset is different, 
says the haigui from the bank. In multina-
tionals, returnees frequently excel in the 
job by being quick, effi cient and polished. 
But in state businesses, says the haigui, the 
job itself constitutes only a small part of 

oneʼs employment. “The job is really the 
basic thing. You need to think more about 
relationships with different levels in the 
company. Itʼs more about how to position 
yourself.” That kind of mentality can some-
times go missing in haigui, who began their 
careers in job markets that emphasise trans-
parency, meritocracy and ethics.

Todayʼs turtles also face much tougher 
competition than the vanguard that went 
out 20 or 30 years ago. Chinaʼs economic 
ascendance has stoked pride among the 
population while helping the workforce 
shed some of its inferior complexity. Local 
professionals that stayed behind can come 
out on top, with local market knowledge 
and contacts highly prized by domestic and 
foreign businesses alike.

The hordes of Chinese going abroad 
have also diluted the overall quality of hai-
gui. In the 1980s, Chinese studying over-
seas tended to be an elite group at the grad-
uate level. Whereas Ivy League universities 
would have once been de rigueur, more and 
more Chinese are ending up at less presti-
gious institutions. Between 2008 and 2012, 
the most popular American universities for 
students from China were Michigan State 
University, Purdue University, Ohio State 
University, the University of Illinois and 
the University of Southern California, ac-
cording the Brookings Institution, repre-
senting a wide range in quality and ranking. 
“Now thereʼre so many haigui. The quality 
is so uneven,” says a manager with a Chi-
nese Internet fi rm in Beijing.

As more haigui come home, they ren-
der themselves more ubiquitous and less 
unique. Their stock soared when they were 
a rare breed, but now they are confronting 
a China that no longer values their skills 
and experience as much as before. Those 
who stayed have quickly skilled up and are 
squeezing out the need for haigui. 

But as China retools itself into an inno-
vation-led economy and goes out into the 
world, returnees are fi nding new ways to 
stay relevant—using their cross-cultural 
ability to help managers understand both 
foreign and local nuances. As long as China 
continues to seek improvement, thereʼll al-
ways be a place for sea turtles carrying 
fresh ideas from foreign shores.  
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The tax affairs of multinationals are under scrutiny the 
world over, and now they are in China as well

By Helen Roxburgh

The Tax Crackdown
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In November, shockwaves were felt when 
the Chinese government handed out an 
RMB 840 million ($140 million) fi ne to a 

US technology group over alleged tax eva-
sion. The company, identifi ed by Chinese 
news agency Xinhua as ʻMʼ, was widely 
believed to be Seattle-based computer gi-
ant Microsoft due to the background in-
formation the news agency supplied on the 
company. Xinhuaʼs report alleged ʻMʼ had 
admitted to booking profi ts in offshore tax 
havens, reporting a loss in China, thereby 
avoiding tax. It suggested the company had 
admitted to tax ʻevasionʼ.

Although never confi rmed, in a media 
statement at the time Microsoft said the US 
and Chinese tax authorities had signed an 
agreement in 2012, an “acknowledgment 
by both countries that Microsoftʼs profi ts 
are subject to the appropriate tax in China”. 

This incident has been interpreted as the 
start of a crackdown on certain tax structures 
by the Chinese government. Xinhua said 
ʻMʼ was reporting losses averaging 18% 
over the past six years, while paying more 
than half of its profi ts to its US headquarters 
as development funds and franchise fees.

This practice, known as transfer pric-
ing, is not uncommon among international 
companies, and is not a challenge exclusive 
to Chinese tax authorities. Multination-
als can transfer profi ts to subsidiaries or 
separate arms of their company in another 
tax jurisdiction, which can be claimed as 
management fees, expenses or similar. This 
means a lower amount of profi t is declared 
in the original tax jurisdiction.

“All countries face tax enforcement 
problems when dealing with multination-
als, given the ease with which multination-
als can shift profi ts across borders through 
transfer pricing and other means,” says 
Roger Gordon, economics professor at 
the University of California, San Diego. 
“There is no ̒ rightʼ measure for these trans-
fer prices, making enforcement decisions 
rather arbitrary, and if you want, political.”

Leveraging the Loopholes
Tax experts point out that although the word 
ʻevasionʼ is frequently used when discussing 
transfer pricing, the practice is not illegal. It 
is generally considered to be ʻavoidanceʼ—

a legal use of loopholes, or incoherent laws 
to eliminate tax burdens. But for others this 
practice is simply unfair, and it has been a 
political hotspot in many nations over the 
last few years. Multinationals such as Star-
bucks have faced media hostility and gov-
ernment probes, particularly in the US and 
UK. In many ways, the Microsoft case sim-
ply refl ects a collective global mood.

“What would have happened in [the 
ʻMʼ case] is that China would have been 
perhaps unhappy about the cost allocation 
left to China,” explains Chas Roy-Chowd-
hury, Head of Taxation at the Association 
of Chartered Certifi ed Accountants. “It 
doesnʼt mean to say itʼs anything illegal, 
just the nature of transfer pricing.”

“One of those problems around transfer 
pricing is that information where you have 
got transactions going on between related 
companies is very onerous, very diffi cult 
to obtain,” he continues. “There may be a 
number of shaded areas of grey.”

With these grey areas, it is diffi cult to 
accurately calculate how much tax is being 
“lost” in China. Estimates from the Tax Jus-
tice Network suggest China may be losing 
up to $134 billion annually in tax revenue, 
although most developed economies strug-
gle to accurately calculate their “tax gap”. 
The UK probably comes closest, projecting 
that £34 billion ($51 billion) is the differ-
ence between what is and should be collect-
ed. That UK fi gure includes both evasion 
and avoidance, but also fraud and errors 
made by taxpayers or by the tax authorities.

“Chinese tax rates are roughly compara-
ble to those in the US,” says Gordon, and so 
without evasion, tax revenue as a percent-
age of GDP should be roughly the same. 
Prior to around 2000, this was around half 
the USʼs, but it has been growing steadily 
ever since, “suggesting a steadily declining 
amount of evasion from domestic fi rms.”

The most recent fi gures from the State 
Administration of Taxation (SAT) showed 
that RMB 7,795 billion ($1,247 billion) in 
tax revenue was collected in the fi rst three 
quarters of 2014, which is a 7.4% annual 
increase on the same period a year before, 
and matches economic growth. 

“With the development of IT technology 
and strengthened cooperation between tax 

authorities and other government adminis-
tration bodies, Chinaʼs capability in tax col-
lection is actually improving rapidly,” says 
Matthew Mui, tax partner at PwC China.

And with its massive population, China 
needs its income to be steady. Government 
income as a share of GDP saw a huge de-
cline between 1978 and 1998 as the econ-
omy changed, going from 32% to 12%, 
meaning tax is an even more important 
source of income. Yet China Daily reported 
that small fi rms been exempt from a total of 
RMB 37.1 billion ($5.95 billion) of taxes 
in the fi rst nine months of 2014. These are 
popular decisions for businesses, but mean 
tax authorities need to shift focus to other 
areas to make sure tax income stays steady. 

Local government revenue is also being 
hit by a slowdown in the property markets. 
Land sales in 2013 were equivalent to about 
61% of local-government revenue, accord-
ing to fi gures from Chinaʼs Ministry of 
Land and Resources and the Finance Minis-
try. Figures compiled by Bloomberg in May 
2014 said land sales in 20 major cities fell 
5% in March from a year earlier.

One challenge has been improving the 
enforcement of domestic tax collection, a 
problem for many years. Chinaʼs prevailing 
cash economy leaves it vulnerable to tax 
fraud, although the introduction of a lottery 
system on receipts, where consumers can 
win up to RMB 5,000, has helped.

The government has been reforming 
other areas of the tax system, including 
transforming a less effi cient business tax 
framework into a newer, modern value-
added tax (VAT) system. This is more in 
line with other countries, and has brought 
more into the tax system.

“As they make the direct tax system 
more clear and beef up the system for in-
direct tax, they are encouraging companies 
to come forward voluntarily because they 
want to claim back VAT on their indirect 
tax,” says James Lee, Regional Director for 
Greater China at the Institute of Chartered 
Accountants in England and Wales.

With these measures tackling domestic 
taxpayers, the government is now paying 
more attention to global matters. Global 
Financial Integrity estimates that between 
2000 and 2011 $3.79 trillion fl owed out 
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of China, more than any other developing 
country.

According to Xinhua, the SAT is now 
developing a system to track profi t indica-
tors of multinational corporations, after rev-
enue recovered from tax-evasion cases rose 
to RMB 46.9 billion last year from RMB 
460 million in 2005. Turning focus to multi-
nationals is both practical and political.

“China raised the corporate tax rate on 
multinationals operating in China from half 
the domestic rate up to the full domestic rate 
a few years ago,” says Gordon. “The favor-
able treatment in the past was presumably 
an inducement to bring modern technology 
to China, facilitating technology transfer to 
domestic Chinese fi rms.” But that motiva-
tion has been lost as Chinese fi rms have pro-
gressed technologically. “Multinationals in-
stead are now viewed more as competitors... 
leading to a more hostile environment.”

There are fears that an increase in tax 
regulation could go the same way as the 
monopoly and antitrust campaign last year, 
which was widely seen as a crackdown on 
international companies—an antitrust in-
vestigation was even opened into Micro-
softʼs local business practices last July. 

A Global Concern
While targeting international companies can 
be popular for domestic reasons, as multina-
tionals will no longer be seen to be getting 
special treatment, Chinaʼs driving motiva-

tion is as much about international politics. 
China is part of the G20 group of na-

tions, which in 2013 asked the Organisation 
for Economic Cooperation and Develop-
ment (OECD) to develop a plan to tackle 
the problems around multinational compa-
nies shifting profi ts between jurisdictions. 

The subsequent Base Erosion and Profi t 
Shifting (BEPS) proposals from the OECD 
include the exchange of information be-
tween nations, simultaneous tax examina-
tions and assistance in tax collection.

“Most arrangements or structures iden-
tifi ed as eroding tax bases of some tax ju-
risdictions take advantages of asymmetric 
features in domestic and international tax 
rules and are technically legal,” explains 
Mui. As such, the BEPS Action Plans co-
ordinate tax treaties and domestic tax rules, 
as well as the practices of multinationals. 

China gave the OECD convention a 
boost when it signed up last August—56 
countries have now given their support. At 
Novemberʼs G20 summit, President Xi Jin-
ping made a speech calling for greater global 
cooperation to clamp down on tax evasion. 
According to the SAT, this was the fi rst 
time tax affairs were discussed by a Chinese 
leader at such a high-profi le political event. 

“[The] BEPS project is a very good 
opportunity for China to shift its role from 
international tax rule follower to an interna-
tional tax rule participant or maker,” adds 
Mui.

China has even signed up to global tax 
law FATCA (the Foreign Account Tax 
Compliance Act), which requires foreign 
banks to reveal details about American ac-
counts holders, and reciprocal information 
about wealthy Chinese in America.

As nations work to secure as much tax 
income in their own jurisdictions, tax enforc-
ers in China are becoming more proactive.

“In China there are a lot of tax areas 
where there have been regulations for a long 
time, but there was a lack of enforcement,” 
says Lee. “In the meantime companies try 
to maximize their tax deduction based on 
conventional interpretation of the regula-
tions. People are doing this as a method 
of just normal business sense. And if there 
is no interpretation from the tax authority, 
then it is very diffi cult for companies to 
draw the line over what level of tax to pay.

Lee says that China is reacting to the fact 
tax authorities in other countries are getting 
more aggressive, and they stand to lose out if 
they donʼt too. “They fear that if they donʼt 
do a good job at collecting their fair share 
of tax, multinationals [both foreign and Chi-
nese] will just minimize paying tax in China 
so they can afford to pay tax elsewhere.”

The changing tax landscape both glob-
ally and in China will inevitably have im-
plications for business. According to Mui, 
they will need to monitor and address tax 
risks, transactions that might be challenged 
under BEPS and be aware of regulatory 
developments. That includes reviewing 
whether profi ts left in China are in line with 
global and domestic tax standards.

And as Chinese regulators get more ag-
gressive, most experts expect there to be 
future enforcement orders like that handed 
out to ʻMʼ. While bringing domestic bene-
fi ts, some have raised concerns it might 
prove a disincentive for international com-
panies to operate in China.  But the interna-
tional tax crackdown is also an opportunity 
for China to show its power on the global 
stage and expand its international tax col-
lection network. As Mui puts it, “Both the 
global crackdown and Chinaʼs self-moti-
vated efforts are infl uencing the situation, 
and mutually infl uencing each other. China 
needs to participate in the world, and the 
world needs Chinaʼs participation.” 

Corporate Slowdown
Corporate Tax Revenue 2011-2013

Source: Ministry of Finance
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A huge shift in trade and relations could be 
underway across Eurasia, and China’s New 

Silk Road policy is at the heart of it

By Douglas Bulloch

Mapping the 
‘New Silk Road’
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As a historical reference point, the Silk 
Road continues to resonate, long after
  the trade route served any economic 

purpose. For Europe, it evokes the slow 
sway of camel trains across parched land-
scapes and the fl ow of exotic goods into the 
continent. And in China it brings to mind 
the touchstones of its imperial history and 
its connections to the outside world. 

When Chinaʼs president Xi Jinping 
laid out his plans to establish a “New Silk 
Road” across Central Asia in 2013, he was 
doing more than invoking Chinaʼs distant 
past. Instead, he was sketching out a new 
direction for Chinese trade and investment, 
one that aims not only to improve Chinaʼs 
links with Europe, but also to facilitate 
trade across the entire Eurasian land mass, 
an ambition welcomed by many regional 
leaders. President Nursultan Nazarbayev 
of Kazakhstan—when attending the open-
ing of a new rail link between Kazakh-

Cover Story

stan, Turkmenistan and Iran in December 
2014—said, “We have virtually created 
a new Silk Road running across our three 
countries and China to the Pacifi c Ocean.”

However, for China the potential scope 
of the policy is larger than is often per-
ceived, and the alignment of interests ex-
tends well beyond improved trade links. 
Indeed, if the policy gains traction, it will 
facilitate Chinaʼs macroeconomic priori-
ties, further open up Chinaʼs vast interior 
and may help to reconfi gure the nature of 
Chinaʼs integration in the global economy. 
In that sense, the New Silk Road is less a 
trade route for the modern day silk of raw 
materials and manufactured goods, than a 
road map to Chinaʼs future as a developed, 
open and free trading economy. 

Wider, Ever Wider
When Xi Jinping announced the New 
Silk Road plan in Kazakhstan in Septem-

ber 2013 he made explicit reference to a 
“strategic regional thoroughfare from the 
Pacifi c Ocean to the Baltic Sea”. At the 
time, commentators linked this to the long 
planned New Eurasian Land Bridge, con-
ceived originally as a network of rail links 
west, from the coastal city of Lianyungang, 
through China to Kazakhstan, there linking 
up through Iran and eventually crossing un-
der the Sea of Marmara in Turkey, creating 
an uninterrupted rail link to Europe. This 
route would be in addition to the Trans-
Siberian route, which already hosts two 
regular freight connections between China 
and Germany and a recently trialed rail ser-
vice reaching as far as Madrid in December 
2014.

Xi went on to call for a “move toward 
the set-up of a network of transportation 
that connects Eastern, Western and South-
ern Asia”, widening the scope consider-
ably, and potentially involving all road and 

Old Name, New Routes
The transport infrastructure that forms the New Silk Road initiative

Source: Xinhua, CKGSB Knowledge research

Silk Road Economic Belt

Maritime Silk Road

1. Trans-Siberian Railway

2. Kunming-Singapore Railway

3. China Railway
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rail investments in the region, including 
within China.

The following month, in a speech 
given in Jakarta, he made reference to a 
“Maritime Silk Road” focused primarily 
on Southeast Asia and both concepts have 
since progressed in tandem under the broad 
heading of the “New Silk Road”.

Here, the value of a long-term strategic 
vision becomes clear, with the overall plan 
allowing China to progress in small steps, 
cultivating strong links with then President 
Mahinda Rajapaksa during Sri Lankaʼs dip-
lomatic isolation following the end of the 
civil war, and being ready to invest in the 
port of Piraeus, Greece, just as economic 
collapse forced a fi re-sale of national assets.   

According to Song Gao, Managing 
Partner at PRC Macro Advisors in Beijing, 
“Chinese offi cials say there are three routes, 
one goes north through Mongolia and Rus-
sia to Germany, another goes to Central 
Asia through Xinjiang province, and the 
third one is the Maritime route.” Which, if 
it remained simply that, would still sketch 
out a vast area. Importantly, it has the full 
backing of the leadership, so far gaining the 
status of a signature policy for Xi Jinpingʼs 
presidency.

Both Xi and Premier Li Keqiang have 
made extensive visits to countries along the 
various routes, talking up the policy as the 
basis for constructive future relations based 
on trade and investment, with Xinhua, Chi-
naʼs state news agency, providing routine 
fanfare.

The project is also backed with serious 
money. The new Asian Infrastructure In-
vestment Bank (AIIB) and a new Silk Road 
Fund have seen Chinese capital totaling 
$90 billion established as seed capital, with 
a further $60 billion available from other 
funds. Clearly when China speaks of the 
New Silk Road, they mean business.  

Trading Up
From the outset though, the New Silk 
Road initiative has been less about specifi c 
routes, than it has been a policy framework. 
And perhaps even before this it was a ques-
tion of political symbolism. According to 
Song, “The announcement of the New Silk 
Road from a political perspective is a com-

mitment for the new leadership to assure 
everyone that China still sees free trade 
as a way for China to achieve sustainable 
growth.” 

Moreover, it is a statement of intent to 
other countries. He Liping, a professor at 
the School of Economics and Business Ad-
ministration at Beijing Normal University, 
suggests that “it is a refl ection that China 
and Chinaʼs leaders want to make friends 
with many countries around the world, par-
ticularly those that are geographically close 
to China,” adding that, “in this sense it is a 
diplomatic effort”.

However, even when reduced to trans-
portation infrastructure investment, the pol-
icy creates alignments with other regional 
efforts, and indeed domestic initiatives. 

For the Chinese interior, the promise 
of increasing westward transport volumes 
raises the prospect of faster development 
with less dependence on routes to the coast, 
helping to spread the so-far uneven benefi ts 
of Chinese growth. 

On a regional level, deeper investments 
in transport connectivity across Southeast 
Asia, progress towards free trade with 
South Korea and emerging economic rap-
prochement with Japan all point to a pos-
sible future in which China is no longer 
simply a destination at one end of a trade 
route, but an enormous transportation hub 
in which trade fl ows in all directions, pro-
viding—for example—improved access to 
Central Asia for Japanese and South Ko-
rean exports.

The New Silk Road policy framework 
ultimately serves to unite this long-term vi-
sion with Chinaʼs diplomatic and trade pol-
icy orientation, in order to coordinate many 
different government departments, state-
owned enterprises (SOEs) and policy banks 
around the goal of loosening restrictions—
both domestic and international—on trade.

Daniel Tobin, Lecturer in Chinese 
Business and Management at the China 
Institute, School of Oriental and African 
Studies, University of London, explains: 
“Economically at least, itʼs a very rational 
policy. Putting this thing on paper, using 
it as a selling point, getting people to talk 
about it and making trade easier is a very 
rational policy.”

Chinese Horizons
But to focus purely on trade is to miss many 
other aspects of the New Silk Road policy. 
Of perhaps greater importance in the short-
run are macroeconomic factors, something 
that has become more acute as economic 
growth has slowed and the need for some 
kind of stimulus has arguably risen.

“Weʼre getting a good idea at this stage 
that the sort of consumption-driven growth 
that the leaders had in mind is not really ma-
terializing,” says Tobin, adding, “if these 
are Chinese [investment] projects, carried 
out by Chinese companies… the leakage 
out of them is quite small I guess, so the 
money spent does come back into state cof-
fers and it keeps growth going forward.” 

Beyond forming a kind of stimulus, the 
long-term project of internationalizing the 
renminbi is often mentioned in connection 
with the New Silk Road. “Something that 
makes trade easier is currency and remov-
ing currency restrictions and giving a lot of 
these countries quotas in renminbi… [is] 
quite a coherent policy,” says Tobin. 

Song Gao extends this analysis by 
highlighting that a “medium-term goal for 
Beijing to internationalize the renminbi is 
to make [it] a more important currency for 
trade settlement, especially regional trade 
settlement.” And given that “a quarter of 
Chinaʼs exports have been associated with 
countries along these two or three routes,” 
the impact on the volume of renminbi trade 
settlement will not be trivial.

Thirdly, but perhaps most signifi cantly, 
according to Li Haitao, Deanʼs Distin-
guished Chair Professor of Finance at the 
Cheung Kong Graduate School of Busi-
ness, attempts to alleviate growing eco-
nomic pressures on Chinese businesses 
plays a role in the scheme. “There is a huge 
amount of overcapacity in manufacturing 
and real estate and related industries… the 
New Silk Road, people refer to it as Chinaʼs 
Marshall Plan to try to export this overca-
pacity to Central Asia, South Central Asia, 
Indonesia and Southeast Asia, all the way 
to Africa. Thatʼs a great idea if it can be 
successfully implemented.”

Song further explains that “the New 
Silk Road is a scheme to convert China 
from a capital infl ow country to capital 
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outfl ow country”. Consequently “China 
will put foreign reserves to much better use 
because it has been getting about 0% or 
0.5% return on [US] federal bonds. Now, 
if they put the money into infrastructure 
in developing economies, it should give a 
better return for Chinaʼs foreign reserves.” 
Furthermore, this will allow China to “ex-
port some infl ationary pressure and can—in 
that case—give the Peopleʼs Bank of China 
(PBOC) more discretion in implementing 
domestic monetary policy.”

