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Overview
I

n 2013 China completed a retail hat trick. By some measures it became the
world’s largest grocery market, the world’s largest luxury market and the
world’s largest e-commerce market. Added to this was the conspicuous consumption of Chinese shoppers abroad, with China supplying the highest volume
of foreign travellers (some 97m), the highest overall spend and the highest
per capita spend, much of it on retail. China is expected to overtake the USA as
the world’s largest overall retail market within five years and Chinese spending
could account for one-quarter of the global retail market within a decade.
Despite this China is proving to be a difficult market in many respects. Growth in
the retail market is slowing, with domestic competition and fast-growing online
channels leaving traditional store formats exposed. Meanwhile, a government led
crackdown on corruption has dented demand for branded luxury and regulators
have been increasingly active in a range of areas: from retail price fixing to food
safety in the restaurant and dairy sectors.
China is no longer considered a market where simply opening new stores will
guarantee success. While some retailers are continuing with ambitious expansion
or market entry strategies, others are already consolidating operations, slowing
down the rate of store openings or entering into agreements with local players
to hedge their risk. Others still are abandoning the market altogether or are
switching to an online strategy, which is expected to deliver stronger growth
potential.
In the short term there is much to be said for a degree of caution. The
uncertainty surrounding the Chinese retail outlook does not lend itself to a
reckless level of investment. However, even given a slowdown Chinese retail
potential is still the envy of the world. The 11.8% year-on-year nominal sales
growth reported for February 2014 undershot expectations, but is eye watering
by mature market standards. Retail sales volumes in China are expected to rise
by around 8% annually over the next five years. This is a distinct slowdown on
previous years, where double-digit growth was the norm, but it still makes China
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one of the fastest growing retail markets in the world.
Long-term opportunities remain compelling, but timing is still important
and retailers will need to establish footholds before growth slows to mature
market levels. As the Chinese government seeks to move the economy towards a
consumption-based model, retail opportunity is shifting to fast-growing tier 2, 3
and 4 cities on the interior. Beyond this however, China’s long-term outlook will
be of moderating growth, as wage rises taper off and the retail market reaches
saturation. For retailers the conundrum is whether to brave the challenges from
competition, regulation and infrastructure now, in order to reap the rewards of a
much higher value, albeit slower growing, market in the future.
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Market outlook
The retail opportunity in China
Retail sales (US$ m)

2014
2015
2016
2017
2018
2,931,218 3,359,753 3,807,731 4,281,417 4,758,564

Retail sales growth (% real change pa)

8.8

8.7

8.6

7.9

7.8

Personal disposable income (US$ per
head)

3,394

3,830

4,274

4,729

5,172

Consumer expenditure (US$ per head)

2,853

3,242

3,643

4,063

4,478

Percentage of households earning
over US$25,000 (%)

6.1

7.9

10.1

12.4

14.7

Number of households earning over
US$25,000 (‘000)

