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FOREWORD

Why a book about luxury in China? Because China will become in a few years the number one market in the world, given its large population and the growing buying power of the Chinese. It will therefore become a very strong market for top European brands.

China will also become for every luxury business the center of their Asian development. In the future, many products will be developed with a specific Asian target or at least, an Asian interest. This approach will integrate as much as possible the desires of clients in Shanghai, Beijing, and Hong Kong.

The Chinese zone will therefore become more than just an important market for French and Italian brands and will become a priority and, in part, a secondary source of inspiration.

Many new ideas and trends will originate from China. It will become more and more difficult in the future to develop products and brands without taking into account what is happening in Beijing and Shanghai, understanding how women in Hong Kong like to dress or how Taiwanese clients or even Chinese people living abroad view sophistication, fashion, and luxury.

As indicated in this book, it is obvious that China is becoming more than just a luxury market. It will develop into a major source of new brands and new products. In the long run, China will probably become a major supplier of new ideas, new talent and new brands in the luxury field.

This is why Christian Dior considers China as a major market and approaches China from a product side as well as from a creative side. A clear indication of our interest in Chinese creativity is the recent exhibition held by Christian Dior at the Ullens center in Beijing. We asked major Chinese artists, painters, sculptors, photographers and plastic specialists to give their interpretation of the Christian Dior brand using its dresses, its aesthetic values, its ‘iconic accessories’ and the ambiance of its boutiques as sources of inspiration. We asked the artists to share with us and with the general public what makes Dior a synonym for luxury.

What gives Dior this unique aura is a very special combination of passion for elegance and the never ending quest for contemporary beauty. This quest is a major source of creativity for the House of Dior and China is, without doubt, a source of inspiration and challenges.

The merit of this book, Luxury China: Market Opportunities and Potential, is that it is the first one to clearly indicate and to substantiate the fact the China has become a priority for the most dynamic brands and it gives very clear indications about the way in which the market should be developed.

Sidney Toledano

President and CEO

Christian Dior Couture





INTRODUCTION

Luxury china? Why do we believe there is a need for such a book? Let us explain what we mean by Luxury China.

A luxury product has to have a strong artistic content. It must be the result of craftsmanship; and it must be international. The raison d’être of a luxury brand is to be selective and exclusive. But how exclusive and how selective? For us, Lacoste and Hugo Boss are luxury goods because they provide sophisticated fashion products in an environment which generally remains controlled by the brand owner for sales in self-standing stores, department stores and multi-brand stores.

Is luxury very different from top fashion?1 For some analysts, the two terms are quite different: a textile and accessories brand, for example, might start out as a fashion brand and would only be given the status of a “luxury” brand when it has achieved some stability and a quality of “timelessness.” According to that view, a new fashion brand has to be creative and come up with new ideas, new concepts and new products for every season, in order to attract the interest of the consumers. However, as it develops “classical” models that sell year in and year out, becoming permanent best-sellers with a signature style, its status will move from fashion to luxury. While this distinction between fashion brand and luxury brand is a valid one, it is also misleading and possibly even dangerous. It is misleading because even if it has achieved “luxury” status, a fashion brand such as Chanel or Dior must still come up with new designs each season, and present them in new ways, in order to retain customers’ interest. It is also dangerous because it implies that a luxury brand does not have to innovate to the same extent as a fashion brand, which obviously is not the case.

But at this stage, rather than pursuing this theoretical discussion of the most adequate definition, it may be more productive to describe the different sectors of activity that we will be examining here, as follows:


	The exclusive Ready-to-Wear category, for women and men, which includes, of course, all the selective fashion brands such as Chanel, Valentino, Burberry and Versace; the more traditional brands such as Lacoste and Hugo Boss, as indicated above; and also Ports 1981, which is quite selective in its approach to product and distribution, particularly in China.

	The luxury jewelry and watches segment is clearly part of this world and is very important in China.

	Perfumes and cosmetics, when sold through selective distribution channels, are clearly luxury products, even if they correspond to low-priced items.

	Fashion accessories brands are run as sister brands of fashion brands. This category includes handbags and leather goods, and also shoes, belts and any other element of a woman’s total “look”, such as glasses, writing instruments, lighters and so on. For men, it also includes ties and shirts and other elements of their wardrobe.

	Wines and spirits are the only examples of luxury products available in supermarkets and food outlets. But the product concept and positioning of wines and spirits require a level of sophistication that sets these products apart and makes them an important part of the luxury sector.

