





economy. His agenda called for turning industry
and agriculture over to the state, and by the end of
the 1970s, this had been accomplished: the private
sector represented less than 1% of the entire
Chinese economy. But while this structure may
have been good socialist policy, it was an economic
disaster. The average per capita income was less than
$300", and according to the World Bank, 50% of

Chinese citizens were living below the poverty line.

THE DOOR OPENS
With the rise of Mao’s successor, Deng Xiao Ping,
China’s future started to head in a different direc-
tion. In 1978, Deng began implementing a series of
“Open Door” reforms that reversed Mao’s failed
development strategies. His famous statement that
“To grow rich is glorious” marked the turning
point to a new era, but his pronouncement “Let
some people get rich first” exemplified the attitu-
dinal shift that launched China’s attempt to
achieve economic prosperity. This new notion
enabled the creation of the “Special Economic
Zones” (SEZs), and stood in stark contrast to the
Maoist ethos of strict egalitarianism.

SEZs were initially located in four coastal cities
and the province of Hainan; by 1984, an additional 14
cities were selected as SEZs. The SEZs were intended
to attract foreign investment and speed the pace of
modernization, and the experiment was a success. In
Shenzhen, for example, the number of foreign elec-
tronics manufacturers grew from one to 60 in just five
years, and the number of people employed in the city’s
electronics industry increased by 50 times from 1978 to
1083. The value of that industry’s output surged from
$320 million to $160 billion during the same time peri-
od, and a similar pattern was repeated across other

manufacturing businesses in various SEZs. Finally, the

“Open Door” let a breeze blow through the once sti-
fled Chinese economy. And sure enough, some people
did “get rich first” thanks to this partial experiment

with economic liberalization.

RISING INCOMES IN BIG CITIES

With increasing job opportunities in the SEZs and a

gradual relaxation of employment restrictions, some of

China’s labor force began migrating out of agriculture
and into higher-wage factory jobs. Between 1983 and
2000, the value of China’s exports increased from $22
billion to $249 billion, and the per capita GDP nearly
tripled. By the turn of the century, the percentage of
China’s population living below the poverty line had
dropped to 16%. As the chart on the next page shows,
some Chinese citizens were earning not only enough
to survive, but also enough to think about spending
justa little bit for pleasure and comfort. Between 1978
and 2004, sales of consumer goods grew by an average
of almost 15% per year—more than double their
growth-rate of the previous two decades.

This growth contrasts with the situation in the
preceding 20 years when the Chinese people couldn’t
think beyond consuming basic necessities for sur-
vival. Although the Chinese government provided all
housing and medical care under the socialist system,
the stagnant economy left little fat in the household
budget. During that time roughly two-thirds of
Chinese household spending went toward food, and
consumer goods which were both in short supply.
For the most part, the average Chinese citizen simply
couldn’t afford to purchase these basic necessities.

The reforms undoubtedly brought happier
times to many in China, but the opposite held
true for rural dwellers, who saw little economic
benefits heading their way since China’s door was

opened. By 1985, the average income in Shenzhen,
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CHINA: THE EVOLUTION OF THE CONSUMER Continued

for example, was close to $1,500, compared with Under Mao’s leadership, consumerism was sup-

less than $130 in the inland city of Guizhou. The pressed; enforcing a collective national identity was

discrepancy only widened over the following years  the government’s top priority. By contrast, the cur-

as income growth in the urban areas continued to  rent Chinese government is actively promoting

outstrip rural areas’. This urban/rural ~ domestic consumption. An example of this shift was
EC O N O M I C income disparity remains a major evident when in 1999 the government introduced
G RO WTH concern of the government today. the “Golden Week” holiday scheme. The nation-

wide holidays were intended to prompt affluent citi-
15% AL P s VTH, A PENNY SAVED... zens to take short vacations and trips in their own
For many Chinese citizens, reforms country; China now has three such “Golden Weeks”

and rising income didn’t immediate-  each year. Between 1994 and 2004, revenues from