25,811

34,152

43,727

54,486

65,656

F

r om a numbers perspective alone, the case for Chinese retail seems
compelling. In 2013 China’s National Bureau of Statistics (NBS) reported
nominal sales growth of 13.1%, led by sales of communication appliances and furniture, both of which rose by more than 20%. Over the next five
years sales volumes in China are expected to rise by an annual average of 8.4%,
significantly higher than any other major global market. In fact, this year, in
volume terms, China will be the second fastest-growing retail market of the 60
countries covered by The Economist Intelligence Unit. By 2018 retail sales in
China will be valued at almost US$5trn, overtaking the US as the world’s largest
retail market in the process. Further down the line expectations are that China
could account for up to one-quarter of global retail sales (in nominal US dollar
terms) within a decade.
Even more significant from an organised retail perspective is the income and
income distribution outlook for China. As more consumers move into higher
income brackets, there will be a migration from small businesses and street
markets to the organised retail chains favoured by middle income consumers.
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Provincial growth targets
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Between 2014 and 2018 the proportion of households earning more than
US$15,000 per year will almost double from around 20% to almost 40%. The
next income threshold of US$25,000 could be even more significant, with the
proportion rising from 6% to almost 15% of households. This means that by 2018
there will be almost 66m Chinese households officially earning over US$25,000,
creating a significant market for organised retail brands to tap into.
These figures are even more remarkable considering that Chinese household
income is notoriously under-reported to tax authorities, disproportionately so
among high-income groups. Consumption patterns may, therefore, reflect much
higher wealth than income figures suggest.
But the Chinese market is undergoing a transition and many provinces have
lowered their 2014 targets for income growth, having missed their economic
growth targets in 2013. Part of this is driven by the ongoing campaign to curb
extravagant spending by government officials and institutions. Despite a desire
from Beijing to boost private consumption, China is set on a long-term path
towards moderating growth as the market moves towards maturity. Reorienting
China’s investment-driven economy around private consumption is a top priority
for central planners, but cuts to income growth targets suggest that progress is
likely to be slow. Few provinces outside the coastal region of the country boast
consumer bases big enough to drive their economies, which remain dependent on
investment.
Volume growth in retail sales is cooling from a high of 15.6% in 2009. By
2018 this rate will be one-half that of 2009 and by 2030 private consumption
growth will have slowed to around 4%, around one-half of today’s levels. Even
the resilience of retail sales growth in 2013 was contrary to a trend of weakening
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income growth. Growth in per capita urban household income moderated to 9.7%
(7% in real terms), from 12.6% a year earlier. Overall wage growth in China is
slowing, with consumption following suit.
This disguises some geographical disparities and wage growth remains
strongest—albeit from a lower base—in rural areas. Furthermore, since 2007
the gap between coastal cities, which are reaching maturity, and cities inland,
which are driving growth, has been narrowing. Forecasts from The Economist
Intelligence Unit’s Access China service suggest that the number of interior
cities generating demand are rising rapidly. In 2012 just two cities—Beijing
and Shanghai—had over 100,000 urban inhabitants earning over Rmb150,000
(around US$24,500) a year. By 2020, this will rise to 61 cities, including inland
cities such as Chengdu and Xi’an.
Separate analysis of grey income by Access China suggests that this figure
should be much higher, owing to households that under-report income. In
Beijing, for example, around 1.2m households officially earned more than
Rmb120,000 in 2012. But grey income estimates suggest that the number is closer
to 5m. Access China’s grey income forecasts suggest that by 2020 there will be
194 Chinese cities with over 1m people earning Rmb120,000 or more. Officially,
however, only 13 cities will reach that level.
Income levels are likely to remain highest in the established hubs,
predominantly the major cities on the eastern coast. These will sustain the
highest level of demand for organised retailers, but they are also the most mature
markets, representing the costliest locations to set up shop. Indeed rapid rental
increases are raising uncertainty around the viability of a number of shopping
centres and malls, especially as retail tenancies come up for renewal over the next
couple of years. Prohibitive ground rents and high (and rising) wages have already
put locations such as Shanghai on a par with other global shopping hubs in terms
of retail development. While this provides a pool of high income shoppers with a
thirst for Western brands, it also means a proliferation of established organised
retail outlets and high underlying costs. A recent Worldwide Cost of Living
report by The Economist Intelligence Unit found that Shanghai was now more
expensive to live in than New York, while Beijing had a cost of living equivalent to
Washington DC and Moscow.
For retailers another Chinese question remains over whether the soundest
strategy should be to consolidate in these higher margin hubs, or join the gold
rush West, towards the interior, where risk and long-term potential are both
higher.
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Retail strategies
R