Return on Investment
Inevitably, such a bold, long-term plan will 
face challenges, and those challenges will 
be commercial, economic and political. But 
although a focus on trade might seem like 
a “win-win” for all those involved, from 
the perspective of business, the benefi ts 
are not as clear cut. A senior source from 
the Asian freight industry thinks the direct 
benefi ts of better rail links between China 
and Europe would “probably not be much, 
based on cost. Youʼre looking at a differ-
ence of 14 days into Europe as opposed to 
four to six weeks by sea, but of course at 
the moment the costs are much higher, so 
it really depends what sort of commodity 
youʼre moving, what value it has and how 
time sensitive it is, but itʼs certainly going 
to have an impact going forward.”

This restrained skepticism is refl ected 
in wider market-based views of the New 
Silk Road. “Although obviously we are in-
terested in specifi c investments across the 
region, the ʻNew Silk Roadʼ is the sort of 
strategic policy initiative that generates lit-
tle in the way of obvious and direct tangible 
benefi ts,” says Jonathan Silver, Banking 
and Finance Partner at the law fi rm Norton 
Rose Fulbright in Hong Kong. “So while 
business would generally welcome the po-
tential benefi ts of the New Silk Road, most 
would only take a direct interest in the con-
crete results, as they arise.”

However, the establishment of state-
backed funds and policy banks to drive 
investment highlights at least one acknowl-
edged problem with large-scale infrastruc-
ture investment—the diffi culty of securing 
a return—and hence the need for such fi -
nancial institutions, rather than commercial 

and investment banks, to provide funds. 
“When you come to think about what 
type of returns these projects are going 
to deliver, you could be very skeptical of 
something like putting a lot of money into 
a railway line upgrade. These things donʼt 
generate big returns in economic terms,” 
says Tobin.

Such doubts would seem to run counter 
to the grand historical analogies. But rather 
than contesting the underlying logic or di-
rection of the policy, a lack of excitement 
stems from the fact the New Silk Road es-
sentially follows a well established direc-
tion of Chinese policy of simply making 
trade easier.

“It certainly is making it easier to trade 
with these countries, makes for a nice an-
nouncement and it has a nice name. It in-
volves a lot of capital expenditure, but itʼs 
not necessarily something new,” says To-
bin, who adds, “when youʼve been looking 
at these things for a while, you tend to get 
quite skeptical about the way things are 
packaged, the way things are announced 

and the names given to them… The con-
trol that the Chinese government has been 
able to exercise over investment is not very 
good. Itʼs not a perfect lever for them… 
The policy is consistent in one sense, but 
the big problem always seems to happen 
with implementation.”

Moving beyond trade and implementa-
tion, it is also clear that some of the hoped 
for macro-economic benefi ts will be diffi -
cult to realize. CKGSBʼs Li expresses par-
ticular skepticism that the New Silk Road 
will make much difference at all to the 
problem of overcapacity in China. 

“When I fi rst heard about this, I thought 
it was a brilliant idea to try to solve the 
overcapacity problem in China… but if 
you look at these countries on the Silk 
Road, just think about a country that is big 
enough, that has huge demand for infra-
structure building, could be India right? Itʼs 
the size of China, huge room for improve-
ment, but do you think India would open 
its doors and let China in to build all the 
bridges and roads?” he says. “You have to 
transform India into China in order to take 
this overcapacity [but] they want to do it 
themselves.”

“The bottom line—to me—is that there 
is no free lunch. This [the New Silk Road] 
may help, but it is not a panacea. There 
may still be some pain we have to endure 
to deal with overcapacity in China.” Fur-
thermore, Li reinforces the diffi culty of 
making these investments pay, noting that 
“the government is reducing their hold-
ings of US government bonds, and if you 
can export this capital and invest in real 
assets… that is defi nitely a good strategy. 
But having said that, if you look at the 
economies around the world, the US is the 
only bright spot.”

Political Preoccupations
Setting aside the mundane matter of thread-
ing the whole idea together with actual 
steel, concrete and trade agreements, there 
is also the question of politics, or at least, 
the question of political perception. 

“The political challenge being always 
associated with the general perception of 
Chinese diplomacy and foreign policy,” 
says He Liping. 
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problem], but it 
is not a panacea
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For Song the problem is potentially 
more serious. Focusing on the three basic 
routes that comprise the spine of the New 
Silk Road, he says, “If these three routes 
become so important to Chinaʼs future 
sustainable economic growth and also be-
come so critical to Chinaʼs export of capi-
tal, that means these routes will bear sig-
nifi cant national interests and will matter 
a lot to Chinaʼs national security… This, 
naturally, will be at odds with some major 
global powers. Russia will defi nitely have 
concerns with Chinaʼs expansion through 
Central Asia, and India, for the maritime 
route, China will have to secure the trad-
ing route through the Indian Ocean, that 
will at least be perceived as a threatening 
move.” 

Indeed, so threatening that India is de-
veloping its own strategic vision for the In-
dian Ocean region—so far called ʻProject 
Mausamʼ—as a direct response to Chinaʼs 
New Silk Road.

Nevertheless, there are signs the Chi-
nese government is fully aware of these 
potentially negative perceptions. On De-
cember 15th, 2014 Li Keqiang suggested in 
a speech in Kazakhstan that the New Silk 
Road would need to resolve security ques-
tions through the Shanghai Cooperation 
Organization (SCO). In doing so, he openly 
acknowledged a security dimension to the 
New Silk Road, but framed it in terms of in-
stability and terrorism rather than geopoliti-
cal competition. Furthermore, invoking the 
SCO as the vehicle for security cover ac-
knowledges Russiaʼs interests in the region 
while hinting that they may not always be 
exclusive; a cooperative position, and one 
that Russia will no doubt think carefully 
about, but a suggestion clearly intended to 
reassure.

One further advantage China has is 
simply that the scale of the New Silk Road 
means that opposition from anywhere will 
only ever be towards part of the whole. 
The US will not be concerned about Cen-
tral Asian transport links, Russia will not 
object to the consolidation of trade routes 
in Southeast Asia, and India will have no 
direct interest in Northeast Asia. 

To that extent, opposition will likely 
remain fragmented, giving China the great 

advantage of time and the opportunity to 
make progress step by step in different di-
rections at different times, all in line with 
a simple formula which stresses the im-
portance of mutual gains. As Li spells out, 
“You can make this compelling case. China 
is extremely important. We build this in-
frastructure link to you, you can trade with 
China. It will benefi t you enormously.”

Unfortunately, time can also herald 
unwelcome changes. China prefers stable, 
long-term relations with other countries, 
but some of the New Silk Road countries 
are democracies, at times leading to dra-
matic changes in governments. 

President Maithripala Sirisenaʼs new 
government in Sri Lanka has promised to 
review a Chinese-backed port project in 
Colombo that was launched by Xi Jinping 
in September last year, and which is already 
under construction. Ranil Wickremesinghe, 
the countryʼs new prime minister, had pre-
viously said the project would be cancelled 
if his party came to power.

Meanwhile, in Greece, Syriza, the party 
that has just gained power, has just suspend-
ed the sale of the port of Piraeus to China 
Ocean Shipping Company (COSCO), who 
were planning to transform it into an impor-
tant European hub on the New Silk Road.  

The End of the Road?
Ostensibly, the New Silk Road is about 
trade routes and infrastructure, and to that 
extent it is comprehensible, if very ambi-
tious. But behind the detail of construction 
projects backed by policy banks, there lie 
trade agreements and a conception of Chi-
naʼs development that looks beyond China 
as simply one end of a trade route. Indeed, 
as Song Gao makes clear, “It turns out that 
this vision will be much bigger than that, 
like turning the entire economy into a free 
trade zone.” 

Match this vision with the macro-
economic centrality the New Silk Road 
provides for both internationalizing the 
renminbi and providing a conduit for the 
export of Chinese capital, and the New 
Silk Road becomes much more than 
freight trains crossing wide desert plains. 
As historical analogies go, China as the 
Middle Kingdom might seem more ap-
propriate, for the New Silk Road policy 
resembles less a road than a ʻroadmapʼ to-
wards Chinaʼs future, and it is a map with 
China fi rmly in the middle. 

However, as CKGSBʼs Li says, “the 
road is long, with many pitfalls”, raising 
the prospect that the New Silk Road may 
be just as hazardous as the old one. 

Source: CKGSB Knowledge research, Bloomberg, Xinhua

Paving the Way
Prominent funds and banks contributing to the New Silk Road policy
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Is the Shanghai Stock Exchange finally 
becoming a hub for global finance?

By Hudson Lockett

Baffl ing Bourse 
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After a mainland equity collapse 
in 2007, investors the world over 
largely wrote off Shanghaiʼs stock 

exchange as the lesser cousin of regional 
heavyweight Hong Kong. But tides have 
turned thanks to the Hong Kong-Shang-
hai Stock Connect, which allows traders 
at each exchange to buy and sell certain 
stocks in the other. After said market 
linkup debuted, the Shanghai Composite 
Index rocketed upward from around 2,500 
points to break the 3,000-point mark in 
less than a month, even as interest in the 
Stock Connect faltered. The sudden surge 
set foreign investors salivating once more 
at the prospect of snapping up Shanghai 
stocks. 

As local retail investors and equities ex-
perts abroad turn their gaze upward to track 
Shanghaiʼs ascent, it is unclear whether 
most understand the fi nancial foundations 
and regulatory system that underpin the 
workings of Chinaʼs foremost native stock 
exchange. Nor is everyone confi dent its 
gains tally with reality. 

“People are still far more trusting of 
the US stock market as a leading indica-
tor of the economy,” says Robert Blohm, 
a professor at Chinaʼs Central University 
of Finance and Economics. Blohm, while 
noting positive developments in earnings 
at Shanghaiʼs exchange, says that its erratic 
movements are similar to those of Tokyoʼs 
in the late 1980s.

“The problem with the Japanese stock 
market at the time was that it was irrational; 
it wasnʼt analysis-based,” Blohm says. 

To understand how Shanghaiʼs ex-
change might move past that stage and 
overcome both a lack and overabundance 
of regulation requires a look back at its 
origins and often tumultuous development. 
How the Shanghai Stock Exchange became 
what it is today and how it is viewed both 
on and off the mainland by regulators and 
investors speaks volumes about where it is 
headed, and why.

Humble Beginnings
Shanghaiʼs stock market is a key compo-
nent of Chinaʼs economic framework, as it 
was intended to be when it launched along-
side the Shenzhen exchange in late 1990. 

Its debut marked the beginning of a suite of 
capitalist mechanisms that would be rolled 
out over the course of the following de-
cade. As major companies from the main-
land were formed out of smaller regional 
government enterprises and began listing 
in Hong Kong with so-called H-share of-
ferings, that cityʼs exchange ballooned in 
size and importance to global fi nance. With 
experience gained there and in New York, 
mainland companies could then return to 
China to build the foundation of the coun-
tryʼs current state-owned enterprise (SOE)-
dominated model.

Unfortunately market conditions stag-
nated following the Asian Financial Crisis 
of 1998, and from 2001 to 2005 the Shang-
hai exchange muddled its way through a 
four-year slump until a series of big deals 
and protection from stock dilution due to 
a temporary ban on IPOs turned things 
around. By the end of 2006 the Shanghai 
index had leapt from 1,000 points to 3,000 
points in the space of just 18 months—only 
to go bust after reaching a historic peak of 

over 6,000 points in October of 2007. The 
plunge ended with the index fi nishing 2008 
down a staggering 65%.

A partial recovery fueled by the gov-
ernment pumping cash into the countryʼs 
economy was not enough to rouse investor 
interest, and the composite index continued 
a chronic slump that, until this year, seemed 
doomed to continue. But it didnʼt.

Surging Stocks
The broader trend upward this year, as 
tracked by the Shanghai Composite Index, 
entered the foothills of its current rally in 
mid to late July after the announcement 
of the Hong Kong-Shanghai Stock Con-
nect. The index has continued upward ever 
since, outside a dip in December that it 
later recovered from. State media certainly 
encouraged investor optimism, as China 
Securities Regulatory Commission Presi-
dent Xiao Gang told the Xinhua-sponsored 
China Securities Journal the Stock Connect 
would speed Shanghai on its way toward 
becoming an international hub.

The latest leap, in which the bourse 
went from around 2,500 to over 3,000 
points in the space of about a month, began 
in mid-November, just before the launch 
proper of the stock market linkup. But as 
the rally drove on it became clear that the 
Stock Connect was not as user-friendly as 
many international investors would have 
liked, says Haohao Zhou, China economist 
for ANZ. 

“Thereʼs just more counterparty risk 
involved than people had expected. Itʼs 
a nominee structure,” says Zhou, which 
means that the Hong Kong exchange acts as 
a clearing house. “If you want to sell your 
stock on a particular day you have to de-
liver all your stocks to the brokerage com-
pany before the trading kicks off. So you 
have more counterparty risk and most of 
the typical institutional investors in Hong 
Kong just do not feel comfortable enough 
with that.”

Nor do regulatory hurdles end at Chi-
naʼs borders, as many mutual funds out of 
Europe learned in November. Many were 
forced to hold off on participating due to 
their Luxembourg-based regulator hav-
ing not yet given approval. But this is not 

There’s just more 
counterparty risk 
involved [in the 
Stock Connect]
than people had 
expected

Haohao Zhou
China Economist
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the fi rst instance of Europe playing catch-
up with Chinaʼs opening capital markets: 
when the fi rst RMB-denominated scheme 
for foreign investment on the Shanghai 
exchange began in 2011, it took authori-
ties in Luxembourg roughly a year to grant 
approval for any investment funds to begin 
buying mainland stocks.

The current surge is also unusual in that 
previously the A-share market—regular 
shares that are also available to foreign-
ers—mirrored Chinaʼs economy at large, 
growing and shrinking in tandem with 
broader macroeconomic trends. The key 
driver of the current uptick, in addition to 
attempts to profi t off arbitrage between 
Hong Kong and Shanghai dual-listed stock 
valuations and an interest rate cut from 
the Peopleʼs Bank of China, is likely the 
protracted slump in real estate throughout 
much of China. 

For now, the downturn appears to have 
effectively ended the property sectorʼs role 
as a dependable earner for institutional in-
vestors and profi table storehouse for value 
among retail investors—individuals buying 
and selling shares for their own personal 
account—at least outside of top-tier cities 
such as Beijing and Shanghai. That has left 
only one sector where profi t is possible: eq-
uities.

Who’s Driving this Thing?
Although the Shanghai exchange is of-
ten decried as a casino, the latest infl ux of 
willing investors shows that such concerns 
are not enough to scare off everyone, and 
without real estate to spread out the risk, in-
vestment has no other destination as attrac-
tive as the stock market. That many retail 
investors view Shanghai as being driven by 
speculation and liquidity does not change 
the fact that depositing money with tradi-
tional banks requires enduring low interest 
rates, or that the bond market is still not 
worth the effort.

Shares in the CSI 300 index, compiled 
by the China Securities Index company, 
quoted below RMB 5 at the end of Septem-
ber had jumped 63% by mid-January, ac-
cording to one Bloomberg report, suggest-
ing that much of the rally has been driven 
by inexperienced retail investors whose 
knowledge of trading began with “buy 
low” and ended with “sell high”. 

An auditor at a top Western accoun-
tancy fi rm, who declined to be named, says 
heʼd been investing in mainland markets 
since his college days, and had snapped up 
securities fi rm shares in December on spec-
ulation that companies in the sector would 
cash in on the rally that month, in addition 
to SPD Bank stock he fi gured was under-

valued. His stocks also included Pingʼan—
up nearly RMB 20 from his buying price of 
RMB 60 per share. 

Meanwhile, a fellow auditor at the same 
fi rm had got involved in the market too, but 
was still new to equities and couldnʼt recall 
what heʼd bought most of his stocks for. But 
heʼd taken a beating from buying securities 
shares: like his colleague, heʼd bought them 
in order to profi t off the December rally, but 
his gains didnʼt last long as some securities 
fi rms slumped by as much as 30%. He was 
still holding onto the shares when he spoke, 
but at a growing loss. 

Barriers Remain
Shanghai has entered global stock market 
indices, in a limited capacity, through the 
S&P China BMI, which measures all in-
vestible Chinese stocks available to global 
investors. After ups and downs from 2008-
2011, the S&P has trended net positive to 
date, at least broadly speaking. 

But the Stock Connect that kickstarted 
the current boom remains only partially 
opened to international capital, limiting for-
eign investment to 568 designated stocks 
out of the total 971 listed in Shanghai. Fur-
thermore, there is the process of fi rst going 
through a broker in Hong Kong. Those bar-
riers are likely to come down in time, but 

New Momentum
Shanghai Stock Exchange composite index, Jan 2014-Jan 2015
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they point to a more central problem.
“Shanghai canʼt really become an inter-

national fi nance center until theyʼve opened 
up the capital account and made the ren-
minbi fairly convertible on that capital ac-
count,” says Julian Evans-Pritchard, China 
Economist at Capital Economics. “In order 
to be an international fi nancial center you 
need to be able to freely shift funds across 
the border and convert them into different 
currencies.” 

There is certainly a desire to invest, as 
much of the international exposure to main-
land shares now seems to be coming from 
privately traded derivatives in Hong Kong. 
A recent Reuters report found that thanks 
to regulatory and technical hurdles to for-
eign investment in mainland fi rms outside 
of an approved list, most Stock Connect 
activity was occurring off-exchange as 
funds bought “synthetic” equity—fi nancial 
tools that grant exposure to a stockʼs gains 
and losses—to increase their China expo-
sure—this despite Beijingʼs hopes that the 
new program would curtail said footloose 
foreign fundsʼ growth. 

Zennon Kapron, founder and Manag-
ing Director of the China-based fi nancial 
consulting fi rm Kapronasia, suggests that 
this focus on synthetic equity was likely to 
dissipate in the longer term as the market 
linkupʼs scope broadened and regulations 
were eased. He adds that Chinaʼs lack of 
domestic derivatives was another factor 
that detracted from the Shanghai Stock 
Exchangeʼs international appeal, even as 
its impact on the global fi nancial system 
increased.

“There are certainly a subset of these 
investors that have not come into the 
[Shanghai] market because of the inability 
to hedge,” Kapron says. “As we have seen 
in the latter half of 2014 and beginning of 
2015, the Shanghai Stock Exchange can 
be quite volatile. Investors may not want 
to take a position in something that they 
cannot hedge, or they might not even be al-
lowed to, based on investment rules.”

Furthermore, in comparison to ex-
changes like those in London and New 
York, tight-fi sted regulation has kept 
Shanghaiʼs exchange comparatively undi-
versifi ed. It generally favors heavyweight, 

state-owned fi rms, while smaller enterpris-
es truly in need of willing global capital of-
ten get shunted to Shenzhen, which lacks a 
Connect of its own. Worse still, the above-
mentioned capital controls effectively rule 
out any international fi rms that might other-
wise consider listing in Shanghai.

Still, domestic brokersʼ eagerness to 
invest abroad could serve China well in fi -
nally opening up with Shanghai at the van-
guard, says Robert Blohm, from the Cen-
tral University of Finance and Economics. 
That outward-facing mentality contrasts 
with Japan, where a preference of investing 
in local fi rms has kept the stock market in 
Tokyo from becoming more of an interna-
tional listings destination.

“If anything thereʼs an opposite propen-
sity of Chinese to invest in foreign things,” 

says Blohm. “Shanghai has a lot more po-
tential for internationalization than the To-
kyo exchange ever had.”

Trust Issues
Global investor attention may have shifted 
to Shanghaiʼs side of the Stock Connect, 
but Hong Kong has something that Shang-
hai truly lacks: a sense of trust and security. 
“I think the bigger issue is trust and faith 
in the legal system,” Evans-Pritchard says. 
“Itʼs harder to build that trust, and I think 
thereʼs still quite a signifi cant amount of 
wariness of how well investorsʼ rights will 
be protected in the mainland. Investors 
want exposure to China but they donʼt nec-
essarily want to deal with the legal uncer-
tainties that would be involved in investing 
from within China itself.” 

But even after a drop-off in participa-
tion from both sides of the new market 
linkup, all of the economists contacted 
viewed the Stock Connect as a step in the 
right direction toward opening up Chinaʼs 
capital account in a way that would benefi t 
the international standing of the Shanghai 
Stock Exchange. Itʼs also set to get better as 
the suite of regulations is revised and the in-
vestment process for international investors 
is smoothed out, says ANZʼs Zhou. “The 
version that we currently have is not the fi -
nal version,” he notes.

Stock Connect notwithstanding, in light 
of the bourseʼs history and the latest trends 
in investment, it appears that while the 
Shanghai Stock Exchange may be of glob-
al interest, its offshore infl uence remains 
hobbled. Cumbersome controls that prevent 
global capital from fl owing where it is most 
needed, and a murky regulatory environ-
ment keeps potentially willing international 
investors—or even international listings—
off the table. The recent rally may have cap-
tured the worldʼs attention, but its speed and 
contrast with wider macroeconomic condi-
tions raise questions of its credibility. 

This all may change in the long run as 
reforms are gradually rolled out. But so 
long as Shanghaiʼs market lacks the global 
liquidity and institutional trust that under-
pins other major stock exchangesʼ fi nancial 
fundamentals, its international signifi cance 
will remain limited. 