ly translate into increased financial domestic tourism more than quadrupled, and as of
security. In both rural and urban year-end 2003 there were roughly 12,000 travel agen-
areas, savings rates crept up from cies in China catering to the local population.
O e oo s perhaps 14%-15% of annual income Another important contribution to a larger
Source; Goldman Sachs, World Bank . . . . .
in the 1990s to some 25% in 2004. appetite for consumption was the housing reforms
FAST GROWTH:
Between 1985 and 2004, real Much of this increase was driven by~ in the mid-gos. The government began phasing
GDP grew by an average of
9.5% per year, making China concerns about the future. In the out its system of providing free housing, opting
one of the world's fastest-
growing economies new, reformist era, job security and instead to grant low-interest housing loans and
medical care have ceased to be guaranteed, and permit banks to write mortgages. Since 1997 the
China lacks any comprehensive program to pro- mortgage market has grown by an average of 109%
vide for retirees. With the government trying to per year, with sales of household appliances surg-
reduce the amount it spends on education, ing in response. More importantly, home-owner-
college-tuition fees rose by 1,000% between 1990 ship brought a sense of security and permanence
and 2004. Consumer spending requires
a sense of security about the future, and U N EVEN D I STRI BUTI C N
while China’s relative political and
P §5,000 RICH AND POOR
. " GDP PER CAPITA IN CHINA BY CITY,
economic stability may have eased some ] 1985-2000

. .. 4,000
concerns, for many Chinese citizens, old

worries have simply been replaced with 3,000
new ones. Therefore, higher levels of
2,000

saving was perceived as a more prudent

. 1,000
use for their newfound wealth.

SHENZHEN SHANGHAI BEIJING QINGHAI SHANXI GUIZHOU
A NEW CONSUMER CULTURE COPIME LS, Soueer CAIC
IN THE ZONES: Some people did get rich first. With the “Open
But even as the SaVingS accounts have Door” reforms, some coastal cities were opened to the world,
attracting foreign investment and technology, and growing
grown, so has the government’s openness their economies. Left behind, the inland regions had yet to

see the economic benefits.

toward discretionary consumption.
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REFRIGERATORS i
1985 6.6 17.2
1999 777 11.6
2004 90.2 133.4

MAJOR DURABLE GOODS

NUMBER OWNED PER 100 CHINESE URBAN HOUSEHOLDS

AIR MICROWAVE

CONDITIONERS OVENS
245 12.5
69.8 41.7

COMPUTERS

5.9
33.1

BUILDING BOOM: Demand for household appliances and home electronics has grown substantially in urban areas since the introduction of
housing reforms, and the eagerness of first-time home-owners for modern conveniences and comforts.

Source: CEIC

to many families, which was stifled during the
pre-reform era. Chinese people can now finally
seek a better quality of life and explore options for
themselves. Consumers faced limited choices
when shopping for food, clothing and household
appliances, now these goods are increasingly being
purchased from organized chain retailers. By the
end of 2004, the ten largest retailers in China
(both home-grown and foreign) had a total of
9,712 stores in operation and were growing three
times more quickly than the country’s total retail

sales.

THE CURRENT STATE OF AFFAIRS

The new generation of Chinese, unlike their par-
ents, has less history of venerating conformity and
financial sacrifice. Their concept of consumption
differs from their parents’, in part because they
have many more choices. Where once the Mao
suit held sway, China now boasts manifold home-
grown brands of clothing pitched to average local
buyers, as well as international fashion for elite
shoppers. Where once state-owned restaurants
were the only alternative to eating at home,
American fast-food chains now have nearly 3,000
outlets across China. And despite the high cost of
education, China’s 4,500 universities and technical
colleges will churn out 3 million graduates in 2005,
which might make the earning power of these

young Chinese higher than their parents’.