e tailers’ response to this changing market has been mixed. Some firms,
especially luxury groups such as LVMH, have slowed the pace of new store
openings and focused on restructuring existing operations to improve
profitability. Others have re-evaluated their position altogether. Media Markt
(owned by Metro, the world’s second-largest retail firm), Best Buy and Home
Depot have already exited the market. In 2013 Tesco merged its Chinese operations into a joint venture with China Resource Enterprises (CRE).
Other retailers have struggled with the regulatory environment, amid claims
that Western companies are being unfairly targeted by investigators. Starbucks
was recently criticised over its Chinese pricing, joining the likes of Nestle, Danone,
Fonterra and Yum, who have all come under scrutiny over quality, pricing or
product safety. Retailers have not been exempt from such scrutiny either. Both
Wal-Mart and Carrefour have been fined by Chinese regulators over the last few
years.
Conversely, China remains a strategic priority for many firms looking to expand.
British retailer M&S has put China at the head of a new 250 international store
expansion strategy. Fast fashion retailers have taken a particular interest. H&M
has announced plans for 80-90 Chinese stores this year, while Gap is looking
at adding a further 35 stores. Uniqlo has unveiled an ambitious store opening
programme that specifically targets smaller interior cities.
Wal-Mart has a fairly broad spread of around 400 stores in about 140 Chinese
cities, and is possibly the best example of the strategic indecision over whether
to open or close stores. The world’s largest retailer has repeatedly announced
plans to embark on an ambitious store-opening programme of 110-130 stores
over a three-year period, employing nearly 20,000 staff in the process. However,
the reality has been more muted, with the firm recently angering unions by
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Top 30 Chinese retailers by revenue, 2012/13
(Rmb bn)
Suning Commerce Group
Bailian Group
Gome Electrical Appliances
China Resources Vanguard
RT-Mart International
Wal-Mart China
Chongqing General Trading Group
Yum! Restaurants (China) Investment
Shandong Commercial Group
Carrefour China
Dashang Group
NGS Supermarket (Group)
Yonghui Superstores
Wuhan Department Store Group
Hisap High Technology
Zhongbai Holdings Group
Shijiazhuang Beiguo Renbai Group
Jiangsu Five Star Appliances
Changchun Ouya Group
HNA Retailing
Beijing Wangfujing Department Store
Liqun Group
Rainbow Department Store
Tesco China
Parkson Retail Group
Wenfeng Great World Chain Development Corporation
Yantai Zhenhua Department Store
Golden Eagle Retail Group
Shandong Jiajiayue Group
A.Best

US$ 20.0bn
US$ 19.7bn
US$ 18.9bn
US$ 15.2bn
US$ 11.7bn
US$ 9.4bn
US$ 8.8bn
US$ 8.4bn
US$ 8.0bn
US$ 7.3bn
US$ 6.0bn
US$ 4.9bn
US$ 4.5bn
US$ 4.3bn
US$ 4.3bn
US$ 4.2bn
US$ 4.1bn
US$ 3.9bn
US$ 3.9bn
US$ 3.9bn
US$ 3.5bn
US$ 3.5bn
US$ 3.3bn
US$ 3.2bn
US$ 3.2bn
US$ 3.1bn
US$ 3.1bn
US$ 3.0bn
US$ 2.9 bn
US$ 2.9bn
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Source: The China Chain Store and Franchise Association.