There are 
a subset of 
these investors 
that have not 
come into the 
[Shanghai] market 
because of the 
inability to hedge

Zennon Kapron
Founder and Managing Director

Kapronasia
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China’s slowing auto market is reshaping the industry

By  Christopher Beddor

Hitting the Speed Limit

China Insight

Z hou Xiaogang, a resident of the 
southern Chinese city of Shenzhen, 
 has been planning to purchase a car 

for some time. A 28-year-old graphic de-
signer, Zhou has already saved around 
RMB 85,000 ($13,700), a step toward his 
goal to purchase a new car and an apart-
ment in the cityʼs suburbs.

On December 29, that dream became 
much more diffi cult. Shenzhen offi cials 
abruptly announced they would cap the 
number of new car license plates issued by 
the city government to 100,000 per year, 
effective immediately. Most plates will 
now be allocated either by lottery or auc-
tion. Last year, around 500,000 passenger 

cars were sold in Shenzhen, suggesting 
demand for plates will far outstrip supply.

The suddenness of the announcement 
generated much public anger, including 
from Zhou. “Sure, Iʼll register [under the 
new lottery system],” he says. “But [as to] 
when Iʼll actually be able to buy a car, I 
have no idea now.” 
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Shenzhen is the latest city to imple-
ment a license plate quota system, follow-
ing in the footsteps of Shanghai, Beijing, 
Guangzhou and others. Offi cials hope that 
by limiting the number of new cars on the 
road they can curb air pollution and traffi c 
congestion, especially as public pressure to 
combat smog continues to mount. But these 
restrictions, although well intentioned, risk 
accelerating the cooling of Chinaʼs once 
red-hot auto market.

Sales of passenger cars, sport utility ve-
hicles (SUVs) and minivans grew 9.9% na-
tionally to reach 18.9 million in 2014, down 
from a 15.7% gain in 2013, according to the 
Chinese Association of Automobile Manu-
facturers (CAAM), an industry body. Sales 
of all autos, including commercial vehicles, 
grew 6.9%, less than half the pace of 2013.

Few in the industry think a return to the 
go-go years is in the offi ng. “Everything is 
normalizing in China: the market growth, 
the volume growth, the margin growth,” 
Karsten Engel, BMWʼs CEO, told Reuters 
in November. “The breakneck growth of 30 
to 40% will not come back again.”

The slowdown could have wide-ranging 
ramifi cations for an industry that has come 
to rely on Chinese growth. China made up 
59% of the global net profi t at Volkswagen, 
45% at BMW and 37% at General Motors 
in 2013, according to data complied by IHS 
Automotive.

What this “new normal” means for 
various industry players is less certain, 
however. Chinese car brands will probably 
take the biggest hit, though in the long run, 
consolidation will be healthy for the indus-
try. Foreign automakers should fare better, 
and appear to be investing for the long haul 
in what is still the worldʼs fastest-growing 
major auto market. Even so, they too will 
need to rethink their approach to the Chi-
nese market.

“The industry really is at an infl ection 
point, and itʼs quite a major infl ection point,” 
says John Jullens, a Shanghai-based partner 
at Strategy&, a consulting fi rm. “The whole 
business model is going to have to change.”

End of an Era
Until recently, China was one of the few 
bright spots in the global auto landscape. 

Auto sales grew at a compound annual rate 
of nearly 17% between 2003 and 2014, ac-
cording to PricewaterhouseCoopers, an 
accounting fi rm. Chinaʼs auto sales vol-
ume overtook the US in 2009, a year when 
sales surged a blistering 46%.

The China market has seen slumps 
before, usually as consumers delayed 
or accelerated purchases in response to 
government incentives. For instance, the 
phase-out of a car subsidy scheme led 
to a paltry 2.5% growth in 2011, but by 
2013 it was roaring ahead again at 14%. 
Todayʼs slower pace appears here to stay, 
however.

“The major impact is coming from the 
macroeconomic environment, which is not 
very strong,” says Jochen Siebert, founder 
of JSC Automotive, a consultancy. Chinaʼs 
economy grew around 7.3% in 2014, its 
slowest pace since 1990. The auto market 
also correlates strongly with real estate 

sales; as the property market has cooled, 
auto sales have fallen in tandem.

Increasingly tough restrictions on li-
cense plates are also taking a toll. Last year 
Beijing lowered its cap on new plates to 
150,000 from 240,000 per year. By 2017, 
the city expects to issue just 90,000 plates 
to conventional cars, with the rest allocated 
to new-energy vehicles. 

Meanwhile, offi cials in Shanghai have 
said they will issue around 100,000 new 
plates this year; the average auction price of 
a new plate reached RMB 73,798 ($11,900) 
in the fourth quarter of 2014. Other cities, 
such as Guangzhou, Guiyang and Hang-
zhou, have implemented similar quotas 
schemes, and more are expected.

The caps limit car demand in those 
cities, but the way they have been intro-
duced—with little warning, in order to 
avoid a car-buying rush before restric-
tions kick in—could have knock-on effects 
across the country.

The new Shenzhen quota “will have a 
big psychological impact, because the local 
city government did not give any lead time 
or buffer,” says Yale Zhang, Managing Di-
rector of AutoForesight, a research fi rm. If 
consumers in other cities think they will 
be next for a quota system, they may push 
forward their planned car purchases. That 
would make for a strong fi rst half of 2015, 
but depress sales in the long term.

Namrita Chow, an analyst at IHS Au-
tomotive, thinks the combination of slower 
economic growth, plate restrictions and Xi 
Jinpingʼs anti-corruption drive, which has 
depressed sales at the premium end of the 
market, will knock at least another percent-
age point off passenger car growth this 
year, marking something of a consensus 
among industry watchers.

Propping Up the Rest
Less clear is the impact the slowdown will 
have on automakers.

The hardest hit are most likely to be do-
mestic carmakers, say analysts. These fi rms 
cluster at the low end of the market, with 
models priced at RMB 50,000-100,000 
($8,070-16,140). Their share of the passen-
ger car market fell 2.1% last year to 38.4%, 
according to CAAM. That share will fall 

The industry 
really is at an 
infl ection point... 
The whole 
business model 
is going to 
change

John Jullens
Partner

Strategy&
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even further as restrictions tighten, possibly 
to near zero in big cities, reckons Zhang of 
AutoForesight. 

“Consumers will think, ʻI spent so 
much money on a plate,ʼ or ʻI went through 
the lottery system a million times and fi nal-
ly got this car plate, so I need a good brand 
that I donʼt need to upgrade frequently,ʼ” 
he says. “So even if the original plan was 
to buy a local [car], after they get the plate 
they increase their budget—sometimes by 
double—and buy a foreign-branded car in-
stead.”

He adds that ironically, the quality of 
Chinese-branded cars is quickly catching 
up to the big automakers, but consumer 
perceptions take around a decade to adjust 
to reality.

Another source of pressure comes from 
foreign automakers moving down-market. 
Chinese regulations require foreign car 
companies introduce local “indigenous” 
brands, often produced in conjunction with 
their mandatory local joint venture partner, 
if they want to expand production capacity 
in China. The requirements are of the coun-
tryʼs longstanding strategy to trade market 
access for foreign technology and know-
how, says Jullens of Strategy&. 

While the mass-market global automak-
ers such as GM, Volkswagen and others 
usually sell cars for RMB 100,000-200,000 
($16,140-32,280), the regulations have 
spurred them to design cheaper models 
that compete directly with Chinese brands. 
“Thereʼs a major battle shaping up [at the 
low end of the market],” says Jullens.

Such competition is probably healthy 
for the industry in the long run. Jullens ex-
plains that when consumers think of Chi-
nese car brands, they tend to think of the 
big state-owned fi rms (SAIC Motor, FAW, 
Dongfeng Motor, Changʼan Automobile 
and so on) or private players (Chery, Geely, 
Great Wall, BYD and others). In reality 
there are more than 170 Chinese automak-
ers, and the bulk of these are a “fat tail” of 
small, ineffi cient car companies supported 
by local governments.

The National Development and Reform 
Commission (NDRC), Chinaʼs state plan-
ning agency, has long understood that the 
industry needs to consolidate. In 2007, the 
government established a target for the top 
10 auto fi rms to have a combined 90% mar-
ket share in 2015, up from 80% at the time. 
But the agency encountered stiff resistance 
from local offi cials: small automakers are 

part and parcel of local government budgets, 
as well as a major source of employment.

Moreover, attempts at forced merg-
ers have foundered. In 2009, Guangzhou 
Automobile Group acquired a 29% stake 
in Changfeng Motor for RMB 10 billion 
($162 million) at the behest of the NDRC 
and the Ministry of Industry and Informa-
tion Technology (MIIT), another regula-
tor. The acquisition failed so completely 
that the company was eventually split into 
three, leaving the market even more frag-
mented than before.

Tougher competition and slower 
growth may fi nally do what regulators 
could not. “The pain threshold is going to 
get higher and higher for this long tail of 
smaller brands,” says Jullens. But when 
consolidation does come, it will be a net 
positive development for the industry. “Itʼs 
[a] process that will have to happen at some 
point,” he says.

Wheeling and Dealing
Foreign brands are better-placed than their 
Chinese competitors, but they too face 
challenges amidst the slowdown. 

Among the most pressing is their rela-
tionship with local dealers, many of which 
are piling up inventory. The China Automo-
bile Dealers Association (CADA), a trade 
group, reported that dealers had an average 
1.83 months of inventory on hand at the end 
of 2014, a one-third increase on the year 
before and well above the 1.5 months of in-
ventory analysts consider to be a “red line”.

The problem is that many global auto-
makers set year-end sales targets for their 
China dealerships (Chinese brands usually 
own their dealers directly, as in Europe). 
Dealers that reach those targets qualify for 
bonuses, which can account for up to half 
their profi ts, according to CADA. But the 
widening gap between targets and the slow-
ing economy has led to friction at some 
fi rms. BMW, Toyota and Daimler dealer 
associations have protested publicly against 
what they consider to be unreasonable sales 
targets. 

“We will see more of that happening,” 
says Siebert. “Weʼll see it from Audi, from 
Lexus and others, because the dealers are 
much stronger than before.”

Foot to the Floor
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New regulations from the Ministry of 
Commerce, which oversees auto sellers, 
have liberalized many aspects of the mar-
ket, for example by allowing dealers to sell 
multiple brands or import vehicles without 
the manufacturerʼs permission. This, says 
Siebert, has shifted the balance of power 
towards dealers. Those dealers are respond-
ing by holding less inventory and demand-
ing more subsidies from manufacturers.

“If [the dealers] donʼt get what they 
want, they get together with CADA, and 
CADA goes directly to Beijing, points 
their fi ngers at the [manufacturers] and 
says, ʻTheyʼre not playing according to the 
rules,ʼ” Siebert notes. “And in the end, they 
get what they want.” 

In early January CADA announced that 
it had persuaded BMW to shell out RMB 
5.1 billion ($820 million) to its China deal-
ers as compensation for lower-than-expect-
ed sales in 2014. Volkswagen and Daimler 
are said to have paid RMB 2 billion and 
RMB 1 billion to their Audi and Mercedes 
dealers, respectively. CADA declined to 
comment for this article, and the automak-
ers will not confi rm the fi gures.

Figuring out how to handle the relation-
ship with local dealers “must be the number 
one priority” for foreign automakers in the 
near future, says Siebert. 

Changing Tactics
Another challenge is the changing nature of 
Chinese consumers. Jullens of Strategy& 
says the big automakers have so far taken 
a “hunter-gatherer” approach to the market, 
making money by scouting fi rst-time Chi-
nese car buyers. 

Yet the market is now shifting from one 
of mostly fi rst-time buyers to repeat pur-
chasers. This will require a “seed-harvest” 
approach, in which carmakers sell vehi-
cles at relatively low cost, then earn profi t 
through complimentary services like lease 
fi nancing, warrantees, accessories, after-
sales services and trade-ins.

Car brands will need to place more em-
phasis on customer loyalty and master the 
economics of after-sales parts and services, 
as well as the used-car market—a different 
set of skills than what has worked so far.

Even the premium end of the market, 

currently dominated by Audi, BMW and 
Daimler, may be in for a shake-up as the 
market transitions from targeting super-rich 
buyers to the merely affl uent. These “main-
stream” buyers are more invested in the 
performance of the car, rather than simply 
prestige, says Jullens. That could provide 
an opening for a raft of budding new en-
trants, including Fordʼs Lincoln brand, Nis-
sanʼs Infi niti and Toyotaʼs Lexus.

“Youʼre going to start to see a new 
business model emerge,” says Jullens. “The 
deck is being shuffl ed anew.”

Increasing overcapacity will make that 
juggling act even more diffi cult. Nearly all 
the big global players appear to be doubling 
down on China. Chow says the top brand 
by market share in China last year was 
likely Volkswagen, followed by Hyundai 
and Buick (owned by General Motors). Of 
these, Hyundai announced in late Decem-
ber it would start construction on two new 
production plants, and General Motors said 
earlier in 2014 it would invest $12 billion to 
boost capacity 65% by 2020.

“These are decisions that were made 
some time ago, when it still looked like 
there would be no end to Chinaʼs rise,” says 
Siebert of JSC Automotive. “I think when 
the [automakers] realize over the next few 
months that maybe there will be some sort 
of crisis, you will see some revisions of 
those plans.”

Finally, foreign car fi rms will need to 
meet a series of surprisingly tough fuel ef-
fi cacy targets in China. Automakers must 
improve effi cacy by 6% between 2015 and 
2020 to meet the new requirements, says 
John Zeng, an analyst at LMC Automotive. 

That will not be possible by simply 
tweaking existing car technology, so car-
makers will have to choose from a variety 
of new technologies that might bridge the 
gap, including high-effi cacy diesel engines, 
turbo-charged engines and new-energy de-
signs. However, while the likes of Tesla 
and BYD have produced some high-priced 
all-electric vehicles, none of these options 
has yet proven commercially viable on the 
mass-market end.

“For the manufacturers, itʼs like gam-
bling—you donʼt know which technology 
will win,” Zeng says. He adds that some 

Japanese carmakers have opted for hybrid 
petrol-electric models, but those designs 
appear to be failing in the market.

Too Big to Fail
Such concerns do have merit, but China 
remains one of the few sources of seri-
ous growth left in the global auto market. 
While the US is gaining steam, margins in 
the American auto market are slim. Emerg-
ing markets such as Brazil and Russia are 
fl irting with recession, and there is no end 
in sight to Europeʼs anemic growth. In this 
context, investing in a large market expect-
ed to grow 8% this year seems a reasonable 
bet.

Furthermore, many car companies have 
their eye on the long term. Auto penetra-
tion rates in China are less than a tenth that 
of the US and less than an eighth that of 
densely populated countries such as Japan, 
according to the World Bank, suggesting 
there is still plenty of room left for growth.

“In a long-term context, China still has 
signifi cant growth potential,” says Larissa 
Braun, a Beijing-based spokesperson for 
Volkswagen. “We expect China to remain 
the motor for growth for both the global au-
tomotive industry and for the Volkswagen 
Group.”

Those remaining growth prospects, an 
entrenched position in the country and a 
lack of strong alternative markets all mean 
that China has to remain the companiesʼ 
focus.

Zhang of AutoForesight points to the 
example of Toyota to illustrate how China 
has transformed from a zippy-yet-optional 
emerging market into an indispensable pil-
lar of the global auto industry.

The Japanese carmaker sold 1.03 mil-
lion cars in China last year, falling short of 
its 1.1 million target and sparking rumors 
that it was considering an exit from China. 
But industry insiders know the notion is 
nearly inconceivable, no matter how much 
growth slows.

“Think about it: if you lose a million 
cars a year, is there another market that can 
make up for it? Can they really do another 
million in the US or European market? I 
donʼt think so,” he says. “Who can afford to 
lose this market?” 
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China’s e-commerce giants are heading 
down to rural areas

By Nicole Sy

Countryside Commerce

China Insight
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T he low-hanging fruit of Chinaʼs e-
commerce industry, the urban mar-
ket, is running its course, as con-

sumers become savvier and competition 
becomes more intense. As these initial 
boom years recede, companies are looking 
to expand and innovate in order to consoli-
date their positions.

To that end, e-commerce giants Aliba-
ba and JD.com have begun branching out 
to harder-to-reach markets, namely Chinaʼs 
rural areas. “Developing [these] is our fi rst 
priority in the second half of this year,” Liu 
Qiandong, CEO of JD.com, said in a CCTV 
interview aired in November 2014.

Meanwhile, Alibaba Chairman, Jack 
Ma said, “Alibaba plans to expend a lot 
of energy in the entire fi eld of rural ecom-
merce,” at a December 2014 event in 
Guangdong province. “Weʼre really hop-
ing to bring e-commerce to all of Chinaʼs 
[many] villages, so that rural people can 
get a taste of the city life and sell their own 
products in the cities.” 

The case for such a move is clear. A 
report from AliResearch, Alibaba Groupʼs 
research arm, released in October 2014 es-
timated sales from rural e-commerce would 
reach a value of RMB 180 billion ($29 bil-
lion) by the end of that year, and predicted 
that would increase to RMB 460 billion 
($75 billion) by 2016.

That is not an insignifi cant portion of 
Chinaʼs total internet retail sales, which 
reached RMB 2.4 trillion ($390 billion) in 
2013, and is predicted to reach RMB 3.3 
trillion ($530 billion) in 2015, according to 
consulting fi rm, Bain & Co.

Alibabaʼs Alipay Annual China Spend-
ing Report for 2013 also noted that con-
sumption growth is gradually shifting from 
the countryʼs prosperous coastal regions to 
inland provinces. Additionally, the com-
panyʼs fi rst county-level economic and 
e-commerce forum held in May 2014 re-
ported that e-commerce growth in counties 
and villages outpaced that in cities by 13.6 
percentage points in 2013.

“This is one of the greatest growth areas 
in China,” says Teng Bingsheng, Associate 
Professor of Strategic Management at the 
Cheung Kong Graduate School of Busi-
ness. “So for these big internet players to 

position themselves as early as possible 
does make sense.”

“Chinaʼs urban e-commerce industry 
is also saturated in terms of competition,” 
says Wang Rui, Assistant Marketing Pro-
fessor at Peking University. “Big fi rms are 
dominating the market, like Alibaba and 
Jingdong (JD.com), so new players like 
Vip.com, Yihaodian and Tootoo are target-
ing niche markets,” she says.

Out in the Sticks?
Shen Haoyu, JD.comʼs CEO of e-com-
merce business unit, was quoted by China 
Daily in July 2014 as saying consumers 
in small cities are active shoppers and the 
company had to act aggressively. He also 
noted that JD.comʼs sales growth in third 
and fourth-tier cities already outpaced that 
in major cities.

These places feature heavily in discus-
sions of Chinese rural e-commerce. “Usu-
ally when we look at the lower tier, we try 
to base it on the administrative classifi ca-
tion. So they are typically the county-level 
towns, normally considered as lower-tier 
cities,” says Kunal Sinha, formerly the 
Chief Knowledge Offi cer and Regional 
Cultural Insights Director at international 
ad fi rm, Ogilvy & Mather. “Rural is not just 
farmers, but you also get a great number of 
people who are either in construction, min-
ing or also the service economy.”

The classifi cation of what is consid-
ered rural China is often a vague concept 
handed down from Maoist planners. It is 
relevant to note that although also classi-
fi ed as cities, lower-tier cities in China are 
more like towns in a conventional Western 
sense. Third and fourth-tier cities in China 
are more similar to large and small towns in 
more developed nations.

Marketing research fi rm, Millward 
Brown classifi es third-tier cities as pre-
fecture-level cities and fourth-tier cities as 
county cities. Of these, there are 238 cities 
with 32.4% internet penetration, and 388 
cities with 27.7% internet penetration for 
third and fourth-tier cities, respectively.

At the end of 2010, only 20.1% of rural 
residents said they accessed the internet for 
online shopping, while 17% had used online 
payments. That low fi gure stemmed from 
low internet penetration rates in rural ar-
eas. By the end of 2010, users in rural areas 
had reached 124.8 million, according to the 
China Internet Network Information Center.

China had a total population of 1.35 bil-
lion people in 2012, with 47.4% of those 
living in rural areas, according to the 2013 
China Statistical Yearbook by the National 
Bureau of Statistics. Meaning there is a rural 
market of 642 million people. Of those rural 
residents, 84.4% said they liked shopping 
online, according to the AliResearch report. 
The number equates to more than 542 mil-
lion potential customers and retailers, and 
has skyrocketed in the last few years. 

But there are numerous challenges.

Getting Online
Increasing internet connectivity is one. 
Telecom companies will effectively have to 
start from scratch, since these areas might 
not have the infrastructure already in place, 
which could constitute a huge investment.

Even more basic infrastructure is also 
lacking in some parts of rural China. Roads 
to ensure deliveries and other logistics; 
banks to facilitate online banking; and 
uninterrupted electricity sources to power 
computers and mobile phones, are not al-
ways in place.

“The infrastructure is different from a 
cityʼs. Internet access, mobile [ownership] 
are all lower,” says Wang.

This is one of the 
greatest growth 
areas in China

Teng Bingsheng
Associate Professor
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Luckily, Chinaʼs largest tech companies 
have deep pockets—Alibaba has a massive 
war chest from their record-breaking IPO in 
late 2014. The company announced in Oc-
tober 2014 that it plans to invest RMB 10 
billion ($1.63 billion) for infrastructure and 
logistics outside the countryʼs cities. It also 
plans on building “1,000 county-level ser-
vice operation centers, create new services 
tailored to rural e-commerce, and to train 
retailers in rural areas, among others”. 

In December 2014, JD.com also an-
nounced a partnership with the Grameen 
Trust, Nobel laureate Muhammad Yunusʼ 
microcredit and social business initiative, 
to provide micro-loans for entrepreneurs in 
rural China. Micro-loans help those look-
ing to start their own online stores, as items 
such as a computer, and insurance to be 
paid to platforms like Taobao, are unafford-
able for most rural residents.