China has changed a great deal since the days
of the Mao suit; but the newfound taste for con-
sumption is not yet an established feature of
Chinese culture. China’s economic growth has
given rise to many structural and social problems,
not the least of which is that the economy remains
unbalanced: domestic growth is still largely
dependent on investments in capital infrastruc-
ture, not consumer spending. Consumption
accounts for less than 45% of China’s GDP, versus
two-thirds of the U.S. economy. Furthermore, the
country’s weak banking system prompts citizens
to save to excess, as individuals fear that the only
way to mitigate problems in the country’s financial
system is to accumulate a large nest egg. With sav-
ing rates growing at twice the rate of GDP during
the past five years, Chinese citizens have yet to
demonstrate strong confidence about their future
prosperity. Adding to this problem is the growing
income gap between city-dwellers and rural resi-
dents. Historically, when this gap has grown too
great, it has given rise to social tensions that have
spilled over into political instability, which in turn
could shock demand growth. All these are prob-
lems that can reverse the new trend toward higher
consumption and better standards of living. In the
end, China still has a long way to go and much
work to do before it can foster stable and sustain-
able domestic consumption—an indispensable

element of a balanced economy.

BY 2000

SOME CHINESE
CITIZENS WERE
EARNING NOT
ONLY ENOUGH
TO SURVIVE,
BUT ALSO
ENOUGH TO
THINK ABOUT
SPENDING JUST
A LITTLE BIT
FOR PLEASURE
AND COMFORT.

Sources: McKenny, Karen
I, “An Assessment of
China’s Special Economic
Zones” (The Industrial
College of the Armed
Forces. National Defense
University, Fort McNair,
Washington, D.C, 1993);
Ogus, Simon, “The Rise of
Consumerism in China”
(DSGAsia Limited 2004);
World Bank, CEIC, HSBC,
China’s National Bureau of
Statistics.

*All dollar figures are in
U.S. dollars with exchange
rates calculated as of
year-end 2004.
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INFO/PAGE Com:_jarison Shopping

CHINA INDIA KOREA JAPAN

GDP PER CAPITA

IN PPP 2004*
CELL PHONES

SUBSCRIBERS

$5,530 $3,100 $20,400 $30,040

334,800,000 37,400,000 36,600,000 85,500,000
AS OF 12/2004
SUBSCRIBERS 25.7% 3.5% 75.9% 67.0%
AS % OF POPULATION
AVG. MONTHLY PHONE BILL** $10.60 $10.03 $42.85 $67.43
CARS
SALES OF 2,330,000 800,000 860,000 4,770,000
PASSENGER CARS 2004
CARS PER 1,000 PEOPLE 13 8 214 330

PRICE OF 1.6 L CAR"**
HYPERMARKETS

NUMBER OF HYPERMARKETS

$10,500-17,000 $7,500-9,500 | $10,000-14,500 | $14,500-18,000

921 30 261 1,499

PEOPLE PER HYPERMARKET

1,411,509 36,366,667 184,222 85,203

All prices are in $ U.S. with exchange rate as of year-end 2004. *Purchasing Power Parity (PPP) is a measure which calculates what a given sum could buy on
the global market, after accounting for differences in local price levels across countries. **This is measured by average revenue per user by a leading provider of
cell-phone services. ***Indian car is 1.4L, Japanese car is 1.5L. Sources: World Development Indicators Database, World Bank, CEIC, HSBC, company reports.

sia’s purchasing power has increased significantly during the past decade, and households are choosing to

spend an increasing proportion of their income on discretionary items such as cell phones and cars. This

trend, however, is in its infancy. Though the number of cell-phone subscribers in China exceeds the entire
U.S. population, the penetration level remains below that of more developed countries in the region. And even
though cars increasingly congest Chinese and Indian cities, car owners remain a distinct minority. Similarly, though the

“hypermarket” (a supermarket/department-store combo) has seen rapid growth, the sector remains underdeveloped.
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Investing in foreign securities may involve certain additional risks, including exchange-rate
fluctuations, less liquidity, greater volatility and less regulation. Single-country and sector
funds may be subject to a higher degree of market risk than diversified funds because of
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