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China: Opportunity and Challenge
Recently in Beijing an Australian politician gave a speech heralding the dawn of a grand new age in
Chinese demand for Australian exports. This, he stated, is being driven by an increasingly affluent
Chinese consumer and their need for the “clean and green” products that Australia can provide. For
the Chinese consumer an Australian product means ‘safe and high quality’. His message was that the
Chinese consumer needs what Australia has and that they will pay a premium for it. Stamp a flag on
it, stick it on a boat, and they will queue up for it.
It is certainly true that growth in Chinese consumer demand will continue to be driven by increasing
numbers of more affluent households. It is also true that China cannot meet all of this demand with
locally produced goods. However the notion China represents an easy opportunity for exporters from
Australia, or anywhere else, is both simplistic and misleading. The opportunity is real, the rewards to
the winners will be great, but success in this complex and highly dynamic market is not easy.
The China growth story is far from over. The formation of the lower middle class, which has driven
domestic consumption growth to this point, is largely complete. We are now witnessing the
formation of a much more affluent middle class which is bringing about changes in the composition
of consumption. Market growth will now be more in value, than in volume.
The growth in consumption is now coming from 100’s of smaller cities and this creates formidable
challenges in sales and distribution. The channel and route to market structures that service these
cities are highly fragmented and complex. To further complicate matters it is changing so fast that it
is difficult to anticipate what it will look like from one year to the next. Overlay all this with a
generational shift in consumer demographics and it all starts to look a bit overwhelming.
Exporters from Australia, and a host of other food producing countries, have tended to place too
much reliance on their ‘clean and green’ credentials. In the past these may have helped to open
doors but increasingly China is improving its supply chains and the ‘quality gap’ is narrowing. The
proposition that Chinese consumers will always embrace imported products as being superior to
domestically produced products is no longer true. There are already examples where Chinese
consumers accept domestically produced products as being equal or superior to imports.
Across most categories it is increasingly less important whether a product is imported or domestically
produced. What matters most is the extent to which a product meets a consumer’s needs.
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The China growth story is not over …
In 20 years China has gone from a minor position in the world economy to the second largest player.
In 1996 Chinese GDP was one tenth the size of the USA. In 2016 it will be about two thirds. While
the actual rate of GDP growth is falling as the economy gets bigger the China economy in 2015 still
grew by US$735b (roughly equivalent to half of Australia’s total GDP). With 18% of the World’s
population China accounts for more than 45% of the total growth.
The story of the economic transformation of China has been the story of urbanization. Since the
1980s roughly 20 million new urban residents have been added each year. The transitioning of
millions of people from subsistence agricultural occupations to more productive urban occupations
has been the foundation of sustained economic growth.
Today with an urban population of 55% China is still only where Japan was at the end of World War 2
and still far short of the 85-90% urbanization level of most other developed nations. This would
suggest that the urbanization process is yet incomplete.
China : Urbanization
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Although urbanization will be ongoing the drivers
of the Chinese economy are changing. Up until
2008 the economy was fundamentally driven by
investment and exports. Over the preceding two
decades, off the back of cheap inputs, China had
become the workshop of the world. This is now
changed. Against the pivot of the Global Financial
Crisis, and slowing global demand, China is
transitioning from an export driven economy to
one driven by domestic consumption.

Consumer demand in China up until now has been driven by the formation of a massive lower middle
class. This process is largely complete and we are now witnessing the emergence of an upper
middle class and more affluent consumers. According to Boston Consulting Group data the number
of these households will double between 2015 and 2020.
China is a much larger and more complex economy
than it was 10 or 20 years ago. While the overall
growth is slowing its scale is much larger and it is
facing many new challenges. It is undertaking
major structural reforms and is also coming to
terms with the fact that it is much more globally
integrated than it has been in the past.
Nevertheless, the outlook for consumption growth
is still hugely positive.
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Nominal Private Consumption : 2020

According to recent Boston Consulting Group
projections even if annual real GDP growth cools
to 5.5% (well below the official target) China’s
consumer economy is expected to expand by
about half between 2015 and 2020 (from US$4.2
trillion to US$6.5 trillion). The incremental growth
in private consumption over the next 5 years will
be equivalent to a consumer market 1.3 times the
size of Germany or the UK in 2015.