Thatʼs in addition to another initiative, 
the JD.com Hometown Delivery Program, 
created to empower rural residents and es-
tablish better logistics in lower-tiered cities 
and the countryside.

“Weʼve been leveraging our couriers, 
who often come from smaller cities, to ex-
pand in these areas [with the JD Hometown 
Delivery Program],” writes Josh Gartner, 
JD.comʼs Senior Director of International 
Communications, in an email.

However, JD.comʼs most important 
partnership is with Tencent, which owns 
a 15% stake in the company, and is Chi-
naʼs second-largest internet company by 
market capitalization. Tencentʼs social 
apps, QQ and WeChat, which JD.com is 
now integrated into, increasingly act as 
entry points for a large number of mobile 
purchases as shopping platforms. In their 
earnings call in November 2014, JD.comʼs 
Shen Haoyu said that most users of the 
two Tencent properties tended to be from 
lower-tier cities. He also said that mobile 
purchases made up 30% of all purchases 
in 2014 Q3.

The majority of lower-tier consumersʼ 
spending goes into their basic necessities, 
according to Sinha. But patterns emerge 
with their fi rst purchases the moment they 
have disposable income. “The fi rst kind of 
purchases would be mobile phones because 
it allows them to stay connected with each 
other,” he explains. “And then thereʼs mov-
ing on to the comforts of home. ”

Convenience and choice are key points 
in the rise of e-commerce in lower-tier cit-
ies. Without the presence of large brands 
in physical locations, shoppers can access 
them, regardless of locale, and have them 
delivered, while at the same time compar-
ing prices between brands.

“These markets have been traditionally 

underserved by brick and mortar retailers, 
so being able to get guaranteed authentic 
goods—including imported brands and 
food—quickly is a huge draw,” writes 
JD.comʼs Gartner.

Another challenge is an intangible one: 
distrust in society. Chinese societyʼs level 
of trust does not rank highly compared to 
most countries, and yet the online market-
place is an industry that survives on trust. 

“In rural areas you would expect more 
people to take cash on delivery,” says Sinha. 
Itʼs an option that some e-commerce sites 
like JD.com have that removes the hurdle 
of having to navigate an online banking ac-
count, and addresses trust issues—buyers 
can physically inspect the product before 
paying.

Additionally, online marketplaces have 
engineered mechanisms to help allay con-
sumer fears through seven-day returns, the 
feedback system and guarantees about the 
authenticity of their products.

Reinventing the Village
Rural residents benefi t from the technology 
and education that has come their way, de-
veloping the regions and boosting employ-
ment.

In fact, it has already begun with what 
has been dubbed as “Taobao villages”: tra-
ditional farming communities transformed 
thanks to new jobs created around Taobao, 
Alibabaʼs largest e-commerce site.

AliResearch defi nes a Taobao village 
as a “cluster of rural e-tailers where at 
least 10% of village households engage in 
e-commerce or at least 100 online shops 
have been opened by villagers; and total 
annual e-commerce transaction volume in 
the village is at least RMB 10 million ($1.6 
million).” According to AliResearch, the 
number of Taobao villages has grown ten-
fold from 20 at the end of 2013 to 211 at 
the end of 2014, and there are now some 
70,000 Taobao village merchants. They 
also estimate that commercial activity from 
e-commerce provided 280,000 more jobs in 
rural China in 2014.

“E-commerce will help to close the gap 
a lot… these people can [now] not only get 
traditional jobs, or industry jobs based on 
urbanization, but they can also get internet-Source: AliResearch

Room to Grow
Taobao purchases as % of total  rural consumption expenditure
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based jobs,” says Teng. “I think it will also 
create a lot of job opportunities, not to men-
tion logistics [jobs].”

Tencent also launched a program called 
“Sending a Dream to the Countryside” in 
late November 2014, where it aims to build 
the fi rst mobile internet village in China in 
Tongguan, Guizhou province. It partnered 
with China Telecom and phone manufac-
turer, ZTE to build a transmission tower and 
distribute smartphones. Training courses 
were also provided on how to use the phones 
to communicate and sell local specialties.

Jiang Yu, a 26-year-old junior village 
offi cial, was assigned to a post in Bishan 
village in Anhui province in 2011. “After 
we got assigned to this village and got to 
know the villagers better, I realized that 
tourism didnʼt help their fi nancial situa-
tion,” she says in the 2014 documentary, 
Down to the Countryside. “So we wanted to 
fi nd a way to help them have a better life.” 

She and two colleagues helped villagers 
start an online store on Taobao, “The Young 
Village Offi cialʼs Farm,” which currently 
connects 27 farming households to custom-
ers all over China. Their online store sells 
local products like honey and preserved 
goods. “Now when I go to Bishan, I notice 
the villagers are happy,” Jiang says.

Itʼs also changing social attitudes in 
lower-tier cities, placing greater value on 
the goods it produces. It acts as a bridge, 
for instance, when farmers earn more when 
they can cut out the entire supply chain pro-
cess and middlemen, going straight to ur-
banites concerned about food quality. “The 
biggest advantage is to link the rural areas 
with cities more closely,” says Teng.

No Revolution?
Although Suning, an electronics retailer, 
and Wanda, one of Chinaʼs largest compa-
nies, have joined in the rural e-commerce 
action, or announced plans to, some are 
skeptical there is even a trend worth not-
ing. Anne Stevenson-Yang, co-founder and 
Research Director of J Capital Research, 
says she does not believe in the sudden rel-
evance of going to the countryside. 

“Iʼm not aware that it is a trend,” Ste-
venson-Yang says. “You could have said 
the same thing 10 years ago or 20 years ago 

as well and found plenty of signs. Chinese 
companies invest a lot of money when they 
list; itʼs not a strategic thing.” Both Alibaba 
and JD.com listed to much fanfare in 2014, 
the same year their rural e-commerce initia-
tives became more prominent.

E-commerce will spread to lower-tier 
cities, but defi nitely not at the same speed as 
it did in the cities, according to Wang Rui. 
“Donʼt expect the same fast growth. Urban 
markets had triple-digit growth when it 
boomed in 2010, and now are at about 30-
40% base,” says Wang. “It will even prob-
ably have double-digit growth for the next 
10 years,” she says of urban e-commerce.

“It does take a long time for e-com-
merce or a given segment to be ready for 
e-commerce,” says Teng Bingsheng. “For 
the rural area, I think the risk is that itʼs not 
entirely ready. So if they move ahead of the 
curve, they might not see quick returns.”

Rural areas have weaknesses that may 
hobble tech companiesʼ push outside cities. 
For one, residents have much less spend-
ing power than their urban neighbors. Less 
spending power tends to drive out inhabit-
ants, typically the younger generations, to 
the cities to seek better opportunities. 

The drain of young blood in the coun-
tryside is a great threat to the burgeoning 
market. Contributing heavily to this is the 
countryʼs rapid rate of urbanization. In 
2012, for the fi rst time, the number of ur-
ban residents outnumbered their rural ones, 
according to Chinaʼs National Bureau of 
Statistics. Moreover, some of the areas ru-
ral e-commerce is being built to serve are 
literally disappearing.

“What people call urbanization in Chi-
na is something quite different from what 
they mean by urbanization elsewhere,” says 
Stevenson-Yang.

“Urbanization in China is all about pav-
ing over rural areas. Theyʼre not all about 
moving to cities, because… theyʼre not 
allowed to just move to cities,” she says, 
referring to Chinaʼs household registration 
system that limits internal migration.

It is also a priority for the country. “Ur-
banization is a national policy of the Chi-
nese government, and it will continue to 
play a very signifi cant role in the next 20 
years or so,” says Teng. “So a lot of the 

people who now live in the countryside will 
be moved to small cities and townships.”

Down to the Countryside asks the fun-
damental question of whether Chinaʼs dying 
villages can be saved. It reports that in 2013, 
according to statistics from Chinaʼs Minis-
try of Civil Affairs, villages across China 
are disappearing at a rate of 300 a day.

Then thereʼs also the lack of regulation 
in online marketplaces. “With a kind of dis-
tributed production, what happens to qual-
ity control? Who is responsible for quality 
control?” asks Sinha. “Do small producers 
in the village have the knowhow to be able 
to keep quality at a certain level? On the 
consumer point of view, what kinds of as-
surances are there?”

Sinha believes online marketplaces 
cannot simply be a channel for these prod-
ucts. “The challenge is that in a lot of 
places, there are no unifi ed and standard 
systems,” he says.  “You heard in the past 
how thereʼs a national standard, and thereʼs 
a local standard and many producers say 
that theyʼre following local standards and 
then thatʼs fi ne.”

Increased competition from villagers in 
Taobao villages is also changing relations 
in rural areas as residents race to achieve 
a competitive advantage. In 2012 the Fi-
nancial Times reported on one village in 
Chinaʼs eastern Jiangsu province where 
one man registered patents for his and other 
villagersʼ products, sowing discord among 
his neighbors.

But given the cutthroat nature of e-
commerce, it is understandable the e-com-
merce giants want to position themselves 
for wherever the e-commerce market might 
head. “I think this is really a move to be 
ready for the future,” says Teng.

And that means that even if itʼs too 
early to call rural e-commerce a substantial 
trend, the companies involved are going 
to have to commit to the idea and stay the 
course given where it might lead.

However, Jack Ma sees a bigger picture. 
“We think that Chinaʼs economy will have 
undergone a fundamental change only when 
Chinaʼs rural areas become wealthy,” he 
said at the Guangdong event. “I want to say 
that what Alibaba is doing here isnʼt a slo-
gan or a stunt, itʼs something genuine.” 
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Business Barometer

Holding On
Private fi rms face a challenging environment, 

but for now overall confi dence remains

The CKGSB Business Conditions Index (BCI) rose to 54.9 
in January 2015 from 50.5 the previous month, above 
the expansion/contraction threshold of 50. Despite the 

slightly improved business conditions this month, the index re-
mains notably below the average in 2013. The data continues 
to show that Chinaʼs traditional growth engine is settling into a 
lower gear. Either the respondents are more optimistic than in-
dustry averages, or they are betting that the government is about 
to unleash another round of massive stimulus. Compiled from 
monthly surveys by the Cheung Kong Graduate School of Busi-
nessʼ Case Center and Center for Economic Research, the BCI 

is generated wholly on the basis of statistics gathered from lead-
ing enterprises whose executives have studied or are studying 
at CKGSB. The BCI, directed by Li Wei, Professor of Econom-
ics and Emerging Markets Finance, provides a barometer on the 
state of the economy as viewed by Chinaʼs leading cohort of en-
trepreneurs. The sampled business leaders are asked to indicate 
whether their fi rm is more, the same or less competitive that the 
industry average (50), and from this we derive a sample competi-
tiveness index (see Industry Competitiveness Index). Readers of 
the BCI may focus on data changes since September 2012 to 
forecast trends in the Chinese economy.

Confi dence rebounds...
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...even as industry competitiveness remains below average

Sales have levelled off and profi ts are on the up

...while fi nancing index remains below the confi dence threshold Inventory makes a recovery from a severe decline

The corporate sales index registered 69.9 
in January and the profi t index registered 
58.1, both up on December, indicating a 
positive outlook. The corporate fi nancing 
environment index was below the confi -
dence threshold of 50 in January, at 41.7. 
This shows private fi rms face challenging 
fi nancing pressures. The index measuring 
inventory levels registered 47.1 in Janu-
ary, higher than Decemberʼs index of 37.6 
but still under the confi dence threshold. 
Overall, the BCI has rebounded some-
what in January, but macroeconomic risks 
are still present. For private companies 
and small and medium-sized enterprises, 
fi nancing, inventory and costs remain the 
major challenges. The central bankʼs loos-
ening of interest rates is having a positive 
impact on the real economy. Investments 
should be considered very carefully, and 
plans should be made for responses to the 
governmentʼs continued implementation 
of economic reforms.
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Long kept at arm’s length, will foreign bank card companies 
finally get a fair crack at the China market?

By Chris Russell

Additional reporting by Milo Zhang

Card Rejected

China Insight

44 / CKGSB Knowledge 2015 



For over two decades foreign payment 
card companies such as Visa and Mas-
terCard have been vying for a piece of 

an ever-growing debit and credit card mar-
ket in China, which is expanding rapidly off 
the back of a move away from a cash-based 
economy. Standing in their way has been 
the state-backed bank card giant UnionPay 
and regulations that in 2012 were judged by 
the World Trade Organization (WTO) to be 
discriminatory against foreign businesses, 
with many accusing the company of acting 
as a monopoly. That same 2012 decision 
rejected that assertion, but its ruling against 
certain regulations raised hopes that fi nally 
the likes of Visa and MasterCard would 
have the access they crave.

Since then, the companies have largely 
been frustrated in their attempts to fully en-
ter the country, with UnionPay continuing 
to dominate the scene—according to Data-
monitor, in 2013 78.2% of debit cards is-
sued were UnionPay cards. However, a rul-
ing by the State Council, the countryʼs chief 
administrative body, in October stated that 
Chinaʼs payment clearing market was to be 
opened up to foreign competition, one of 
the key points of the 2012 WTO decision, 
again raising expectations about the pros-
pects of foreign card companies in China.

But just as quickly as those hopes 
were raised, the Peopleʼs Bank of China 
(PBOC), the countryʼs central bank, in-
troduced a compulsory new technological 
standard for certain bank cards, effectively 
blocking UnionPayʼs foreign competitors 
from China. In doing so, China risks run-
ning afoul of its WTO obligations, and as 
such a further WTO dispute possibly looms 
on the horizon. But even if the likes of Visa 
were to gain full access to the Chinese mar-
ket, it is not clear whether they would stand 
a chance in the country anyway.

Golden Card
Established in March 2002 under the aus-
pices of the State Council and PBOC, and 
owned by an array of Chinese state banks 
and entities, UnionPay was a means of 
modernizing the countryʼs fi nancial system 
while also establishing a ʻnational cham-
pionʼ, with its roots stemming back to the 
Golden Card project in the 1990s. To this 

day, UnionPay maintains close links with 
PBOC, with many former central bank-
ers going on to senior positions at the card 
company, not least Su Ning, UnionPayʼs 
former chairman.

“By creating UnionPay, Chinese au-
thorities would have a powerful tool in 
which they could infl uence the market 
signifi cantly,” says Tristan Hugo-Webb, 
Associate Director of Mercator Advisory 
Groupʼs Global Payments Advisory Ser-
vice. “Other reasons for creating UnionPay 
are decreased reliance on the international 
card networks and greater control over fu-
ture initiatives like fi nancial inclusion.”

With the newly established organiza-
tion in place, all RMB-denominated trans-
actions were to be cleared using Union-
Payʼs network, sowing the seeds for the 
disputes that were to later follow. Although 
MasterCard and Visa have had some pres-
ence in the Chinese market for a long time 
now—as early as 1987 the Bank of China 
had issued Visa and MasterCard-branded 
cards—they were required to partner with 
UnionPay as they were unable to process 

domestic transactions themselves, build 
their own networks or issue their own cards. 
As a result, when Visa or MasterCard bank 
cards were issued, they were co-branded 
with UnionPay.

Meanwhile, UnionPay was expanding 
internationally off its domestic strength and 
the increasing number of Chinese tourists 
going abroad, particularly those on luxury 
shopping trips. All of which was very much 
in line with the governmentʼs expecta-
tions—in January 2010, the-then President 
Hu Jintao visited the company and encour-
aged its international expansion (a plaque in 
the headquarters commemorates the visit).

Today, the company claims its cards 
are accepted by over 13 million merchants 
and 1.12 million ATMs outside of main-
land China. UnionPayʼs global circulation 
of payment cards is expected to grow 51% 
between 2012 and 2017, according to the 
Nilson Report. By contrast, Visa and Mas-
terCard are expected to grow 28% and 
36%, respectively, during the same period.

Pushback
In the year before Huʼs visit, UnionPay had 
begun to process international payments 
from Visa co-branded cards through its 
own network, rather than Visaʼs, thus re-
neging on the terms of its partnership with 
the American card company. This precipi-
tated a deterioration in the two companiesʼ 
relationship, and the following year Visa 
was blocked from doing business in China 
for a year, an event that led to a case being 
brought against China at the WTO.

Instigated by the US, and joined by 
Australia, Ecuador, the European Union, 
Guatemala, Japan, Korea and India, the 
complaint stated that China discriminated 
against foreign providers of electronic 
payment services, which, as per its WTO 
agreement, it was supposed to have opened 
to international competition by 2006.

In response to the 2012 WTO ruling, 
China scrapped fi ve PBOC regulations in 
2013, claiming that this was suffi cient. But 
according to Bryan Mercurio, Professor 
of Law at the Chinese University of Hong 
Kong, a subsequent agreement between 
the US and China that extended the time to 
respond to the decision by 2015, indicates 

It will be 
extremely diffi cult 
to convince 
consumers to 
switch [cards]

Tristan Hugo-Webb
Associate Director, Global 

Payments
Mercator Advisory Group
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that China knew it was not compliant with 
the WTO ruling (although the document for 
this agreement has not been made public).

The October State Council ruling, with-
out mentioning the WTO ruling, fi nally 
seemed to be a step towards opening the 
way for full foreign participation in the 
electronic payment clearing market, and 
thus compliance with the ruling, but it did 
not go into specifi cs nor give a timeframe. 
However, the South China Morning Post 
quoted an anonymous department head of 
Goldpac Group, Chinaʼs largest credit card 
supplier, as saying this would be done by 
August 2015, and PBOC has reportedly 
submitted a draft regulation to the State 
Council following its decision. 

Susquehanna Financial Group, an eq-
uity research fi rm, estimates that if these 
measures were implemented in time for 
Visa and MasterCardʼs entry into the mar-
ket in 2016, that year they could see their 
revenues increase $260 million and $180 
million, respectively. But just days after 
the ruling, in early November PBOC an-
nounced that all smart cards—payment 
cards equipped with chips—must conform 
to PBOC 3.0 standards. These standards 
govern the way account data is transmitted 
at an ATM or checkout, and PBOC 3.0 is 
only used by UnionPay. The global indus-
try standard, EMV, is incompatible with it 
due to different encryption methods, and as 

such PBOCʼs decision would require Visa, 
MasterCard and other foreign payment 
companies to overhaul their businesses in 
order to participate in the China market, 
raising the question of whether China is in 
violation of its WTO obligations.

Mercurio calls this a “violation”—with 
caveats—of its WTO agreement, but with 
regard to the Technical Barriers to Trade 
agreement, as opposed to its Services agree-
ment, where the case would be less clear. 
“In picking the home standard thatʼs not the 
standard anyone else uses, it appears to me 
theyʼre creating an unnecessary obstacle to 
trade,” he says. There are some opt-outs to 
this, such as national security, but China 
has unsuccessfully pursued this approach 
before with its WAPI wireless standard.

To be successful in that strategy, China 
would have to demonstrate that the PBOC 
3.0 standard was an improvement on EMV. 
“If the Chinese can demonstrate that the 
Chinese national standard supports a higher 
level of security than is possible with inter-
national standards, then there is no WTO 
violation even if that decision fragments 
the architecture of the international mar-
ket for payment services,” explains Jane 
Winn, Professor of Law at the University 
of Washington.

Mercurio points out that this then be-
comes a highly technical question, and so 
he is not in a position to answer whether it 

is or not, but says, “I think there are some 
serious doubts as to [whether itʼs an im-
provement].”

Given the US governmentʼs previous 
willingness to take the dispute to the WTO, 
Mercurio thinks it is “fairly likely” that will 
happen again, but this will in part be a polit-
ical calculation by the government and Visa 
and MasterCard, who might be concerned 
about how it will affect their market access.

Winn is less convinced, noting that 
companies in many industries will be vying 
for the US government to take a case to the 
WTO, and Visa and MasterCard will be but 
two of them, if indeed they are keen for a 
case to be made. “Every major WTO mem-
ber state has a long queue of private compa-
nies that want the WTO invoked to protect 
them, and they cannot fi le complaints on 
behalf of all of them. Governments have to 
balance the interests of competing domes-
tic industries against each other and against 
larger national strategic concerns in decid-
ing whether to fi le a complaint,” she says.

“As a competitor coming in, you would 
call it a way of blocking [access],” says Ar-
nie Cho, a consumer payments analyst at 
Datamonitor Financial. “I think it is a way 
of blocking it.” But he argues that it is also a 
way of avoiding a reliance on foreign com-
panies, a policy the Chinese government 
have pursued in other sectors. “They donʼt 
want it to be dominated by one single for-
eign company.”

Eyes on the Prize
By the end of 2013, 4.2 billion bank cards 
had been issued in China, an increase of 
19% on the previous year, according to 
PBOC. That same year, bank card trans-
actions valued RMB 423 trillion ($68 tril-
lion), a 22% year-on-year increase. The av-
erage consumption amount per transaction 
was RMB 2,454 ($395), an increase of 6%.

Research by Nielsen published in 2014, 
and based on a survey conducted in August 
and September 2013, indicated that 71% of 
consumers in top-tier Chinese cities prefer 
to use cards. Moreover, 44% use two or 
more payment cards on a regular basis—
the highest percentage out of any of the 
countries surveyed by Nielsen.

But the presence of foreign card com-
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panies in the market is minor. According to 
data from the Nilson Report, of all the cards 
issued by Chinaʼs big four banks in 2013 
in the Asia-Pacifi c region, only 3% were 
Visa or MasterCard (the banks only operate 
a handful of branches outside of mainland 
China). However the vast majority of mon-
ey is still spent on debit cards, giving an in-
dication of the potential for growth in credit 
cards, and this could be an area where for-
eign companies might still be able to make 
an impact, if they can get the access.