announcing plans to close 20 underperforming Chinese stores. Six Wal-Mart
stores closed in March 2014.
From a retail perspective, the opportunity in China is already well established
and retail chains are looking beyond coastal strongholds into interior cities,
towns and villages. However, the market remains incredibly fragmented and one
that is still largely a regional affair. Many local chains tend to be focused on a
particular city or province and according to Planet Retail, a market research firm,
the top five retailers account for less than 5% of retail sales. Of China’s domestic
retailers, only Suning Balian and Gome achieved revenue exceeding Rmb100m
in 2012-13, with China Resources Vanguard close behind, although 13 Chinese
enterprises will enter a list of the world’s top 250 retailers in 2014, compiled by
Deloitte, a global consultancy.
For international retailers looking to break into China, fragmentation is
considered an opportunity. China does not have an overarching national
incumbent monopoly or oligopoly to break into and retail development means
that early entrants can extend their share and grow as the market develops.
The two well-trodden routes into the market—recruiting a local partner or
establishing a “flagship” foothold in a key hub such as Shanghai from which to
build—remain the most viable strategies. Virtually all foreign retail investment
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in China has taken one, or a mixture of both, of these strategies, including those
adopted by the “big 4” global retailers of Wal-Mart, Carrefour, Metro and Tesco.
The leading foreign retailers in China are Sun Art Retail (a Taiwan-French joint
venture listed in Hong Kong, but majority-owned by France’s Auchan), which
operates RT-Mart International, Wal-Mart of the US, and Carrefour of France.
Those who recruit a local partner will inevitably be better placed for tapping
into the faster growing interior cities more quickly. The local expertise provided
by a domestic partner can circumvent regulatory or logistical pitfalls and supply
an established retail presence or market share to leverage. The risk of the venture
is shared, and therefore hedged, but so are the potential rewards, and control can
present problems.
Tesco’s decision to roll its own operations into a joint venture with China
Resources through their Vanguard retail chain is a perfect example. Tesco’s 131
stores have now been added to a much wider store portfolio of almost 3,000
outlets owned by China Resources with a much broader geographical presence,
delivering almost seven times the £1.43bn (US$2.2bn) in revenue that Tesco was
generating in China before the merger. This now dwarfs the presence of most
other foreign retailers. However, Tesco is now a minority partner with a stake
of just 20% in the operation, and many critics have perceived this as effectively
giving up on a key global retail market. Carrefour has around 70 stores and has
been the subject of repeated speculation that it is either looking to merge with a
local partner or exit the market altogether.
For the majority of retailers, even those engaging with a local partner, China
remains a case of building a foothold in a coastal hub from which to expand
into the interior. Shanghai’s retail landscape is comparable to that of a global
shopping hub and the flagship stores of international brands proliferate. As such
it remains a comfortable, albeit expensive, retail environment to set up shop
with a view to generating a long-term retail expansion strategy. The challenge
for retail, however, is that China’s tier 1 cities are unrepresentative of the faster
growing, cheaper, but lower income, cities on the interior. Expansion beyond the
highest income regions therefore remains problematic and fraught with logistical
challenges, or market preferences that Chinese international hubs do not have.
Apple, for example, established its Chinese ambitions in Beijing in 2008,
followed by Shanghai, including a 16,000 square foot Shanghai flagship store.
The store has a higher footfall and generates more revenue than any other global
Apple store, providing a firm base for the firm to expand its retail brand. China
now accounts for around 15% of Apple’s global revenue and the firm now has ten
mainland stores, with a view to expanding this to 22. However, eight of these
stores remain located in Shanghai or Beijing, with one in Shenzhen and just one
in an interior city, Chengdu.
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The online challenge
E