(US$ trillion)

China
China

4.2

Germany
Germany

1.8 0.4

2.2

UK
UK

1.8 0.3

2.1

2.3

6.5

Private consumption
2015
Consumption Growth
2015-2020

Assumes GDP falls to 5.5%
Source: BCG, EIU

… But it is getting tougher

There are lot challenges facing companies wanting to market products in China. I will touch on
three of the big ones:
1.

An Increasingly Complex Distribution Landscape

2.

Fragmented, Crowded and Rapidly Changing Channels and Routes to Market

3. More Sophisticated and Demanding Consumers – The Emergence of the Millennial Generation

1.

An Increasingly Complex Distribution Landscape

The strongest growth in private consumption is now coming from smaller cities. Up until recently
many foreign companies have been focused on just a handful of cities. However many of these tier
1 and tier 2 cities are close to saturation and growth is slowing. Also, as these are the markets most
accessible to foreign exporters they tend to be by far the most contested. In these cities, across most
categories, you can find competitors from every corner of the earth.
China’s Urban Structure
City Tiers
Division Level
Provincial-Level
省级行政区

Prefecture-Level
地级行政区

County-Level
县级行政区

Tier 1
(4)

Tier 2
(32)

4
Municipality
直辖市

15

17

SubRemaining
Provincial Provincial
City
Capitals
副省级市
省会

Township-Level
乡级行政区

Tier 3
(254)

Tier 4
(374)

Tier 5
(1,464)

Tier 6
(34,199)

Tier 7
(623,699)

PrefectureLevel
City
地级市
Cities

254

County
县
8

366

SubCountyPrefecture
Level
City
City
副地级市 县级市

1,464

19,522

14,677

Town

Township
乡

镇

Village-Level
村级自治组织

Towns &
Villages
623,699

Village
村

30~40 bigger cities
have been the
battleground ...

... But an additional
~600 + smaller cities
are now driving the
growth

Source: InterChina, GDR, Nielsen
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While the 30-40 bigger cities have been the battleground, most of the growth now is coming from an
additional 600 plus smaller cities. Large numbers of smaller cities driving growth means increasing
distribution complexity.
What this means is that from an exporter’s perspective China can no longer be thought of as a single
market encompassing a handful of large cities. China is best approached as a number of market
clusters.
China Market Clusters

Regional Clusters

Number of
Cities in the
Region

Shenyang

Yangzte River Delta
(YRD)

58

Hebei Shandong
(incl. Beijing/Tianjin)

63

South
(incl. Guangdong)

37

Henan/Shaanxi/Shanxi

31

Beijing
Tianjin
Huang River

Yangtze
River

Sichuan
(incl.
Chengdu/Chongqing)

31

Hunan/Hubei

47

Anhui/Jiangxi

20

North East

22

Chengdu

Dalian
Qingdao

Xian

Jinan

Zhengzhou
Hefei
`Wuhan

Chongqing
Changsha
Guangzhou
Xun River

Shanghai

Fuzhou
Xiamen

Shenzhen

Already in most clusters it is the smaller cities which account for the largest share of consumption.
The chart below shows the 24 cities in the Yangtze River Delta that have a population of more than 2
million people. Of the total retail spend in these 24 cities Shanghai now accounts for a surprisingly
small 16%.
Cities with Pop >2m : YRD (Jiangsu/Zhejiang)
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These smaller cities already offer scale opportunity, much higher growth rates, and are generally far
less contested (i.e. less crowded with foreign products). However the sheer number of them and
their geographical fragmentation also means they are much harder to access.
2.