The growing e-commerce market also 
adds impetus. “There is no doubt that the 
Chinese e-commerce market is going to be 
the largest market in the world for the fore-
seeable future, making entrance into the 
market that much more crucial for the card 
networks,” says Hugo-Webb.

But even if foreign companies might 
feel they have to be in the country, Chinese 
consumers and business owners might not 
mind if theyʼre not. Julie Zhu, a restaurant 
owner in Shanghai, accepts MasterCard 
and Visa as well as UnionPay, but her pref-
erence for one of the three is clear. “I think 
UnionPay is more convenient… our big-
gest concern is it charges us less,” she says.

UnionPayʼs relatively lengthy history in 
China and consumer recognition help give 
the company its dominance, and “because 
they have the market at scale in China, they 
are able to charge a much lower fee, and 
thatʼs very crucial to the acceptance,” says 
Cho.

While foreign card companies might 
struggle to compete when it comes to fees, 
that hasnʼt stopped them trying to appeal to 
consumers with deals and gifts that come 
with their cards. In January, Visa unveiled 
an array of product offers for their most 
affl uent users in the areas such as hotels,  
travel, dining, health and education.

But complicating matters is the fact that 
both UnionPay and the foreign companies 
now face a threat from third-party payment 
services, which can cut the card companies 
out of the process by connecting directly 
to the banks. Alibaba has made moves in 
this area with Alipay, and last year Tencent 
received a private bank license for its We-
Bank.

UnionPay has already requested that 

banks move this activity back on to its net-
work, yet at the same time it is reportedly 
looking to get a slice of the action by work-
ing with Apple Pay. Meanwhile, perhaps 
wary of the threat to UnionPay, in March 
2014 PBOC ordered the suspension of on-
line payments using QR codes and virtual 
credit cards in smartphone payment sys-
tems, citing security concerns.

“Many in the industry believe this was 
a move to protect UnionPay revenue,” says 
Hugo-Webb. “With Chinese authorities 
still very infl uential in the marketplace, 
there is always the potential for authorities 
to attempt to intervene if they see UnionPay 
under threat.”

But Winn points out that PBOC arenʼt 
the only ones to express skepticism about 
the safety of some of these systems. “The 
US Federal Reserve has also highlighted 
the security risks associated with using QR 
codes to process payments. It is not unrea-
sonable for a national regulator to require 
payment industry players to prove that the 
risks of a new technology can be managed 
before allowing it to be deployed on a large 
scale,” she says.

Either way, Cho describes the emer-
gence of these technologies as “bad timing” 
for Visa and MasterCard. If they were to try 
to run such services themselves, they would 

be up against issues of localization and their 
rivalsʼ better understanding of the market.

“UnionPay and major third-party pay-
ment service providers are defi nitely en-
trenched in the market and it will be ex-
tremely diffi cult to encourage consumers 
to switch without major incentives, and that 
is not sustainable over the long run,” says 
Hugo-Webb.

Given that, PBOC 3.0 will have 
achieved one of its probable aims. “It could 
just be a measure of buying a bit of time,” 
says Mercurio. “Thereʼs too many technical 
and economic hurdles for Visa, MasterCard 
and others to capitulate and adopt the Chi-
nese standard—I donʼt see it happening.” 
In the meantime, the companies will have 
to attempt to fi nd workarounds. In 2013, 
PBOC blocked MasterCard from process-
ing RMB transactions through a partnership 
with the company EPayLinks that made use 
of “virtual” cards.

But given the prospects, Visa, Master-
Card and the rest canʼt ignore the Chinese 
bank card market. Prolonged government 
protection of UnionPay will have put them 
at a huge disadvantage, but the foreign card 
companies will still want to fully partici-
pate in the market once they can. “China 
dares to do this is because of its market 
size,” says Cho. 

Foreign bank card companies have been forced to co-brand with UnionPay
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Having conquered China’s smartphone market, Xiaomi 
now wants to take over your living room—and the world

By Chris Russell
Additional reporting by Milo Zhang

– Mission Impossible?



Achieving a $45 billion valuation is an 
immense feat for any company. To
 do it within four years and without 

achieving signifi cant recognition outside of 
your home country is an even greater one. 
Yet that is exactly what Xiaomi has done. 
Xiaomi, an upstart internet company that 
has generated fervent fandom in China, is 
now poised to shatter the longstanding im-
age of Chinese tech companies abroad.

Founded in 2010, the company has 
since leapfrogged more established com-
petitors such as Samsung and Lenovo to 
become Chinaʼs top smartphone brand (at 
least for a time), until Lenovoʼs acquisition 
of Motorola, the third-largest smartphone 
brand in the world by shipments, all the 
while eschewing the standard tactics found 
in the sector.

But the companyʼs approach goes be-
yond the smartphones with which it made 
its name, and it is now making its fi rst 
forays into the much heralded ʻInternet of 
Thingsʼ. It is off the back of this that Xiaomi 
achieved the $1.1 billion funding round that 
gave the company its mega valuation, and 
among the investors were the Singaporean 
sovereign wealth fund GIC, DST Global 
and Yunfeng Capital, a private equity fi rm 
co-founded by Jack Ma, Alibabaʼs Chair-
man. That $45 billion valuation is greater 

than that of Lenovo or Uber, the worldʼs 
other hotly tipped start-up.

For all this, the company is now enter-
ing its trickiest phase yet as it branches out 
internationally and beyond its traditional 
smartphone base. Will it manage the tran-
sition and can it export its China success?

The Spread of Xiaomi
Xiaomiʼs meteoric rise is refl ected in the 
companyʼs rapid increase in its valuation, 
up more than 10 times from $4 billion in 
June 2012. Overseeing this growth has been 
co-founder Lei Jun, now Xiaomiʼs Chair-
man and CEO. He has played a signifi cant 
role in drawing attention to the company 
and cultivating the diehard fandom amongst 
consumers that has been a key plank of the 
companyʼs success. Comparisons are of-
ten made to Appleʼs inspirational founder 
Steve Jobs due to Leiʼs at times similar 
appearance and presentation. Lei has pre-
vious experience too in the worlds of tech 
and commerce having previously been the 
CEO of software company Kingsoft and 
founder of Joyo.com, an e-commerce site 
that was later acquired by Amazon. He has 
also become one of Chinaʼs leading angel 
investors, with the online retailer Vancl be-
ing one of his investments.

“Heʼs made himself very visible as a 

tech entrepreneur, as a very successful per-
son in China,” says James Roy, Associate 
Principal at China Market Research Group. 
“Heʼs a fi gure because of his success and 
his companyʼs success as a Chinese com-
pany in a fi eld thatʼs has been much more 
dominated by larger international compa-
nies… and thatʼs viewed by a lot of Chi-
nese people, especially young people, as an 
inspiring thing.”

Beyond Leiʼs celebrity, Teng Bing-
sheng, Associate Professor of Strategic 
Management at the Cheung Kong Gradu-
ate School of Business, identifi es “three 
pillars” to Xiaomiʼs success. One of these 
has been its smartphones featuring high-
end specifi cations, yet coming at prices sig-
nifi cantly cheaper than their competitors. 
“They positioned their phones nicely,” he 
says, noting Xiaomiʼs ability to compete 
with China brands on price, while still 
maintaining quality levels that are closer to 
the top end of the market. “For the mon-
ey… you get [a] cell phone thatʼs probably 
80 or 90% of the functionality of an Apple 
iPhone or a Samsung.”

While still primarily sticking to this 
strategy, in January the company made its 
fi rst foray into the premium price segment 
when it unveiled the Xiaomi Note, the Pro 
version of which retails for RMB 3,299 
($530). Jingwen Wang, a research analyst 
at Canalys, thinks that this could be a suc-
cessful move as Xiaomiʼs existing users de-
velop more disposable income and wish to 
differentiate themselves more.

The second factor in its success is its 
strategy of selling directly to consumers 
online, making particular use of fl ash sales 
as a way of generating buzz and scarcity. 
This also has had the effect of lowering the 
companyʼs costs by eliminating the need 
to maintain retail stores, the savings from 
which can be signifi cant. “In China, the 
costs for the [retail] channel are particularly 
high and ineffi cient. Companies oftentimes 
have to give out 30% of the total revenue 
just to their channel,” says Teng.

The third pillar is its strong social media 
presence, which it has used in lieu of tra-
ditional advertising, again a cost-effective 
strategy. According to confi dential docu-
ments seen by The Wall Street Journal, in 

Source: Xiaomi

Leaping Forward
Xiaomi’s sales and revenue

Phones Sold (2014): 
61.12 million, 

227% growth

Revenue (2014): 
RMB 74.3 billion, 

135% growth
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2013 the company spent just RMB 876 mil-
lion ($140.9 million), 3.2% of revenue, on 
sales and marketing.

“Marketing methods that have been 
used by traditional industries are a thing of 
the past in the internet age,” said Lin Bin, 
the companyʼs president, in an interview 
with the Nikkei Asian Review. (The com-
pany said it was unable to answer questions 
from CKGSB Knowledge.)

This social media focus has also fed 
into the companyʼs product development, 
with the company routinely incorporating 
feedback from customers into future up-
dates, further strengthening the bond with 
consumers and helping to give rise to so-
called ʻMi fansʼ. Through the companyʼs 
social media forums “[Xiaomi] will under-
stand their consumers and quickly react to 
improve their software,” says Ivy Jiang, a 
research analyst at Mintel. 

Taken together, these elements have 
catapulted Xiaomi to the top of the smart-
phone market in China.

“[An] affordable product with [a] high 
confi guration, understanding the consum-
ersʼ needs, as well as quickly reacting to 
improve their software, I think thatʼs whatʼs 
made Xiaomi the top smartphone brand in 
China right now,” says Jiang.

The conventional understanding of 
Xiaomiʼs business model is that it sells its 
phone almost at cost as a way of direct-
ing consumers to where it really makes its 
money—software and services. But de-
spite the low margins, the documents seen 
by The Wall Street Journal showed that 
Xiaomi was still able to make a net profi t in 
2013 of RMB 3.46 billion ($556.8 million) 
from revenues of RMB 27 billion ($4.3 bil-
lion), with 94% of its revenue coming from 
hardware sales.

Nonetheless, this drive towards ser-
vices plays an important role in Xiaomiʼs 
attempts to create stickiness, and is key to 
understanding the next steps in Xiaomiʼs 
strategy, evidence of which we are now be-
ginning to see. Its wildly successful smart-
phones would likely not be suffi cient to jus-
tify Xiaomiʼs high current valuation, and 
the key to understanding what does back 
it up lies in the ecosystem the company is 
rapidly creating.

One Device to Rule Them All
Already Xiaomi has branched out into other 
devices beyond the smartphone including a 
smart TV, air purifi er, TV set-top boxes, 
routers, headphones, wearables and even 
a light bulb. All of which is just the start, 
with other household consumer goods soon 
to bear the Xiaomi brand. This is part of 
the companyʼs ʻ100 Xiaomisʼ strategy that 
seeks to apply the lessons of its smartphone 
devices to other product categories.

To that end, the company has invested 
in a wide range of companies. In Decem-
ber, Xiaomi invested $200 million in home 
appliances maker Midea, while Xiaomiʼs 
light bulb and air purifi er were designed by 
the start-ups Yeelight and Zhumi, respec-
tively. Lei Jun has said that Xiaomi has in-
vested in 25 start-ups.

But more than just representing ex-
pansion into new areas as the company 
grows, these partnerships and investments 
are about creating a full ecosystem. As 
such, they represent the fi rmʼs desire to 
fully participate in the so-called ʻInternet of 

Thingsʼ, with a Xiaomi smartphone lying at 
the heart of an array of devices. For exam-
ple, the companyʼs air purifi er can be con-
trolled through an app, with pollution read-
ings and notifi cations of when to change the 
fi lter being sent to the user. And in January 
the company unveiled sensor panels for its 
smart home ecosystem.

“Xiaomi is now building an ecosystem 
through these investments and extending its 
business coverage to not only smartphones, 
but [also] to the whole smart home, and 
even some related hardware devices,” says 
Jiang.

All of which serves to enhance loyalty 
and stickiness among its users as they buy 
into that interconnected Xiaomi ecosystem. 
Xiaomiʼs Android-based MIUI operating 
system that comes with all Xiaomi devices 
and which is also freely available for non-
Xiaomi phones, plays a core role in tying all 
these elements together, as well as enabling 
access to Xiaomi content and services.

Teng compares this to how other brands 
have created worlds for their followers to 
“live in”. “If you enjoy motorcycles then 
you may want to live in the world of Harley 
Davidson—they have everything surround-
ing you with the Harley logo,” he says. 
“Xiaomi [has] a similar strategy. Theyʼre 
confi dent that whatever they do, their true 
fans will follow and buy the product. So 
the product itself doesnʼt need to have sig-
nifi cant differentiation… with the Xiaomi 
logo, with this social media frenzy I think 
theyʼll be able to achieve signifi cant sales 
regardless of what they do, at least in the 
short term.”

This fandom and devotion is particular-
ly relevant given Xiaomiʼs youthful demo-
graphic. Analysis by the mobile analytics 
fi rm Flurry shows that Xiaomiʼs users skew 
heavily towards business professionals 
under the age of 34. Not only is this a fast 
growing segment of consumers with signif-
icant spending power, but it is also one that 
is coming to a point where home ownership 
is a likely occurrence, and complete set of 
interconnected devices from a brand they 
have loyalty to will be an obvious choice 
when kitting out their home.

Beyond hardware, Xiaomi has also 
moved to position itself as a future hub for 

They’re confi dent 
that whatever 
they do, their 
true fans will 
follow and buy 
the product

Teng Bingsheng
Associate Professor 
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content. An investment in Youku Tudou in 
November 2014 for an undisclosed stake 
and value saw the creation of a strategic 
partnership between companies, which will 
allow Xiaomi to act as a gateway to enter-
tainment content and also see the company 
participate in content production.

Not satisfi ed with its attempts to con-
quer the home, Xiaomi is also casting its 
gaze beyond Chinaʼs borders, in particular 
towards emerging markets. Overseen by 
Hugo Barra, Googleʼs former Vice Presi-
dent of Android Product Management, who 
was hired in 2013, Xiaomi initially made 
its way into Singapore in February 2014 
before entering India, Indonesia, Malaysia 
and the Philippines later in the year. Brazil 
and Russia are the next candidates, accord-
ing to Lin Bin.

These emerging markets are the places 
where the next wave of smartphone growth 
will occur, and it is particularly impor-
tant for Xiaomi to harness that growth 
as Chinaʼs smartphone market matures. 
Moreover, Jiang points out that consum-
ers in these emerging markets are more 
price sensitive. Smartphone growth in these 
countries is primarily directed at cheap de-
vices—according to IDC, in 2013 nearly 
half of all smartphones sold in India cost 
less than $120.

But here Xiaomi has had to diversify 
its approach, in some cases eschewing its 
direct selling approach, at least initially, 
and instead partnering with local vendors. 
In the case of India, it has teamed up with 
the countryʼs leading e-commerce site Flip-
kart, although it now also sells its phones 
through its own site, and has even made 
its smartphones available in brick-and-
mortar stores. What hasnʼt changed is the 
companyʼs commitment to fl ash sales and 
social media, with Xiaomi making use of 
Facebook and Twitter as well as its own 
message forums.

Fertile Ground?
Xiaomi has worked hard to create an eco-
system that locks in consumers, but its suc-
cess in this regard is by no means assured, 
and history shows plenty of former mobile 
phone giants—from Nokia to Motorola to 
HTC—who have fallen by the wayside.

“With the MIUI software, I think Xiao-
mi has already successfully made a lot of its 
young users invest money in it, so it means 
that even in the future if they want to trans-
fer, all this money has been wasted,” says 
Wang of Canalys. “That will be helpful to 
increase its brand loyalty.”

But youth, Xiaomiʼs main demograph-
ic, are notoriously fi ckle and there is no 
guarantee of Xiaomiʼs status being main-
tained. 

“If they keep doing what theyʼve been 
doing, this can be sustainable for a while. 
But I think in three years they have to come 
up with something new, something that 
continues to get people excited, because 
young people, their focus can shift very 
quickly,” says Teng. “If there is something 
emerging in the economy… then itʼs possi-
ble that Xiaomi might lose that cutting edge 
image. I think this is a big threat.”

Zhang Zehua, a 22-year-old student, is 
a Xiaomi user. “I have used the product for 
a year now, I would say that I kind of like 
it. But like other electronic devices, they 
change too fast—I donʼt think I will use 
it for long,” he says, adding that he would 
consider other, non-Apple brands when 
buying his next phone.

Wu Yunrei, a radio DJ in his twenties 
who isnʼt a Xiaomi user, is not convinced 
by the companyʼs phones. “I wouldnʼt 
choose Xiaomi in the future, because I 
donʼt think it is good quality, at least some 
of my friends say so after they bought one,” 
although he admits he would consider other 
Xiaomi products, such as its air purifi er, be-
cause of Lei Junʼs status and infl uence. “I 
want to see his ideas and creativity.”

Rivals imitating its tactics might also be 
a threat, and Lenovo and Huawei have or 
are planning to introduce products aimed at 
young people backed with internet-driven 
marketing—Huawei has said it sold 20 mil-
lion Honor smartphones, its handsets range 
that competes with Xiaomi. 

Meanwhile, the company OnePlus 
boasts its own competitively priced, yet 
high-spec smartphones.

Teng thinks that this might prove to 
be a threat to Xiaomi, but it will be hard 
for any company to entirely mimic what 
theyʼve been doing, particularly older 

phone companies that are still fi rmly tied 
to traditional business models, and social 
media buzz is not easy to create. “[Xiaomi] 
has a nice combination,” he says. “[They] 
will still have a sustainable edge in the next 
few years.”

Wang agrees: “In 2015 Xiaomi will 
continue to face all these kind of threats, 
but maybe they cannot be called too strong 
challengers.”

But Xiaomiʼs international expansion 
has already hit stumbling blocks—in De-
cember, an Indian court ruled that Xiaomi 
had to suspend its sales in the country after 
Ericsson brought a patent complaint against 
it, although the ban was partially lifted until 
January 8. 

Xiaomi possesses very few patents—in 
China the company has made use of patent 
licenses pooled by the chipmaker Qual-
comm—and Wang, Jiang and Teng all 
identify this as being a major sticking point 
in the companyʼs international moves.

Localization also presents a challenge. 
“The real challenge for Xiaomi is whether 
they can understand the local consumersʼ 
needs,” says Jiang, while Roy points out 
Xiaomiʼs need to engage with foreign con-
sumers on an emotional level if the compa-
ny is to succeed. “How do you create fans, 
how does that work?” he says.

Wang also stresses the need to cater to 
consumers on their own terms, saying that 
localization of the MIUI operating system 
will be crucial, and she also points out that 
having the right talent in these countries 
will play an important role.

But if Xiaomiʼs expansion throws up 
some diffi culties, it is nonetheless in pursuit 
of aims that will ultimately strengthen it as 
a business. By constructing a rich ecosys-
tem and utilizing social media-driven mar-
keting, it stands to maintain a brand loyalty 
that has eluded all phone companies except 
Apple, and its policy of targeting emerging 
markets represents a prudent decision based 
on these countriesʼ growth prospects and 
Xiaomiʼs own strengths and weaknesses. 
However, it is this international expansion 
where Xiaomi is weakest—its position in 
China is strong, but the tactics that have got 
it there will be much harder to recreate 
abroad. 

Spring 2015

 CKGSB Knowledge 2015
 / 51





Chairman of Valiant Entertainment and 
former CEO of Marvel Entertainment

“To be worthy of lasting means 
that you have to be built on a set 
of values” 
 

“[A turnaround isn’t] romantic. It’s 
romantic after the case”

Conversations

57

64

Author of Built to Last, Good to Great 
and Great By Choice   

Jim Collins

54

Chairman, Airbus Group China

“You have to have a partner who 
is bringing the right things 

to the table” 

Laurence Barron

61

Author of The Digital Economy, 
Wikinomics and Growing Up Digital   

“Change is accelerating so fast 
that the digital revolution got past 

our capacity as individuals, 
institutions and a society to 

comprehend it”

Don Tapscott

Peter Cuneo



In China, the aerospace and aviation 
industries continue to soar higher and 
higher as its citizens increasingly take 

to the sky for business and leisure, both 
domestically and internationally. Playing 
a key role in enabling that boom has been 
the Airbus Group, which offi cially estab-
lished itself in the country in 1994, and to-
day China vies with the US for top spot as 
the groupʼs largest single market.

Just as China has changed, so too has 
the company. Formerly the European 
Aeronautic Defence and Space Company 
(EADS), in January 2014 the group un-
derwent a reorganization, bringing consis-
tency, integration and a stronger brand to 
its divisions—Airbus (responsible for air-
craft), Airbus Helicopters and Airbus De-
fence and Space—and in the same month 
Laurence Barron became Chairman of the 
newly rebranded entity in China.

C-Suite

High 
Altitude

By Chris Russell

ing sure that they have the right technical 
training so they can do the job properly.

Another concern specifi c to China is 
that in order to achieve that, particularly 
the training part, we need to bring in quite 
a number of expatriates, and thatʼs very 
expensive. So you need to have a plan to 
get ʻridʼ of them. Bring them in to do the 
job, but not to keep them here permanent-
ly, to make sure they train the local hires 
to the level at least equivalent to what we 
achieve in our factories [at] home, and 
then let the expatriate return so that the ex-
tra cost part is limited in time.