- commerce in China represents both the biggest challenge and the biggest opportunity for retail in China. Online now accounts for 6-7% of total
retail sales in China, a similar proportion to the US and above that of
many European countries.
From a bricks and mortar perspective, the swift take-up of online sales from
an increasingly savvy Chinese consumer and the rapid development of more
nascent channels such as m-commerce and social media, are undermining sales
in a market where retail bearishness is already being felt. Around 60% of online
growth is thought to be cannibalising traditional bricks-and-mortar sales in
China, although this still means that 40% of growth is in new sales.
Chinese e-commerce is particularly challenging for retail because take up is
not just the preserve of books, music, consumer electronics and clothes, as is the
case with mature markets. Chinese online shoppers purchase a broader basket of
goods, including groceries, putting them ahead of their Western counterparts.
For firms seeking to enter the online space, the opportunity is tantalising.
E-commerce in China has been growing at a stratospheric pace in recent years.
According to the China Internet Network Information Centre, online sales jumped
by 66% in 2012 to reach Rmb1.3trn (almost US$200bn). According to the Chinese
Ministry of Commerce, growth slowed in 2013 but was still estimated at 42%,
reaching Rmb1.9trn (US$309bn). This compares with estimates from the US
Department of Commerce of a slower 16.9% increase, to US$263bn, in the US,
making China the world’s biggest e-commerce market. McKinsey, a management
consultancy, estimates that online sales have grown at a compound annual growth
rate (CAGR) of 120% over the last ten years, and expects Chinese e-commerce
sales to reach US$650bn by 2020.
With smartphone sales taking off, m-commerce will drive growth further.
According to the China Internet Network Information Centre (CNNIC), around
40% of online shoppers browse using mobile devices and in 2012 the smartphone
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surpassed the PC as the number one way to access the web in China. In 2013
mobile payments accounted for 8% of total online transactions, from just 1.5%
two years ago. Data from iResearch show that 26% to 30% of web visits (through
browsers and apps) are made by smartphones and tablets, and mobile devices are
already taking up 15% of orders. As a result, mobile payments could account for
20-30% of online transactions by 2016.
Social media sales or s-commerce is also receiving significantly more consumer
attention in China than in mature markets, especially on smartphones. In 2013
e-commerce leader Alibaba, which is planning a potential record breaking IPO in
the US, purchased a US$586m stake in Sina Weibo, a Chinese Twitter-like service.
The crowdsourcing of special offers for bargain seekers has also caught on in
China (despite Groupon’s poor performance there), where such sites are well
established.
China’s rapidly evolving hybrid channels offer some respite for bricks-andmortar channels. Online to offline (O2O) business models, which use an online
marketing platform to promote offline sales in local stores, have evolved in
line with China’s interpretation of “click & collect”, from which consumers can
purchase items online and have them prepared and delivered by local stores.
E-commerce giant Jingdong, which is also planning an IPO in the US, has
announced an O2O strategy, which could involve logistical cooperation with
10,000 local convenience stores in 15 cities to provide delivery times of under
three hours.
Other firms have taken a more international approach by sourcing goods
from abroad through parallel online channels known as “DaiGou”. This has
been particularly effective for the purchase of luxury goods, which have a price
premium attached to them in China. It has also created secondary markets
for goods where Chinese quality has been called into question, such as infant
formula.
E-commerce in China is also driven by successful online shopping dates such
as Singles Day. Although Singles Day originated as a celebration of bachelor
lifestyles among Nanjing students—the four ones represented by 11/11, taking on
the significance of being unattached—it has grown into the biggest e-commerce
date in the world. Its success partly stems from timing, falling in a lull between
China’s big shopping periods of National Day on October 1st and Chinese New Year
in January and February. As a result, both retailers and consumers have been keen
to appropriate the date as a celebration of consumption.
Singles Day sales were initially modest, at under US$10m in 2009. However
sales have grown rapidly. In 2012 Singles Day transactions of US$3bn easily
surpassed Cyber-Monday in the US, making it the leading internet shopping day of
the year. In 2013 sales reached an estimated Rmb35bn (US$5.75bn).
The market opportunity is clear, but non-domestic players will find it difficult
to tap into it. Alibaba owns several major e-commerce sites, including Alibaba.
com, Taobao Mall (TMall) and Taobao Marketplace. The firm boasts a market
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share of almost 40% in the B2C e-commerce market and also dominates eBay
style “marketplace” selling. TMall and Taobao Marketplace saw site transactions,
defined as gross merchandise volume (GMV) pass Rmb1trn (US$160bn) in 2012.
This is more than double eBay’s reported global GMV of US$75.5bn in 2013.
eBay has learnt this lesson the hard way, entering the market in 2004 before
exiting it just two years later. Amazon has shown some staying power but
has barely carved out a market share of 2%. Wal-Mart’s controlling stake in
e-commerce firm Yihaodian has given the firm a relatively small footprint on which
to build, although investment plans are ambitious. Meanwhile, eBay’s second
attempt to conquer the market is a little more low key, using its acquisition of
luxury online retailer Xiu.com as a springboard.
Despite inauspicious starts and greater caution in Chinese retail as a whole,
foreign retailers are unlikely to give up easily on a market that shows little sign of
slowing down.
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