Fragmented, Crowded and Rapidly Changing Channels and Route to Market

China is already the biggest grocery market in the world, at about US$1.5 trillion, and at 10% annual
growth is one of its fastest growing.
Grocery Sales

Top 10 Grocery Market Rankings
2016

2012

CAGR

Modern
Trade

(%)

China

China
1,082

USA

1,582

940 USA

Japan

408

India

375

Japan

1,118

India

1

566

329

Brazil

468

9

Russia

467

10

France

284

France

302

2

Germany

271

Germany

297

2

UK

278

3

Indonesia

247

10

168

100

5
50

Traditional
Trade

95

Hypermarkets
Supermarkets
CVS

4,100
20,000
45,000

70,000

Minis

130,000

130,000

50

10

314

Indonesia

100

4

423

Brazil

243

(#)

10

Russia

UK

Outlets

(%)

(US$b)

2002

2014

Traditional Grocery
Xiao Mai Bu
Wet-markets

~2,000,000

Source: Vision Consulting

Source: IGD Retail Analysis

The world’s biggest grocery market is being supported by a rapidly developing Modern Trade.
Modern retail chains are rapidly eclipsing the much more fragmented Traditional Trade.
Although less fragmented than Traditional Trade, the Modern Trade in China is still characterized by
an extraordinary large number of players. According to Kantar Retail there are more than 250
important retail chains. Adding to this complexity is the fact that the dominant players in any two
cities are likely to be different.
The top 10 Modern Trade retail chains in China account for only about 5% of all sales. This is
fundamentally different to most other countries. Foreign companies coming to China to roll out the
same ‘go to market plan’ that they use in other countries will almost certainly fail. Other countries
don’t have 660 cities, 250 important Modern Trade retail accounts, and so many other competitors
jostling for a slice.
China Modern Trade Retail Chains : Examples
“National
Leader”

“Regional
Dominators”
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“City Killers”
Jiadeli

Renben

Dazhang

E-Mart

Kaihong

Xuchang Pangdonglai Jiarunduo

Xinlianxin

Jingkelong

Zhoushan

Baida Hejiafu

Jinma

Chaoshifa

Minsheng

Fuyang Hualian

New Mart

BJ Ito Yokado

Jiajiafu

Huishang Hongfu

Ouya

Huanguan

NCS Changkelong

Anqing Jin Hualian

Chongqing Shangshe

Tiankelong

Chaoyue

Tiankelong

New Century

Shouhang Guoli

Happy Mart

Xinhuadu

Chongkelong

Jingong

Yajiale

Nancheng Baihuo

Hongqi

Quanbao

Wenfeng

WanFulong

Huhui

Jusco

Jiajiayue

Beiguo Renbai

Chengdu Ito Yokado

Parknshop

Zibo Xinxing

Guoda

Jiahui

Jiarong

Weifang Baihuo

Huiyou

Hongkelong

Tianhong
Zhongshan
Yijiayi
Sanjiang

Weihai Baihuo

Ruisha

Liansheng

Jinan Hualian

Zhongshang

Minsheng Jiale

Quanfuyuan

Zhongbai

Spar Meitehao

Jiabei

Luohe Shuanghui

Wushang

Taiyuan Tangjiu

Haojiaxiang

BHG
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China Top 10 Grocery Retailers

Top 5 Chains : Share of Modern Trade
(%)

Stores
(#)

2014 Sales
Share
(%)

4,388

1.2

Sun Art
(RT Mart & Auchan)

323

1.1

Wal-Mart
(Includes Yihao Dian)

385

1.1

Carrefour

236

0.5

Yonghui

288

0.5

CRE

Lianhua

4,600

0.4

NGS

2,650

0.4

Wumart

550

0.2

Lotte

148

0.2

SPAR

265

0.1

Source:

Australia
Australia

95
95

Hong
Hong Kong
Kong

95
95

Thailand
Thailand

75
75

Top 10

Singapore
Singapore

70
70

= 5.6%

Indonesia
Indonesia
China
China

45
45

44

IGD, Kantar Retail, Nielsen

To achieve real scale in China the largest FMCG players have built huge sales and distribution
platforms. To reach hundreds of cities most run armies of up to 20,000 sales staff based around 8
to 10 regional clusters. Large sales staff numbers are required to support the 1,500 or so first tier
distributors that are needed to access more than 600 cities. In large cities they will have multiple
distributors and in smaller cities perhaps only a single distributor. A flat distribution structure is
preferred as this allows better management of price, channel and territory and does not give up too
much margin in excess layers. For smaller players and new entrants this becomes a huge barrier to
building any real scale.
Of course Modern Trade is not the only way to reach the Chinese consumer. The recent growth in
on-line and in specialty retail is dramatically changing the retail landscape. Infant formula for
example in a period of just eight years has gone from 90% Modern Trade to now two thirds being
sold on-line and through specialty retail channels.
Infant Formula