Q. Airbus Group maintains partnerships 
with Chinese companies across many of 
its operations. What has your experience 
been working with such a range of compa-
nies across so many different areas?
A. Itʼs taught us that itʼs not a question of 

Laurence Barron, Chairman of Airbus 
Group China, on the companyʼs growth 
in Chinaʼs expanding aviation sector

Having previously acquired experi-
ence of Asia while working in Japan in the 
1980s, Barron arrived in China in 2004, a 
country he describes as “a place that really 
is moving and shaking”. This was just as 
Airbusʼ business really began kicking into 
high gear, and it now has 50% of the in-
service fl eet. 

In this interview, he explains the need 
to develop local talent and stresses the 
importance of the Chinese industry to 
the companyʼs business, which shouldnʼt 
come as a surprise.

Q. What have the main challenges been 
when it comes to manufacturing in China, 
and how has Airbus Group addressed 
these issues?
A. The main challenge in manufacturing 
anywhere other than your home base is 
people: fi nding the right people, then mak-
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one size fi ts all. We have effectively very 
different partners with very different proj-
ects, and you have to make sure that you 
get the right partner. Weʼve had, generally 
speaking, quite good success. We have a 
joint venture (JV) with China Aviation 
Supplies, which was set up in the mid-90s, 
which is a training center and a support 
center, mainly for storage and distribu-
tion of spare parts. That was very success-
ful—in fact… we extended it for another 
20 years. Often JVs donʼt get renewed or 
they fail or one partner buys out the other, 
and in this case itʼs going to be a minimum 
of 30 years, which is a proof of a success-
ful JV. 

Another excellent example is our fi nal 
assembly line in Tianjin, where we have 
two partners: AVIC (Aviation Industry 
Corporation of China) and the Tianjin Free 
Trade Zone, and Tianjin Free Trade Zone 
has been a really excellent partner for our 
project there, which has been highly suc-
cessful.

Airbus Helicopters, they develop the 
EC175 on a co-development basis with 
AVIC up in Harbin, and thatʼs not a JV, 
itʼs a co-development, each side does 
their own work. Last year they also signed 
the co-production agreement for the fi rst 
1,000 machines. Then with Defence and 
Space, we have a joint venture in Beijing 
thatʼs called Beijing Spot Image… thatʼs 
with a subsidiary of the Chinese Academy 
of Sciences. 

You have to have a partner who is 
bringing the right things to the table, and 
as we have different activities, you have to 
choose according to the activity and make 
sure thereʼs a suffi cient amount of com-
mon interest that the JV will be durable.

Q. There has been tremendous growth in 
aviation in China. How much longer can 
that continue and what is your prediction 
for the growth in the number of aircraft 
that Airbus will sell in the next few years?
A. Our forecast for the next 20 years for 
China is over 5,300 new aircraft. When 
I say new aircraft, weʼre talking about 
mainland China and aircraft of 100 seats 
or more because we ourselves donʼt study 
the regional market. [That] splits into over 

3,500 single-aisles, so thatʼs A320-type 
aircraft, or A320 family, almost 1,500 
twin-aisles, so weʼre talking about wide-
bodied aircraft like A330 and the A350, 
and over 300 very large aircraft, so weʼre 
talking about A380-sized aircraft. Basical-
ly, weʼre saying thereʼs still a lot to come. 
Because today you have to compare that 
to an in-service fl eet of aircraft over 100 
seats, today of around 2,200, of which we 
have 1,100 and Boeing has 1,100.

Q. What proportion of Airbusʼ global busi-
ness do you think will come from China in 
the next fi ve to 10 years?
A. Thatʼs diffi cult to say exactly. The 
trend for the last fi ve years has been that 
over 20% of all our deliveries over each of 
the last fi ve years have come to mainland 
China. If we be a little bit more precise, in 
2014 itʼs over 150 aircraft, so nearly 25% 
of our overall production last year came to 
China. We would expect China to remain 
one of our biggest if not the biggest sin-
gle market in the years to come. I believe 
[that China] represents around 17% of our 
global forecast. Take those numbers, those 
percentages and weʼre looking at China 
becoming the largest single market in the 

next 10 years. Itʼs already number one for 
us alternately with the US. It depends on 
how many deliveries there are each year 
to China and to the US, but in 2012 it was 
number one, in 2013 it was the US, and [in 
2014] I donʼt know what the US number 
is, but itʼs going to be one or two. 

Q. Despite this growth, do you think there 
are nonetheless some things that are hold-
ing it back in some way?
A. Sure, there are many things here that 
have basically struggled to keep up with 
the fast pace of development—the market 
has been growing in double digit fi gures 
for many, many years, and thatʼs put a lot 
of things under strain. The number one 
question [is pilot shortage]. There is ef-
fectively a constrained airspace. The need 
to update air traffi c management. Airports, 
well thatʼs being addressed because there 
are so many additional airports or extend-
ed airports being built. 

Q. Airbus has grown its in-service market 
share considerably since the 1990s. What 
would you attribute that to, and how are 
you trying to make sure that you can grow 
it even further?
A. The answer is the three Ps—product, 
people and production. So product, thereʼs 
no doubt that both the A320 family and the 
A330 have been extraordinarily popular 
here in China. If you fl y [from Shanghai to 
Beijing], you [are] almost certainly fl ying 
an A330, irrespective of the airline. We all 
thought that yes, we had a better product 
with the single-aisle A320 family… but 
nobody anticipated the extraordinary de-
velopment of the A330 fl eet here. It is just 
about the ideal aircraft for most of the Chi-
nese big airlines because they use it do-
mestically, regionally and internationally. 

People, I do believe we have had for 
very many years now a very effi cient 
group of people here at Airbus China, and 
very stable—we havenʼt had a change in 
leadership every two or three years, we 
have a very low turnover in staff com-
pared with most foreign companies, less 
than 5%.

And then production, what I mean by 
that is our industrial cooperation strategy, 

We were born 
into competition, 
we’ve always had 
to compete... 
why shouldn’t 
we compete with 
someone else?
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which has been to signifi cantly increase 
our industrial footprint here in China, 
which of course is what the central au-
thorities want to see because the civil 
aviation industry here is underdeveloped. 
So weʼve substantially increased our sub-
contracting… weʼve gone way beyond 
just the build to print type of subcontract-
ing that we were doing when I arrived here 
11 years ago. We have major components 
made here, such as the wings—A320 
wings are made in Xiʼan and now deliv-
ered complete to the fi nal assembly line in 
Tianjin where theyʼre equipped. In terms 
of aerostructure, [the wing] is the most 
complex part of the airframe to make, so 
itʼs not just making the nuts and bolts. Our 
fi nal assembly line just in December cel-
ebrated [its] 200th delivery, and I think itʼs 
served as a model for us now [in] creat-
ing a fourth fi nal assembly line center in 
Alabama in the US for the Americas. Itʼs 
interesting that China should lead the way. 
All of these initiatives have allowed us to 
draw level with our competitor [Boeing], 
and then exceed them, which is obviously 
in the interests of [the] Chinese aerospace 
industry, and therefore in harmony with 
what the central government wants to see. 

Q. You said that you have a very low turn-
over rate. How does the Airbus Group 
manage to retain people and maintain that 
continuity? Also, how important is it to de-
velop local talent here?
A. Itʼs extremely important to develop lo-
cal talent. We have for many years now 
had a program in place to develop our 
best local hires and even send some of 
them for extended periods of time (1-3 
years) to Toulouse to make sure they de-
velop their own network in the company 
and become Airbus people through and 
through, so that when they return here 
they replace expatriates who are coming 
to the end of their expatriation. That is one 
way you retain people. If the Chinese staff 
here perceive that all the senior positions 
were always occupied by expatriates, then 
the best ones would eventually leave to 
go and work somewhere else where they 
have a better chance of promotion. We 
have a number of Chinese managers now. 

Then I think we have an exciting business, 
people like to work in our business—itʼs a 
little bit more exciting than, say, manufac-
turing shoes—and HR keeps a very close 
eye on remuneration and benefi ts, bench-
marking companies in similar industrial 
areas, so that we donʼt fall behind and 
then we have people who are dissatisfi ed 
with their conditions. I mean, aerospace is 
not a place you get rich, aerospace doesnʼt 
pay particularly well, but we need to make 
sure weʼre at least competitive with our 
peers. 

Q. Could Chinese-produced aircraft be a 
threat to Airbus down the road?
A. China is coming from a long way be-
hind, but because China has the will and 
the staying power, they will get there. The 
word I object to is threat. We were born 
into competition, weʼve always had to 
compete—when Airbus was created, we 
had to compete with Boeing and Lock-
heed and McDonnell Douglas, Fokker and 
several others. Today thereʼs only two of 
us—if tomorrow there are three, four or 
fi ve, so what, we just keep competing, 
weʼve always been able to compete with 
the Americans, why shouldnʼt we com-
pete with someone else? Why would it 
be a threat? Competition is good—if you 
donʼt [spend enough on research and de-
velopment (R&D)] then somebodyʼs go-
ing to catch you. In our case, the fi rst guy 
that would catch Airbus would be Boeing, 
so we have to spend a lot of money on 
R&D and produce products that the mar-
ket wants. In that respect, whether thereʼs 
an additional manufacturer on the scene in 
the coming years, I donʼt think it changes 
our philosophy.

Q. Airbus Helicopters is the leader in Chi-
na by some distance. What are you doing 
to maintain that? Who are your main cus-
tomers and is that changing at all?
A. Airbus Helicopters today has 40% of 
the civil market here—civil basically in-
cludes parapublic (public sector services). 
Itʼs a different market: today itʼs very 
small, because at the end of the year weʼre 
talking about 142 turbine helicopters man-
ufactured by Airbus Helicopters out of a 

C-Suite

total fl eet for the whole country of 358. 
Much like Airbus, we will continue with 
industrial cooperation. I think we will con-
tinue to develop that with maybe comple-
tion and delivery centers, or even fi nal as-
sembly, as soon as the market justifi es it. 

The market today for us is quite di-
verse—our biggest customer is COHC 
(Citic Offshore Helicopter), and they 
[are] getting close to 40 machines now, 
so theyʼre very much the number one. But 
then we have the police, private operators, 
the state grid, [and] in October we deliv-
ered the fi rst fully equipped emergency 
medical services helicopter to Beijing 999, 
a subsidiary of the Chinese Red Cross. 
Thatʼs the fi rst fully equipped EMS heli-
copter in China, and in developed econo-
mies we reckon that you need one EMS 
helicopter per 1 million inhabitants. There 
is quite a large potential here just for that 
segment. I think the way things will go as 
the airspace is opened up [is]… we will 
see a development of the private sector.

Q. The EU arms embargo obviously limits 
what Airbus Defence and Space can do in 
China, but in spite of that what opportuni-
ties has it found?
A. Itʼs not just the arms embargo, itʼs also 
US export restrictions, ITAR (Interna-
tional Traffi c in Arms Regulations), be-
cause many, many components, whether 
it be aircraft or helicopters or satellites or 
whatever, have potential dual use for civil 
and military applications. So given that, I 
would say two signifi cant businesses here 
in China that come under the Defence and 
Space divisionʼs umbrella. One Iʼve men-
tioned, Beijing Spot Image, a JV which 
sells satellite imagery and the software to 
interpret it. These images and their soft-
ware are sold to government agencies and 
all sorts of parapublic geographic people, 
planning people... So thatʼs one business 
that has been doing quite well.

And the other is what we call secure 
communications networks, and we have 
quite a signifi cant share of that market 
selling secure communication networks to 
police forces, metros, Beijing Olympics, 
the Guangzhou Games, and so on. We have 
basically half that market in China. 
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Jim Collins, author of classics like Built to Last and Good to Great, on 
great companies, managing in a networked world and leadership

By Neelima Mahajan

The Building Blocks 
of Greatness

The Thinker Interview

What makes companies great? And 
how do you defi ne ʻgreatnessʼ? 
These are questions that manage-

ment author Jim Collins has single-mind-
edly explored for nearly 25 years now. 
In 1994, Collins shot to superstardom 
with the near-explosive success of Built 
to Last, a book he co-authored with Jerry 
Porras. The book, which aimed to identify 

the characteristics of visionary compa-
nies by focusing on 18 of them, went on 
to become a management classic and was 
on Businessweekʼs bestseller list for more 
than six years. 

From there on, Collins authored several 
other books on the theme of greatness—
such as Good to Great, How the Mighty 
Fail and Great by Choice. “This overarch-

ing question of what makes great compa-
nies tick just stayed with me for at least a 
quarter of a century,” he says, talking on 
phone from his ʻmanagement laboratoryʼ 
in Boulder, Colorado. “Each piece of work 
really became like another lens on this 
question.” Much as his work has created a 
profound impact on companies, it has also 
come in for some scathing criticism. Part of 
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the reason is that some of the original 18 vi-
sionary companies Collins and Porras iden-
tifi ed have slipped badly over the years, and 
people have questioned the very relevance 
of the principles he outlined. 

In this very rare interview, Collins talks 
about the signifi cance of his work today, 
the eternal quest to build great companies, 
how the shift from organizations to net-
works will impact leadership and much 
more. Excerpts:

Q. You say that instability is the historical 
normal. How then do you get the confi -
dence to say that a business enterprise is 
ʻbuilt to lastʼ? 
A.  I donʼt say which companies are ʻbuilt 
to lastʼ. Instead what our work is about is 
principles that last. If you continued to live 
these principles with great intensity, they 
would correlate highly with the enduring 
of a great company. Imagine you were 
studying athletes. You canʼt necessarily say 
which of them are going to continue to be 
great athletes because if one of them [sud-
denly] doesnʼt train in the same way, loses 
discipline, begins eating badly, doesnʼt go 
to the track anymore, theyʼre not gonna be 
great anymore. 

I look at our work as studying his-
torical dynastic eras. Think of it like great 
sports dynasties where some team achieved 
a world championship status that lasted 
for a signifi cant period of time. In the US 
it might be like the ʻdynastyʼ of the New 
York Yankees of the 1950s or the UCLA 
Bruins basketball team of the 1960s. We 
fi nd companies that at a given moment or 
era were a dominant, dynastic enterprise. 
At that time [they] met the tasks of being 
truly great and we study them in that era. 
We basically say what principles were they 
living that were different than others in that 
era that were not great. 

In Built to Last we were looking [at 
companies which had] at least a 50-year run 
and an iconic status. I canʼt guarantee that 
theyʼre gonna [have] a 150-year run but 
we can learn from these 50, [in some cases 
100], years of exceptional performance. 
Companies may come and go but the prin-
ciples that would correlate with great com-
panies at any time should endure.

getting started [and] it made butcher scales 
and time clocks. The idea of a computer 
wasnʼt even remotely on the horizon and 
you had massive social changes.  Just take 
the amount of change that happened from 
the late 1800s up until the 1990s when we 
studied the Built to Last companies and 
through all of that change… the principles 
carried. 

Thereʼs a second part to it: the duty of 
the historical analysis. If you can say why 
that principle was there in 1880, 1890, 1900, 
1910, 1920, 1930, 1940, 1950, 1960, 1970, 
1980, 1990, then it certainly applies at any 
given moment in history. The second thing 
is letʼs take companies that are in the most 
turbulent environment that we could fi nd in 
the world of business and we still have to 
have a rigorous way of looking at things. 

Q. If you were writing the book today, 
would the new list of great companies look 
any different?
A. Sure the list would be different if you 
were selecting it today. Letʼs go back to 
the defi nition of a great company. First, 
you have to have superior fi nancial results, 
principally defi ned as return on invested 
capital over an extended period of time, at 
least a 15-year run of truly exceptional re-
sults when you do much better investing in 
that company than investing in the market

To truly be a great company, you canʼt 
have as your basic purpose, to make mon-
ey. The companies that could endure under-
stood this from very early on. The second 
output of great companies [is that] to be a 
great company, beyond the fi nancial part, is 
a distinctive impact: if you disappeared… 
it would leave an unfi llable hole. Thatʼs 
very different than just if you achieve great 
fi nancial results—somebody else can just 
replace what you do, youʼve done nothing 
distinctive, youʼre not great. 

The third is lasting endurance: youʼve 
the ability to be both distinctive and deliver 
of superior results. It means multiple gen-
erations of leadership and through multiple 
generations of markets and cycles and tech-
nology. Now it may not take very long to 
do the multiple cycles and technology or 
markets because they change so quickly. 
The critical one then becomes multiple 

Q. You wrote Built to Last in 1994 and after 
that global realities have changed. 
A. First, we have not discovered every-
thing. When I think about what you learn 
as you go along, I view it as additive, as the 
idea that that things you learn before donʼt 
get overturned but theyʼre just incomplete. 
Thereʼs a big difference between what you 
saw before that was right but incomplete, 
as distinct from what you saw before that 
wasnʼt right. The beauty of the Built to Last 
study is that we were looking for principles 
that cut across easily when you add up what 
happened across time—as much chaos and 
change than anything weʼre going through 
today. We have companies that were 
founded in the [mid to] late 1800s and the 
early 1900s, and they were able to become 
great companies and remain great through 
an extended period of time. [Between the 
late 1800s and the 20th century], we had 
two world wars. We didnʼt even have fl ying 
machines, instantaneous communication… 
microprocessors [or] transistors. IBM was 

I go back to 
the idea the 
greatest leaders 
are [those] who 
want to build 
something 
that isn’t about 
them and can 
transcend them

The Thinker Interview
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generations of leadership. If your company 
canʼt be great without you, itʼs not a great 
company. 

Those three things—superior results, 
distinctive impact and lasting endurance. 
If we were to do [the book today] and we 
start thinking about it, okay, so letʼs just 
take some Chinese companies who [have] 
got superior results, distinctive impact, and 
they couldnʼt just be replaced by something 
else. Theyʼre not just copying and doing 
something cheaper, they would be hard 
to replace and [have] lasting endurance. 
Which ones have the ability to say, ʻWeʼre 
not dependent on this leader we can do it 
with the next generation of leaders and the 
next after thatʼ? When you look at a com-
pany like Amazon, it has a high return on 
capital, a distinctive role. If it went away it 
would really hurt, we donʼt know yet. [Itʼs 
got the] next step to prove it can do well 
beyond Jeff Bezos.

Q. Companies are increasingly talking of 
concepts like shared value and conscious 
capitalism. The fi nancial crisis especially 
forced them to do some soul searching and 
redefi ne their purpose. Will this impact the 
notion of greatness?
A. Our research showed that those who 
build companies have a real shot at be-
ing great. Theyʼre not focused on building 
something to last, theyʼre focused on build-
ing something thatʼs worthy of lasting. To 
be worthy of lasting means that you have to 
be built on a set of values. [These compa-
nies are] built on some sense of purpose that 
is not defi ned by economics. R.W. Johnson 
fi rst started thinking about this in the late 
1800s and then his son, R.W. Johnson Jr., 
wrote it down in the Johnson and Johnson 
Credo in the 1930s: our fi rst responsibility 
is to the patients, second to employees, third 
to the communities we effect and fourth to 
our shareholders. David Packard said, the 
purpose of the Hewlett-Packard Company 
is to make a contribution that would make 
peoplesʼ lives better and in order to do that, 
we must make a profi t but we do not exist 
to make a profi t. 

They have this very deep set of values: 
I believe it is a moral responsibility that 
the people who help us create this compa-

ny should share in the returns of this com-
pany and that we donʼt make good quality 
products because of a marketing strategy, 
we do it because we owe that to people. 
Bill Hewlett said to me: “One of the very 
few key things in life, Jim, is never stifl e 
a generous impulse.” What a wonderful 
line! We donʼt have to choose between 
making a contribution and making money, 
between taking really good care of our 
people and having a really effi cient opera-
tion, we donʼt have to choose about being 
responsible to the things that we touch 
and making sure that our company is well 
cared for. Weʼre gonna be so good, so dis-
ciplined, so creative, so intense that we 
can do both and that is the standard that 
we are going to live to.  

Q. You once said that we are moving to a 
world of networks well-led as opposed to 
organizations well-managed. What impli-
cations might this have on how organiza-
tions function? 
A. Peter Drucker [observed] about 60-70 
years ago, we were becoming a society of 
organizations and that would be the build-
ing block of the world. Drucker observed 
the rise of the organization and then the 
rise of the importance of management to 
make those organizations work and the 
rise of the knowledge workforce. [To-
day] instead of the building blocks being 
organizations, the building blocks [are] 
networks. We had to think about manage-
ment but for networks we have to think 
about leadership. Historically, we have 
been confusing leadership power, person-

ality, charisma, position. None of that is 
leadership. Iʼve always loved what James 
MacGregor Burns said:  “True leadership 
only exists if people follow when they 
have the freedom not to.” Everything else 
is just power. Letʼs take General Eisen-
howerʼs defi nition of leadership: “Leader-
ship is the art of getting someone else to 
do something you want done because he 
wants to do it.” 

[In] networks, you cannot rely upon 
position and power in the same way. The 
only way to organize is you genuinely 
have to lead. That would put a premium 
more on the sense of how do I get people, 
over who I do not have power, who are 
connected and dispersed, to want to do 
what must be done. That would be leading 
in a network as opposed to managing in an 
organization. 

Wendy Kopp, founder of Teach for 
America and now Teach for All, is [tak-
ing] the Teach for America concept of get-
ting young people to commit themselves 
to serve in our most underserved schools 
and to really help as many kids as possible 
get a great shot in life by that initial edu-
cation. Sheʼs now taking it to the rest of 
the world, as much as she can [by] build-
ing a network. She has no power over kids 
to get them to sign up. She has no power 
over all the different places in the world 
where sheʼs getting people to try to form 
these units to make this happen, but sheʼs 
building a network and sheʼs building mo-
mentum in that network. Sheʼs not a per-
sonality-type of leader, sheʼs just a very 
authentic leader [who can] get hundreds of 
thousands of people to sign up to want to 
do what must be done. That is a marvelous 
example of a network well-led, as opposed 
to an organization well-managed. 

Q. So these leaders need to be authentic 
leaders, but what else should they have?
A. In Great by Choice, [we say] the more 
that you have [the] chaos of a network, the 
more, in fact, you have to have fanatic dis-
cipline. Itʼs so easy to get pulled in so many 
directions, if you donʼt have your sense of 
what marches you need to be on, so that 
you can stay focused on that march and not 
get pulled in a gazillion different directions. 

[In] networks 
you cannot rely 
upon position 
and power
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The Thinker Interview

The second is, itʼs not about innovation. A 
lot of companies have innovation. Whatʼs 
really hard is fi guring out which innova-
tions will actually work and which of those 
innovations to scale and make big. Your 
ability to scale an innovation and make it 
really big is really the distinctive capability. 
The third is productive paranoia: in a world 
that is networked and could be moving un-
der your feet all the time, the need for tre-
mendous vigilance to be able to absorb the 
unexpected shifts and shocks means having 
great fi nancial discipline and conservatism. 

The other [part] is what I learned in our 
study of leadership at the United States Mil-
itary Academy at West Point. I went there 
to teach leadership but actually ended up 
learning a lot more. I stepped into an envi-
ronment where people were so committed 
to what they were doing [that] I found my-
self thinking about what makes this tick. I 
began to realize [there is] a triangle: service, 
growth and success are the three points. The 
only way to really be exceptional is at some 
point youʼre gonna fail a lot and to view 
those failures as the opposite side of the 
coin of success is not failure, it is growth. It 
is the ability to throw yourself at things that 
are going to make you fail and then through 
that to grow and become stronger because if 
you arenʼt able to do that, the [vicissitudes] 
of our world [will] crush you. 

But then why would you really go 
through this failure to growth? Thereʼs this 
thought that there is this tremendous ethic 
of service. And a sense of I am in service 
to something. I am giving my [service], in 
their case service to country and service to 
comrades, to each other. And a tremendous 
ethos of ʻthis isnʼt about me, this is about 
service to cause, and to the men and wom-
en around meʼ. To really thrive in the kind 
of world weʼre heading into, that sense of 
what you do in service is the only way you 
can activate those around you over whom 
you have no power. Because if they donʼt 
think youʼre in service, why should they be 
in service? 

What I came away with from West 
Point was the idea of communal success. I 
was training for the Indoor Obstacle Course 
Test and the [cadets] were helping the old 
man try to fi gure out how to do it. Every 

cadet has to do it in a certain time period 
or you donʼt make it through West Point. 
Classmates [were] taking time out of their 
busy schedules to help their classmates ac-
complish the obstacle course and then those 
classmates would help other classmates ac-
complish their math courses and then those 
classmates would help [others] accomplish 
their leadership component. Everybody 
there is inadequate at something, but you 
help others succeed by focusing not just on 
taking care of yourself, but ʻlet me succeed 
by helping you succeedʼ. 

There are pieces of that that I think 
would be very helpful [in a networked 
world]. 

Q. You often say, ʻLeadership is our ver-
sion of the Dark Agesʼ while others say that 
leadership is the one distinctive capability 
that all organizations should focus on.
A. Since I fi rst said that my own intel-
lectual understanding has evolved and I 
have a more nuanced, more mature view. 
What I really meant in saying that is that 
we tended to attribute everything we didnʼt 
understand to leadership. Now that we 
have understood so much more, I actually 
do share the view of leadership as being 
integral and important. I also think that we 
still have way too much of the leader as all-
knowing hero mythology and thatʼs why I 
go back to the idea the greatest leaders are 
[those] who want to build something that 
isnʼt about them and can transcend them. 
That is a non-egoistic approach. That kind 
of leadership is vitally important. If you ask 
a simple question: what is the real truth of 
that leaderʼs ambition? Is their ambition 
ultimately about themselves? Or is it about 
the stuff thatʼs in the end, not about them? I 
would hypothesize, if you go into any cul-
ture, you could look at [effective] leaders: 
itʼs those who are deeply ambitious for the 
cause or the company, the values, the quest, 
not themselves. 

Q. You talk about taking an idea to a busi-
ness, to a company and a movement. To 
what extent will the ability to create a move-
ment be a defi ning factor of greatness?
A. [When you talk of] the progression of 
entrepreneurship, you tend to think of it as 

an idea. Maybe you will make that idea into 
a business. At some point, your business 
has to become a company, and then maybe 
you want to make it a great company and 
then an enduring great company. We began 
to realize that thereʼs, in some cases, a big-
ger version of that. In Good to Great, we 
talked about the idea of the fl ywheel and 
that the way you built something great is 
you get your ʻhedgehogʼ (Note: This is a 
concept which says do one thing and do it 
well) and you build momentum and you 
build momentum in the fl ywheel and that 
fl ywheel builds cumulative momentum 
over time. Thereʼs a way to accelerate the 
fl ywheel. Amazon is a fl ywheel effect: itʼs 
not a single instance; it is a building, cumu-
lative fl ywheel. Kim Smith, who ran New 
Schools Venture Fund, said to me: “Espe-
cially in the social sectors, but I bet itʼs go-
ing to start applying to businesses, there are 
two fl ywheels. The fl ywheel of your enter-
prise or company. [And] the uber fl ywheel, 
the fl ywheel thatʼs the context.” So itʼs not 
just the fl ywheel of building a school or 
building Teach for America, but you have 
the uber fl ywheel of education reform. 
Steve Jobs [had] a fl ywheel of Apple, but 
he was always interested in the larger fl y-
wheel of the impact that technology could 
have to amplify the creativity of individuals 
and that notion of connecting people. Think 
about why Apple [was] so strong and was 
even able to endure those years when [Jobs] 
was in the ʻwildernessʼ and not there. On 
some level it wasnʼt just a company. There 
was a movement behind. If you read Gor-
don Mooreʼs articles from the early 1970s 
where heʼs talking about Mooreʼs Law he 
obviously talks about Intel, he talks just as 
much about the tremendous transformative 
effect of doubling computing power over 
18 to 24 months and what it would lead to 
in the way that society would work. Being 
involved in the semiconductor business 
wasnʼt just building Intel, it was also build-
ing the entire movement of what microelec-
tronics could do to transform the world. So 
even far back then, there were people who 
were starting to think that way. 

(For the full version, log on to CKGSB 
Knowledge: knowledge.ckgsb.edu.cn)
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The Digital Economy warrants a fundamentally new social contract, 
says Don Tapscott, a leading expert on business and technology issues 

By Neelima Mahajan

The Digital Disruption

Remember what life was like in 1995? 
You met your friends in real life and 
didnʼt just write on their Facebook 

wall. You bought books at your local book-
store—not on Amazon. News didnʼt break 
on Twitter—it came on TV or radio. If you 
wanted more details, you could wait till the 
next morning to read the newspaper. There 
was no iPhone in 1995, and you probably 
had a push button feature phone of the kind 
you wouldnʼt be caught dead with today. 

Back then one man was miraculously 
able to see the enormous upheaval tech-
nology would bring to our lives today. In 
a book titled The Digital Economy (the 20th 

anniversary edition has just been released), 
Don Tapscott talked of seemingly futuristic 
things—like networked business models, 
technology and privacy, and the explosive 
impact of new media. Today 20 years later, 
as we discover, his analysis was spot on. 
Tapscott, a leading authority on issues like 
innovation, media and technology, literally 
coined the term ʻDigital Economyʼ. 

Tapscott, the author of 15 books includ-
ing Wikinomics, Grown Up Digital and The 
Naked Corporation, is a well-known expert 
on the impact of technology on business 
and society. On a recent visit to China, he 
talked to CKGSB Knowledge about how 

we can cope with the disruption caused by 
technology and what the future has in store.

Q. How has your perception and under-
standing of the Digital Economy changed 
from when you fi rst wrote about it in 1995?
A. The world back then was quite a dif-
ferent place. Google was fi ve years away. 
Amazon and eBay came out just as I was 
completing the book. There was no mobile 
web because there was no mobility. 

In terms of how things have changed, 
the most jarring change is mobility. Back 
then we barely had laptops and people used 
computers that were connected by a wire to 
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The Thinker Interview

a desktop, [and used] dial-ups [to connect 
to] the web. 

I talked about promise and peril. Some 
of the promise has been fulfi lled and nearly 
all of the peril that I worried about turned 
out to be true. On the promise side, the book 
talked about how the old media is different: 
centralized, controlled by powerful owners, 
and the recipients were passive. New media 
is not one to many, itʼs one to one, many 
to many, highly distributed. Itʼs not control-
lable and it has this awesome neutrality. It 
will be what we want it to be. I was naïve 
when I said that because “we” is not a ho-
mogenous phenomenon: it includes people 
like you and me, but it also includes people 
with asymmetrical power… [like] Google, 
the government of Iran, the NSA or Gold-
man Sachs. In a sense, the digital revolution 
is encaptured by these powerful forces and 
the outcome is disturbing. 

Lots of wonderful things have occurred: 
the rise of mass collaborations like Wikipe-
dia, social networking which has brought 
people together and huge changes in terms 
of marketing. 

But if you look at the main measures of 
well-being in society, thereʼs a disturbing 
conclusion. All around the world, at least 
the Western world, thereʼs structural unem-
ployment, in particular youth unemploy-
ment. This growing wealth creation [has] 
been captured by tiny elites, and the ben-
efi ts of the digital revolution are not distrib-
uted, so we have growing social inequality. 

Then somehow weʼve all done a Faus-
tian deal with the devil: I donʼt remem-
ber signing any document where we said, 
ʻWeʼre going to create all this data for 
these big companies: they get to own and 
do whatever they want with it.ʼ The digi-
tal revolution was supposed to enable us to 
reinvent democracy and the fi rst campaign 
by Barack Obama was very encouraging. 
He used social media to create a platform 
whereby 35,000 communities self-orga-
nized and he got to power. When his sec-
ond election term came up, they shifted 
from social media to big data: from “yes, 
we can” to “we know you” and targeted all 
the swing voters. The bottom line was that 
young people are increasingly disengaged 
from the political process. 

Q. How should we deal with the problems 
that come with the Digital Economy? 
A. Each of them requires a different set of 
initiatives and “we” means all the pillars 
of society: government, civil society, cor-
porations, individuals. Take the data issue. 
I was naïve [when] I said that one of the 
ways that you can protect your privacy is 
to be careful [with] release [or] data mini-
mization. That is no longer a viable strat-
egy because what happens in Vegas stays 
on YouTube. Weʼre leaving this trail of 
digital crumbs and creating a virtual you, 
who might know more about you than you 
do: you canʼt remember really what you 
bought, what you said, or what movie you 
watched. 

Weʼre going to need a whole new ap-
proach and [that has] to be a social one. We 
need some new understandings and some 
new laws in society about what gets done 
with data. We have to think about the issue 
of ownership and have a whole bunch of 
principles adopted by all parties. For exam-
ple, information is [used] for the purpose 
for which it was collected and not for others 
without my permission, and if thereʼs some 

kind of monetization of my data, I get to 
participate in the wealth. 

When we went from the Agrarian Age 
to the Industrial Age, all the main institu-
tions in society came together and we fi g-
ured out some things. As people move from 
the farm to the city, they need to be literate 
so we [had] public education. We fi gured 
out that there needs to be a social safety 
net in the city so we came up with ways 
of protecting people. We fi gured that huge 
monopolies needed to be controlled so we 
came up with anti-monopoly legislation. 

I donʼt think weʼve done any of that 
today. Youʼve got all the Uber types say-
ing, ʻThis is the new paradigm, weʼre dis-
rupting the old high-demand industries. Let 
market forces fi gure it out.ʼ On the other 
hand, youʼve got the taxi industry saying, 
ʻYouʼre replacing all these good jobs with 
shitty jobs; [there isnʼt] any kind of protec-
tion, no safety standards. We need to stick 
with the old laws for an old paradigm and 
apply them to this new paradigm.ʼ Both 
of them are wrong. We need a new social 
contract here [and that would be] a [sort of] 
combination of what both sides are saying.

Q. The Digital Economy has created radi-
cally business models, like crowdsourced 
work, where the company may be in the 
US but the work is being done all over the 
world. These new business models operate 
in a very different zone. How should they 
be regulated?
A.  Again, you have this dichotomy of these 
two extremes and both are wrong. Some 
say, ʻHey, we are crowdsourcing and cre-
ating products around the world. All these 
women are now getting income.ʼ [And] you 
have the traditional labor institutions say-
ing, ̒ This is piecework. Weʼre lowering the 
average wage. And itʼs being done with no 
health and safety considerations. Thereʼs 
no protection for any of these people on vir-
tually every issue.ʼ You canʼt apply the old 
labor legislation to this new environment. 
We need a new paradigm. 

Consider these new business mod-
els, like the digital conglomerate: Google, 
Apple and Amazon. They can migrate into 
adjacent or non-adjacent industries and be-
cause they have this massive platform of 

Data 
minimization… 
is a no longer a 
viable strategy 
because what 
happens in 
Vegas stays on 
YouTube
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data and this huge machine, they can move 
into this industry and provide way better 
value and way lower price and wipe out all 
these companies but leave behind 10% of 
the jobs. 

Overall this [creative destruction] is 
good. But from a long-term point of view, 
thereʼs no scenario where jobs get created 
at the same pace as the ones that are being 
wiped out. So this is the fi rst time in his-
tory where we have economic growth but 
we donʼt have a commensurate growth in 
job creation. 

I think weʼll absolutely be moving to-
wards a four-day work week, where you get 
paid for fi ve days but you work for four. If 
weʼre creating wealth but itʼs not being dis-
tributed well, then we donʼt have a wealth 
creation problem, we have a distribution 
problem. Weʼre going to have to distribute 
work more and wealth more too. Do we 
want to create a world where 0.1% of the 
population owns the majority of the wealth 
and they wall themselves off in secure com-
munities and never really see the rest of the 
population? This is a social problem and 
it may seem like a long way from talking 
about the Digital Economy, but the Digital 
Economy is the economy. 

Q. You talk about monopolization in the 
digital sphere. Do you think that a digital 
conglomerate, like, say Google can become 
too powerful for its own good and the good 
of society? 
A. By defi nition any company can become 
too powerful. Now The Economist, in ex-
amining these digital conglomerates (they 
donʼt use that term), [concluded] that they 
are very different than the monopolies of 
the Industrial Age: theyʼre much more sub-
ject to competition, they donʼt get synergies 
from various businesses theyʼre in, and, in 
fact, Larry Page recently said that if a new 
business theyʼre entering is not adjacent, 
thatʼs fi ne. It means less integration and 
less hassle thinking about how to integrate 
it and manage it from a corporate point of 
view. I donʼt think thereʼs a case to break 
up Google right now, but this is something 
of a great concern. 

If you look at the businesses that 
Google is in, forget about advertising, most 

of them are very competitive. It has proba-
bly got the best technology for autonomous 
vehicles, so itʼs certainly going to become 
a dominant player but theyʼve got to beat 
Elon Musk at Tesla and who knows, maybe 
one of the traditional car companies might 
actually start to innovate, or they could 
cooperate and place intellectual property 
above autonomous vehicles in a Commons. 

Q. Is the Digital Economy changing corpo-
rate longevity? 
A. Itʼs speeding up the metabolism of busi-
ness and competition. But the old idea, 
which I never subscribe to, [is] that youʼre 
one click away from losing all your custom-
ers. Is Facebook one click away from being 
wiped out by some other social network? 
No, because weʼve all got such a massive 
ʻinvestmentʼ in Facebook, my photos are 
there, everyoneʼs there, my entire life is re-
corded, so the switching costs are intense. 
[But they] have vulnerabilities: private 
behavior is the Achilles heel of Facebook. 
Theyʼre caught between a rock and a hard 
place because the only value of Facebookʼs 
monetization strategy is to exploit data. 
That means a real tension between users 
and their needs for privacy and Facebook 
and its need to turn that data into money.

Q. So back in 1995, you told us what 2015 
looked like. Today what can you tell us 
about 2030?
A. Greater change is accelerating so fast 
that the digital revolution got past our ca-
pacity as individuals, institutions and a so-
ciety to comprehend it. So 20 years from 
now itʼs staggering to think what the world 
will be like. Weʼre looking at Singular-
ity, probably not [as] Ray Kurzweil would 
say that we are, but new kinds of machine 
learning and artifi cial intelligence, and very 
smart devices capable of doing all kinds of 
things. The impact on the workforce is stag-
gering. The big debate over Uber is kind of 
[like] whoever wins itʼs a pyrrhic victory 
because nobody will be driving cars in 20 
years. Thereʼll be smart, autonomous ve-
hicles. 

Youʼre looking at strong integration of 
the physical and digital world; a trillion in-
ert objects probably in the world are smart 

communicating devices that are sensing 
everything, collecting data, never interact-
ing. Weʼll be into all kinds of 3D stuff, like 
watching the football game on the fl oor of 
your living room or through some kind of 
glasses, but [not] on a screen. Weʼll have all 
kinds of wearable technology. 

Weʼre in a transition today where 
thereʼs a physical world and a digital world. 
Youʼll see a full intersection of these where 
everything becomes smart and everything 
starts to communicate. The biggest one I see 
is digital currencies. The underlying tech-
nology for that block chain does hold the 
promise of fi nally bringing about these very 
profound changes to the deep structure and 
architecture of our institutions. Look at cor-
porations and governments. Theyʼre pretty 
much still vertically integrated, command 
and control, hierarchical bureaucracies. 

If you think about it, the current inter-
net, [it is] good for collaboration… pre-
sentation of content, but itʼs not really that 
great for business. Itʼs got fl aws. Thereʼs 
massive fraud and identity theft. And then 
things get slowed down by these intermedi-
aries [who] also take a lot of the value. 

Bitcoin to me is just the fi rst half of 
the next generation internet, and because 
the underlying technology, is a bulletproof 
technology for knowing what is occurring 
and what has occurred. When you think 
about business, thatʼs a lot of what business 
is: who owns what, whoʼs buying what, 
how much does something cost, who paid 
who? And you canʼt correct it because ev-
ery block in the chain is linked to the block 
previously so youʼd have to rewrite the en-
tire history of commerce. So this could be 
applied to all kinds of things. 

Something like half the world is not 
part of the economy. They donʼt partici-
pate because nobodyʼs going to give 
someone a bank account if they have the 
equivalent of $9. If you donʼt have a bank 
account, you canʼt save, get credit, or cre-
ate a business. But with digital currencies, 
itʼs just one of dozens and dozens of op-
portunities to bring half the worldʼs popu-
lation into the economy.  

(For the full version, log on to CKGSB 
Knowledge: knowledge.ckgsb.edu.cn)
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Q&A

Turnaround 
Superhero

By Neelima Mahajan

Peter Cuneo, former CEO of Marvel 
Entertainment, on what really goes 
into resurrecting a failing company

In The Amazing Spider-Man 2, Peter 
Parker, Spider-Manʼs nerdy alter-ego, 
says, “I like to think Spider-Man gives 

people hope.” 
In real life, Peter Cuneo gave Marvel 

Entertainment, the company behind Spider-
Man, hope in 1999. At that time, Marvel, 
which owns 8,000 fantasy characters and 
superheroes like Spider-Man, Iron Man, 
Wolverine, Captain America, the Avengers 
and X-Men, was just emerging from bank-
ruptcy and its stock price was languishing 
at 94 cents a share.   

After taking over as CEO, Cuneo un-
leashed a series of measures designed to 
extract more value out of the marquee char-
acters owned by the company. He adopted 
a licensing model for movies, television 
and consumer products; divested some 
loss-making businesses; reorganized the 
company around fi ve operating units; and 
reduced operating costs. 

As a result, the company was sold to 
Walt Disney 10 years later for a whopping 

$4.5 billion, and at that time, the share price 
was $54.

In his professional career, Cuneo has 
engineered, not one, but seven turnarounds 
of entire companies or divisions at Clairol, 
Black & Decker, Remington and, of course, 
Marvel. 

During a recent visit to Beijing, the 
mild-mannered and unassuming Cuneo, 
who is now the Chairman of Valiant En-
tertainment, sat down with CKGSB Knowl-
edge to share his experience in company 
turnarounds. The bottom line: it is a lot 
of hard work. As Cuneo says, “When you 
look back, itʼs romantic and fun, but the day 
to day was not so much fun till you really 
feel the turnaround was done.”

Q. From your experience, what leads most 
companies to the brink in the fi rst place: 
poor management calls or more fundamen-
tal issues regarding the industry, business 
or products?
A. My experience in the businesses Iʼve 

done turnarounds in—consumer products, 
media and entertainment—itʼs almost al-
ways very poor leadership. The leadership, 
for whatever reason, is just not willing to 
make the changes, and the hard decisions 
that need to be made as a business and an 
industry, and as competition evolves. Ei-
ther they just donʼt understand the change 
or perhaps itʼs emotionally diffi cult to make 
a lot of people unhappy, but making radical 
change in a business is all about, unfortu-
nately, making a lot of human beings un-
happy. 

Q. As someone whoʼs been in that situa-
tion over and over again, what are your 
thoughts on what CEOs in similar situa-
tions ought to do fi rst: focus on the hard 
numbers and fi nancial targets fi rst or look 
at the soft issues?
A. You have to do both. Obviously you 
want to understand the business, and the 
language of business, the blood fl owing 
through the veins of a business, is the num-
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ture in a week or a month. If youʼre try-
ing to work on a multinational company 
it could take years. But as long as youʼre 
demonstrating very publicly in front of all 
the employees what youʼre talking about 
and supporting the new values that youʼve 
been espousing, I think youʼll do fi ne. 