On-line Shoppers

(%)

(m)

500

100
Other

Modern
Trade

50

100

10

35

Specialty
Retail

30

On-line

90

2008

2016

On-line as % Private Consumption
(%)

15

35
2008

2016

0.5
2008

2016

Source: McKinsey, Forrester, BCG
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The internet is fundamentally changing the business and social environment in China. In this respect
China is not following but is leading the world. China now has the most number of users (over
700m), who spend the most time on line (averaging more than 20 hours a week) and spend the most
money (around US$700b). China is the world’s largest Etail market with on-line sales accounting for
15% of household consumption. The players in this space are all local (e.g. Weibo, Taobao, Yihaodian,
JD etc) with the large Global platforms failing to make any major impact.
One of the reasons for rapid internet adoption has been that younger Chinese are tech savvy early
adopters who have never experienced anything in their lives but rapid change. Another reason is
that the internet fills a ‘trust vacuum’. Chinese consumers don't trust advertising, don’t trust the
media, and they don’t trust manufacturers. Chinese consumers place their greatest trust in other
Chinese consumers and it is through the internet that they find and communicate with each other.
Social media plays a critical role in the acceptance or rejection of brands. A brand owner’s ability to
influence opinion and on-line dialogue is critical to success.
While China is already the biggest Etail market in the world there is still plenty of growth left. On-line
channels are expected to account for 42% of all private consumption growth to 2020.
The on-line space does offer some advantages to
newer and smaller market entrants. Unlike
Modern Trade getting on-line does not require an
army of sales staff and distributors. Getting a
presence on an ecommerce platform can be
surprisingly easy. However, actually selling product
on-line may not be.
The major ecommerce platforms in China carry
tens of millions of SKUs. It may be relatively simple
to get a presence but how do you stand out from
the myriad of on-line competitors? How do you
make your target market aware of your offering?
How do you create preference for your products?

China eCommerce : Merchandise Value
(US$ trillions)