Q. You are best known for the Marvel turn-
around. When you took over the company 
was deep in debt and the share price was 
worryingly low. Can you walk us through 
the situation you encountered when you 
fi rst stepped in, the challenges and the key 
strategies you identifi ed? 
A. Marvel was a public company on the 
New York Stock Exchange, and it really 
was a toy and comic book company. The 
whole comic book industry had created a 
collectability craze. Basically telling comic 
books fans that all these comic books would 
be worth a lot of money down the road 
and doing a lot of crazy things to promote 
them: for example, publishing the comic 
book with 10 different covers. Eventually 
the comic book community, the hardcore 
fans, woke up to the fact that this was not 
going to be collectible. Early in the 1990s 
the comic book business and all collectible 
business started to crash. 

bers, the fi nancials, so, of course, you need 
to understand that. 

But in turnarounds, you often fi nd that 
the culture is completely wrong. The com-
pany may or may not be bankrupt fi nan-
cially, but the culture is bankrupt. Itʼs one 
where the organization is used to losing, 
failing [and] underperforming. You have to 
change that, you have to give the organiza-
tion pride. 

There are a lot of ways to do that. One 
way is to simply be honest with the organi-
zation, be consistent in how you communi-
cate and what changes you want to make. 
If you want to establish a new culture, back 
it up with actions. Talk is very simple, but 
most employees will not believe you until 
they see you behaving in a way that sug-
gests that you really will act on the things 
youʼre saying. So if you say that lazy people 
will no longer be tolerated, you have to back 
that up by eliminating jobs when you see it. 

Q. In such situations, time is a luxury and 
changing the corporate culture is a long 
drawn process. 
A. Sure. I think you start on the culture im-
mediately. In a number of my turnarounds 
one of the problems that existed was that 
these businesses—consumer products, me-
dia and entertainment—are highly depen-
dent on new products. But when you go to 
a company, you fi nd that nobody wants to 
work on new products because they believe 
that itʼs very risky. 

To change that, tell people itʼs okay 
to fail. Statistics show nine out of 10 new 
products will fail. You want to have a bet-
ter average than that if youʼre a leading 
company, but you will have failures, and 
thatʼs okay. But [employees] wonʼt believe 
you until you back it up. One of the things I 
used to do was that when we had a success-
ful new product, I would hand out checks 
to all the people that worked on it at an all-
employee meeting. It would be a team con-
sisting of members from all the different 
functions: sales, marketing, manufacturing 
[and] technology. People start thinking, 
ʻThese people are getting checks for suc-
cess—yes, weʼve had some failures but it 
doesnʼt seem like anybodyʼs in troubleʼ. 

It takes time: you cannot change a cul-

One of the problems I often see is that 
the management of consumer companies 
assumes that their consumer is stupid. That 
was what was happening here, and the con-
sumer didnʼt like it very much when they 
fi gured this out. So the size of the busi-
ness dropped dramatically. Even today, the 
comic book business is smaller than it was 
in 1993, in the US. The company had a lot 
of debt and couldnʼt pay its interest, and ba-
sically that resulted in the bankruptcy.  

Also, during that period there was a 
lot of cost cutting. In creative businesses, 
in entertainment, your real power comes 
from creative people. In comic books, itʼs 
the writers, editors and illustrators. If you 
abuse them because youʼre cost cutting and 
they feel that theyʼre not appreciated—this 
is what happened at Marvel—they will 
leave. So now you have another problem: 
the quality of your books is dropping dra-
matically. 

In entertainment, content is what you 
create: a script for a motion picture, the lay-
out of a comic book, the industrial design 
for a toy. What you want to do is connect 
your content with other peopleʼs engines. 
Itʼs like an engine and the gas, youʼre creat-
ing the gas, a high octane gas. Lots of peo-
ple have engines: television stations, movie 
studios, retail stores. You want to connect 
your content with the best engines. But if 
your content is no good, theyʼre not inter-
ested because their engines wonʼt run very 
well. So abusing talent is a major mistake. 

So itʼs all about, in many ways, the ob-
vious problems. Youʼre starting to change 
the culture. Youʼre trying to attract this 
high-quality talent that former management 
alienated. Itʼs a very important part of it, as 
well as managing the numbers. 

Marvel was in bankruptcy [and] came 
out of bankruptcy when I became CEO. 
Going through bankruptcy is like going 
through chemotherapy. You are supposedly 
cured but you are very weak. The company 
has lost all its hair. The best people have 
left. You have a talent drain. 

Very often coming out of bankruptcy 
the capital structures are not right. They are 
a function of the pulling back and forth of 
the fi nancial interests in a company and not 
necessarily designed in the best interests of 
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the new version of the old company. So you 
have to cope with that as well. 

At Marvel, though, it was pretty 
straightforward. We had to improve our 
comic books and we decided that the best 
way to re-launch our characters on a global 
basis, after theyʼd been damaged in a very 
long bankruptcy, was [through] motion 
pictures. Still today I believe motion pic-
tures create the most excitement around a 
particular property than any other form of 
entertainment. 

Q. What kind of role can the board play in a 
turnaround? You as a CEO are under pres-
sure to deliver the numbers and the board is 
putting even more pressure on you, so how 
can that role be constructive?
A. Iʼm a big believer in having active 
boards. A lot of CEOs donʼt want active 
boards and, in fact, really donʼt want boards 
to know much about whatʼs happening in 
the company. My attitude is very different. 
We had a great board at Marvel, very ac-
complished executives: experienced turn-
around people [and] also [people] from 
entertainment and so on. We were getting 
world-class help for very little money—
you donʼt pay the board anything close to 
what theyʼre really worth. So I wanted them 
to be involved directly with the senior ex-
ecutives. They were there to give advice, 
not make decisions, of course. And that was 
very useful in diffi cult times, when youʼre 
trying to turn around a company. 

Q. Should CEOs in such situations actively 
ʻmanageʼ the board, so to say?
A. Of course. The CEO reports to the board, 
so to say the CEO manages the board 
would be a little misleading. But manage in 
the sense that you want the board to be very 
aware of what the problems are, whatʼs im-
portant. You want to have a very good dis-
cussion about strategy and strategy going 
forward. If you have a good board, youʼll 
get a lot of strong opinions, some of them 
will differ with each other. I would much 
rather have people differing so we can re-
ally think about the alternatives than have 
everyone agree with me. That is actually 
the worst possible situation, when people 
say youʼre absolutely right about every-

thing when you know youʼre not. I was 
very much dependent on the board for very 
sage advice. 

Q. How do you handle tough situations at 
a time when morale is already low, people 
are sensitive, and you are also trying to 
build trust?
A. You want to be honest with people. 
When you come into a company where ev-
erybody knows the company is in trouble, 
theyʼre worried about their jobs and there 
have probably already been layoffs even 
before you came. When they ask you, ʻare 
there going to more layoffs?ʼ, be honest. 
The minute I say we wonʼt have layoffs, Iʼve 
lost the trust of all employees. Most people, 
even hearing potentially bad news, are a 
little more at ease than if they think youʼre 
kidding about something. I often had ses-
sions with all employees, or small groups, 
where they could ask me direct questions. 
The fi rst couple of months most employees 
are too afraid to ask you anything, but after 
a while when they hear from other people 
who did ask questions that didnʼt come 
back to haunt them, [or] expressed certain 
opinions and werenʼt suddenly out the door, 
then it gets a lot easier. People appreciate 
honest answers. Thatʼs part of changing cul-
ture: being honest and talking. 

One of the changes was to make an 
atmosphere where itʼs okay to admit they 

have problems and challenges in [their] 
jobs. We can solve them together in 99% of 
the cases, but we need to know about them. 
What used to keep me up at night mostly 
was not problems I knew about, [but] other 
problems that I maybe didnʼt know about. 

Q. What about the fear of failure and un-
realistic expectations? Maybe boards think 
that youʼve turned so many companies 
around so youʼll come and do some magic.
A. Iʼm always very careful to never think 
ʻIʼve seen it allʼ because every situation 
is different and you have to be prepared. 
There are always new challenges and les-
sons. If you get smug or arrogant about 
your skills in this area, youʼre going to be 
in trouble. 

Q. What is your advice for people in similar 
situations?
A. First of all, unless youʼre thrown into a 
turnaround, you really have to think wheth-
er turnarounds are right for you, whether 
youʼre suited emotionally to take these on, 
because theyʼre not for everyone. The ones 
who do take these on are the weird ones. 
You have to think about the emotional 
price you may pay. Iʼm an operator—there 
are lots of people who [are doing] other 
things in turnarounds. They may be help-
ing fi nancially restructure a company, they 
may be consultants or temporary CEOs, 
they may be accountants, they may be law-
yers. [They] help [in] a turnaround, but they 
donʼt live with the pressures day to day the 
way we operators do. When youʼre in a 
turnaround every day, people are unhappy, 
and people are unhappy with you every day 
even if they donʼt know you because you 
represent change. In extreme cases, banks 
are unhappy, suppliers are unhappy be-
cause theyʼre not getting paid, customers 
are unhappy because your products arenʼt 
quality. You have to be prepared for that. 

Having said that, on the rewards side, 
you can make a lot of money if youʼre suc-
cessful. So itʼs all about that and under-
standing going in. Itʼs not romantic. Itʼs ro-
mantic after the case.  

(To watch the video, log on to CKGSB 
Knowledge: knowledge.ckgsb.edu.cn)
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Helping Hands
Long a country with a poor reputation for charitable giving, 

what are the chances that China will turn it around?

By Chris Russell
Additional reporting by Milo Zhang
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On 28th April 2014 the Peopleʼs Dai-
ly, Chinaʼs top offi cial newspaper, 
played host to a guest editorial by 

Bill Gates, one of the worldʼs leading phi-
lanthropists through the Bill and Melinda 
Gates Foundation. 

Gates urged his fellow elites to give 
more of their wealth to charitable causes. 
“Only when we help poor people break 
away from destitution and illness can we 
achieve sustainable development,” he 
wrote. And this was just one of his inter-
ventions in the Middle Kingdom.

Yet just days before, Jack Ma and his 
Alibaba co-founder Joe Tsai announced 
plans to establish a charitable foundation 
focused on pollution, the environment and 
health, and funded by 2% of Alibabaʼs eq-
uity, which with the companyʼs astonishing 
IPO, would put the charityʼs funds in the 
billions of dollars.

Both Ma and Gates, who along with 
some of Chinaʼs leading givers met for din-
ner in Beijing in June 2014 to discuss phi-
lanthropy, stand at the heart of the debate 
around China.

Ma represents what those at the top are 
capable of while Gates serves as a frequent 
reminder of Chinaʼs poor reputation inter-
nationally when it comes to charitable giv-
ing.

Miserly Millionaires
According to the Boston Consulting Group, 
the Hurun Report and a report jointly pub-
lished by UBS and the Singaporean re-
search fi rm Wealth-X, China is home to 
the second-highest number of billionaires, 
behind only the US.

Despite that, its ranking for charitable 
giving is much poorer. The Charities Aid 
Foundationʼs 2014 World Giving Index 
found China languishing at 128th—the US 
and Myanmar topped the list. Nonetheless 
that was a slight improvement on its rank-
ing the previous year of 133rd, although the 
countryʼs miserliness is brought into sharp 
relief by Hong Kongʼs position at 17 that 
same year, and Taiwanʼs at 47 in 2014.

Compounding Chinaʼs status as an 
ungenerous country are the actions of the 
countryʼs elite, of which there are now so 
many. In 2013, Chinaʼs top 100 philan-

thropists donated $898 million, accord-
ing to the Hurun Report. In the same year, 
the USʼ most generous givers racked up 
$7.7 billion in donations, according to the 
Chronicle of Philanthropy, while Forbes 
research showed that Mark Zuckerberg and 
his wife Priscilla Chan managed to dwarf 
the contributions of Chinaʼs elite through 
$991 million-worth of gifts. 

The following year, Chinaʼs record had 
improved signifi cantly, totaling $3.3 bil-
lion, although here the numbers are skewed 
by the outsized contributions of Ma and 
Tsaiʼs charitable foundation (the Alibaba 
chairman topped the Hurun Reportʼs 2014 
philanthropy list by some distance).

Beyond the numbers, the reputation 
of Chinaʼs elite as being tightfi sted when 
it comes to philanthropy was solidifi ed in 
2010 after media reports that many had 
turned down invitations to a dinner in Bei-
jing hosted by Gates and Warren Buffet 
that was intended to raise awareness about 

philanthropy. Gates later said that two-
thirds of invitees attended the event.

Rupert Hoogewerf, founder of the Hu-
run Report, says that for the wealthy, char-
ity is “low down on the priorities”. “They 
feel that… the best way they can give back 
to society is to grow a strong, healthy busi-
ness.”

One of the areas in which Chinese 
people canʼt be accused of shirking their re-
sponsibilities is disaster relief. Earthquakes 
in the southwest of China, notably in 2008 
in Sichuan and 2014 in Yunnan, and partic-
ularly the former, have led to huge outpour-
ings of donations. The China Youth Daily 
reported that by the end of April 2009, 
RMB 76.7 billion (then $11.2 billion) had 
been donated to the Sichuan earthquake re-
lief efforts. In the case of the Yunnan earth-
quake, the Red Cross Society of China had 
received a total RMB 72.5 million ($11.7 
million) fi ve days after the earthquake. 

These disasters lead to headline-grab-

Whither generosity? China ranks a lowly 128th in the World Giving Index
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bing spikes in donations, but by their nature 
are episodic. According to Scott Kennedy, 
Deputy Director of the Freeman Chair in 
China Studies at the Center for Strategic 
and International Studies, “philanthropy is 
dominated [by] two or three areas”—by far 
the biggest recipient is education, with the 
environment and healthcare the next two 
largest.”

With Jack Maʼs recent pronounce-
ments, the spotlight is being shone on these 
areas to an even greater extent, and more 
is being done to encourage charitable giv-
ing at the top level, and in June 2014 Gates 
agreed to help Beijing Normal University 
launch a philanthropic education program, 
the aim of which is to raise RMB 100 mil-
lion ($16.1 million) each year. But prob-
lems remain.

Trust and Transparency
One of the principal reasons for the lack 
of charitable giving in China is the low es-

teem in which charities are held. The im-
age of the Red Cross Society of China was 
severely damaged in 2011 after a woman 
named Guo Meimei, who claimed to be a 
manager at the charity, repeatedly posted 
pictures of her luxurious lifestyle to social 
media, leading many to question whether 
funds were being misused. The Red Cross 
denied the connection, and later so did 
Guo, but the damage was done. In some 
cases, the publicʼs lack of trust might be 
well placed: a 2013 report on transparency 
at Chinese charities by the state-affi liated 
China Charity and Donation Center said 
that less than a third of registered charities 
in the country met transparency and dis-
closure standards.

“I think charity is a good thing, but I 
donʼt really trust the charity groups,” says 
Yang Yalong, a 21-year-old college stu-
dent. Liu Ping, a 50-year-old customs offi -
cial, agrees: “I donʼt believe charity groups 
at all. I mean, I will donate my money but I 
will defi nitely question them. The problem, 
from my view, is the system of charity in 
China; they are facing some serious trust 
issues.”

Related to these trust issues is the fact 
it can be hard to run in a way that assures 
people donations will be going where they 
are meant to be, or to even establish a char-
ity in the fi rst place. By law, charities are 
required to have signifi cant start-up funds, 
and in practice many arenʼt exempt from 
tax. “There are no clear rules about how 
funds are used, their taxability, about con-
fl ict of interest… that vacuum of regulation 
is also now hampering things,” says Ken-
nedy.

“As long as we promote a better sys-
tem of laws and regulations, [and] we have 
a better standard for running NPOs [non-
profi t organizations], I believe one day 
NPOs can have a more transparent running 
mechanism, [and] people will have stron-
ger confi dence in NPOs,” says Megan Li, 
Operations Director of the environmental 
charity Roots and Shoots Shanghai.

China is currently drafting a new chari-
ty law, says Kennedy, and has gone through 
several readings and revisions, and depend-
ing on its fi nal content could have a real 
benefi cial impact on the charity sector. “If 

it were to be issued… that would be a huge 
positive step forward.”

Underpinning these regulatory diffi cul-
ties is the fact that, relatively speaking, Chi-
naʼs NPO sector is still in its infancy. Previ-
ously, NPOs were fi rmly a part of the state 
due to central planning and a lack of private 
entities, and even today the state maintains 
a large role in society. “Philanthropy es-
sentially ceased to exist in the Mao era, [at 
least] in the way we think about philan-
thropy,” says Kennedy. “You have a very 
strong, powerful state that dominates the 
public sphere and itself has been respon-
sible for addressing social needs.” As a re-
sult, that lack of a civil society means there 
is not as much space for charities as there is 
in other countries.

The system also doesnʼt help incentivize 
philanthropy, says Hoogewerf. He points to 
the absence of US-style inheritance taxes, 
from which gifts to charity are usually ex-
empt, as a further reason why the wealthy 
donʼt donate as much as they could.

The desire of many of Chinaʼs wealthy 
to keep a low profi le, so as not to draw atten-
tion to their riches and the scrutiny it would 
inevitably bring, also works against signifi -
cant philanthropic gestures. And when big 
gestures are made, they are often dismissed 
as publicity stunts rather than true philan-
thropy, as has been the case with Chen 
Guangbiao, an entrepreneur who made his 
money in the recycling business. “I donʼt 
know much about wealthy peopleʼs charity 
acts, but I do believe they want to promote 
themselves more than they really want to 
help people,” says Liu, citing the example 
of Chen.

Jack Ma and Joe Tsaiʼs recent chari-
table initiatives might well set a welcome 
example then, but at the moment there is 
no one else with quite the same visibility. 
“Somebody has to do something,” said Ma 
in an interview with The Wall Street Jour-
nal. “Our job is to wake people up.”

However, until the system of regulation 
improves and trust returns, likely through a 
worthwhile charity law, and charities are 
given greater space to grow, their actions 
are unlikely to represent a breakthrough in 
the creation of a widespread culture of 
charity. 
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T here are three books I would recommend for 
anyone trying to penetrate Chinese business 
culture. The fi rst is the Romance of the Three 

Kingdoms by Luo Guanzhong. I have never actu-
ally read the original, but have seen enough faithful 
screen adaptations to know the story. I think being 
able to quote fl uently from this book and recognize 
and make allusions is critical. It gives you a lot of 
insight into what the Chinese value and practice in 
terms of hierarchy, loyalty, and other ethical mea-
sures of power and infl uence.

The second one is China Emerging: 1978-2008 by Wu Xiaobo, 
which takes the most impactful event of each year from 1978 to 
2008, talks about it in detail, and through these real events shows 
the progress of the Chinese economic and political system. A lot 
of these events have had incredible impact on Chinese society, and 
knowing and understanding them and being able to make or rec-
ognize references to them will truly mark you as culturally fl uent. 
Plus, itʼs seriously fascinating. Sometimes living here most people 
get caught up in how far China still has to go, but this book really 
helps you understand how far China has come. 

Finally, Country Driving by Peter Hessler, which is just a 
charming tale of a very open-minded expat who spends some time 
in the countryside of china with his newly acquired drivers license. 
There are a few main journeys, but I particularly enjoyed reading 
about the time he spent in a village not too far away from Beijing 
and the careful depiction of village politics. Many of us living in 
fi rst-tier city luxury forget how disconnected the top four cities are 
from the rest of China, and this is a very warm and lovely but also 
honest portrayal of lives outside of the ring roads.

In terms of books that relate to my own industry, I am going to 
borrow a book that my boss often recommends, which is Spent by 
Geoffrey Miller, a professor of evolutionary psychology, who uses 

scientifi c research to explain why we consume goods 
and services the way we do. You can apply his theories 
to a lot of tech products that are consumer facing and 
has defi nitely helped me be more aware of both how 
I am the victim of marketing tactics and how to help 
my portfolio of companies exploit those same tactics.

Another one is Do More Faster by Brad Feld and 
David Cohen, who co-founded an accelerator called 
TechStars, and itʼs just a great resource—I tell my 
fi rst-time founders to read it all the time.

My favorite business writer overall though is Dan 
Ariely, a professor of behavioral economics. Iʼve read all his books 
on the topic, and the way he explains how we are all a lot more irra-
tional than we think, but also predictably so, is also crucial to many 
business situations and strategies. In particular I remember one 
chapter he had on dating—how traditional dating websites donʼt ac-
tually capture the dynamics of a budding relationship and the tests 
he did. I have defi nitely told some entrepreneurs who have pitched 
me about similar products to go read the results of that study and 
see if they can incorporate some of the fi ndings into their start-up. 

There are many recent books Iʼve enjoyed a lot, but the one Iʼve 
been raving about is The Future of the Mind by Michio Kaku, a re-
nowned astrophysicist, who interviews experts in neuroscience and 
explains what has already been accomplished in this fi eld, as well 
as what is likely to happen in the next 50 years (within my lifetime, 
hopefully!). He then extends this to what is theoretically possible, at 
least within our current understanding of the laws of physics—itʼs 
simply mind blowing stuff!

I just started on Antifragile by Nassim Nicholas Taleb, so thatʼs 
fi rst on my to-read list, and Iʼve heard great things about Capital by 
Thomas Piketty. Too many books too little time! 

Rui Ma is a Partner, Greater China, at 500 Startups

Past and Future
Rui Ma gives CKGSB Knowledge the inside track on how to get to grips 

with China and the tech industry
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