1.6
Incremental 900b =
42% of private
consumption growth

0.7

0.1
2010

2015

2020

eCommerce as % of Total Private Consumption
3

15

24

Source: BCG, I Research
While increasingly important the internet is, at the
end of the day, just another channel. To be successful an exporter competing in China needs to
differentiate their value proposition, identify a specific set of consumers whose unique needs they
can satisfy, and develop the means to communicate and deliver that proposition to them.
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More sophisticated and Demanding Consumers – the Emergence of the Millennial Generation
To add to this complexity China is also experiencing a generational shift. The new generation of
consumers are the ‘Millennials’. Aged under 35 years of age there are now about 450 million of them.
Millennials already account for 45 per cent of all consumption and the value of their spending is
growing at twice the rate of those aged over 35. It is not hard to do the math necessary to
understand what this means. Within a few years Millennials will account for the majority of private
consumption.
There are number of important trends associated with this group:
Firstly, Millennials are much more sophisticated. They are better educated than their parents, more
travelled, and more receptive to new trends and new products. They are also technically proficient
early adopters.
Secondly, they are more brand conscious and less price sensitive than the older generation of
consumers. They look for value in different ways. While they are open minded and adventurous
they can also be brand loyal and need good reasons to switch their loyalty.
Finally, Millennials place far more emphasis on lifestyle. Their parents were focused on earning and
accumulating wealth. Because they have experienced less hardship Millennials are not as
preoccupied with accumulating money. These younger consumers are much more willing to spend
on travel, new experiences, and leisure. The development of personal values, identity, and spending
quality time with family and friends are also very important.
Not only is there generational change in the consumer demographic but there is also increasing
complexity and diversity in needs which requires careful and more insightful approaches to market
segmentation. The China market is now at such a scale and stage of development that it has a huge
number of consumers with many different tastes, needs and preferences. This of course creates
opportunity but it also requires a much more sophisticated approach to identifying and responding
to the unique requirements of specific segments of consumers.
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Summary
The good news is that there is a lot more growth left in private consumption in China. In fact we
are really just hitting the sweet spot. The not so good news is that accessing that opportunity is
becoming increasingly challenging.
The growth is coming from hundreds of smaller cities that are hard to access, getting any scale in
modern trade requires an army, and while the ecommerce channel is more accessible it is also
incredibly crowded. To add to all this complexity we also are experiencing a generational shift in
consumers. These younger, more sophisticated, and affluent consumers require a much more
intimate understanding and segmentation.
From a Chinese consumer’s perspective being an imported product, in most categories, is certainly
not a negative thing. However country of origin will not generally be enough to guarantee success.
In most sectors the quality gap between domestic and imported products is closing.
The dairy supply chain, as an example, has developed much faster than anticipated. Dramatic
improvements in domestic quality and productivity are already impacting imports and even the
global commodity prices.
With few exceptions a premium based on a product being imported is unlikely to be sustainable in
the long term. The 300 million liters of imported UHT already sells at a discount, on average, to the 3
billion liters of domestic ‘premium’ UHT. In fact the majority of imported UHT no longer achieves the
retail price necessary to qualify as ‘premium’.
Infant Formula, because of its recent history, may be an exception, but even in this category we
would expect to see trust in local product improve over time.
Increasingly, across most categories, it will not matter whether a product is made in China or
whether it is imported. The only thing that will matter is whether it meets a consumer’s needs and
it is readily accessible.
The good news is that as China becomes less self sufficient in food there will always be a requirement
for imports. While there will be continuing productivity improvement across most of its agricultural
supply chains at some point China will run out of important inputs such as land and water.
The size of the opportunity for exporters will be dependent upon:
1.

What China chooses to produce domestically and what it chooses to import,

2.

The extent to which Chinese companies develop their own integrated international supply
chains, and

3.

By the ability of exporters to understand and respond to the specific needs of a group of
Chinese consumers and build competitive business models to meet these needs
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Senior Advisor
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Frank Gibson is a consultant who regularly
collaborates with InterChina. He has been
advising international companies on China for
more than 20 years. The majority of his work has
been dealing with complex business problems
across a mix of market entry, growth, product,
and route-to-market issues. He has extensive
experience in assisting multinationals acquire
local operations and assets and has worked
across many different sectors, but has
particularly deep experience in food, beverage,
and other FMCG.
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InterChina
Specialist in China

Corporate Finance

InterChina is one of the leading advisory firms in
China, and the number one alternative to the global
consultancies and investment banks.

We provide full cross border M&A advisory services
to multinationals expanding in China, Chinese
companies investing overseas, and on strategic
divestments.

We were founded in 1994, and through our unique
combination of capabilities, have delivered the
highest quality of services to clients for 20 years.
Our team of nearly 60 professionals has conducted
over 500 strategy projects and closed more than 160
transactions, with an aggregate value of USD 6
billion.

Our practice of 25 advisors is comprised of senior
Chinese negotiators with strong corporate
development, investment banking, private equity
and Big Four backgrounds.
We conduct ~40 mandates each year, providing
clients with transparency and control from start to
finish

Multinational and Chinese clients choose to work
with us because we provide real understanding,
deliver practical results, and know how to get things
done.

InterChina is also the exclusive China partner of
IMAP, the oldest and largest global organization of
independent mid-market M&A advisors.

Strategy Consulting

Website: www.InterChinaPartners.com

We work with clients to capitalize on top line growth
opportunities while also addressing long-term profit
protection.
Our practice of 25 consultants is organized around
sector specializations with substantial project
experience.
We pride ourselves on being practical, developing
real understanding through fieldwork, and delivering
workable results to an actionable level.
Website: www.InterChinaConsulting.com
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