	While luxury automobiles, luxury tourism and private banking are also clearly part of this luxury category, we will not address them directly in this book because they require very different distribution strategies.



In this book, our definition of “China” is, for the most part, restricted to the mainland, which requires quite different distribution and promotional tools from those used in, say, Hong Kong, Macau or even Taiwan.

But why address the topic of luxury in mainland China at all? The answer is simple enough: in the last decade China has become a very major economic power, with an annual growth rate in the region of 10% and, allowing for differences in Purchasing Price Parity, will soon surpass the United States in the volume of products it manufactures and services it delivers.

For luxury goods, China has certainly become a very important market, as we discuss at length in Chapter 1. As Bernard Arnault said in November 2005: “We knew [China] would someday be the biggest market in the world. Whether it would be in 20, 30, 40 years, it was irreversible.”2

So, in what sense is this a challenge? China is a very difficult market. It is the most populous nation in the world, with 57 cities of more than one million inhabitants. Where do you start and how do you deal with such a powerful and diversified country when you want to begin distribution operations here? As we will see in chapters 2 and 3, while Chinese consumers are very interested in luxury products and major luxury brands, it takes time and money to convince them that they should buy a given brand rather than another.

Is it easy to be profitable in China? If large brands have a relatively easy time of it,3 medium brands undoubtedly find it more difficult to build the necessary volume to offset the minimum costs of operation and of advertising and promotional investments. And smaller brands face the difficult challenge of investing in brand communication and awareness to be able to gain a foothold in this huge market. But profitability is only one part of the issue. Given the very impressive growth of the luxury market in China, a brand must invest heavily in new stores, new inventories and new accounts receivables to keep pace; and even for profitable brands, major cash injections are often required to increase their local investments.

But the challenge is not merely financial and economic. Developing Chinese activities requires a strong understanding of the way business is conducted and of the basic cultural values and reactions of 1.4 billion inhabitants.

Our regular contact with foreign brands operating in China and with Chinese brands planning to expand their operations worldwide has prompted us to describe in depth this very specific market and to give indications of the best ways to operate. The opportunities on offer in this rapidly expanding market are such that it deserves very special attention and very special investment.

We believe this book will be useful both for executives already operating in China or for those looking at opportunities to start activities here. But it is also addressed to all analysts, journalists and scholars who are interested in luxury brands in general and in the Chinese market in particular.

The objective of this book is to give a better understanding of the Chinese luxury market. We provide a general analysis of the Chinese market and its potential, and describe what we consider the key to successful operations in China. The first chapter deals with the market size. This has not been an easy chapter to write because in this huge country, information is sparse and difficult to obtain. But we wanted to give an idea of the market potential and see if the economists and journalists who are presenting China as the second luxury market in the world, behind Japan, are right.

The second and third chapters describe the Chinese consumers. In Chapter 2, we have gathered all existing information about customer spending power and purchasing behavior. We have shown who is buying luxury goods and to what extent each customer group develops purchase patterns. We have focused particularly on the up-and-coming middle class which, in China like in every country in the world, is the primary source of business potential for the luxury market. In Chapter 3, we have focused on the attitudes of Chinese customers toward luxury and on how the purchase of expensive luxury items fits with traditional Chinese culture and accepted standards of behavior.

In Chapter 4, we explain the different ways to enter the Chinese market, be it through a subsidiary or, at the beginning at least, through a distributor. In a market which is changing very fast and which is very new to the luxury business, we felt it was necessary to explain who the major distributors and professionals of the market are. Chapter 5, outlines the considerations for retailing and licensing in China.

In Chapter 6, we examine what makes China different from other countries and concentrate on the specific communication tools that are the most effective there. In the last chapter, we speak about brand and design registration systems in China, of brand protection and of the best ways to curb counterfeit activities which remain an important area of concern for major brands.

At the end of each chapter, we present a business case of luxury brands operating in China. The aim here is to show different approaches to the Chinese market and to communicate how the diversity of situations and market positions fit into that complex luxury market. The case studies have all been written from outside sources and with no specific arrangements or agreements with the brands concerned. In each case, we describe the brand’s major achievements to date and discuss the specific business challenges and opportunities.

One of these case studies deals with Louis Vuitton, which is probably the leading luxury brand in China. We describe its positioning and its retail strength and the way it has learnt, over time, to deal with the Chinese consumer. But if there is a lot to learn from big success stories, it is also important to describe cases of brands that are not so successful at the worldwide level and this is why the Alfred Dunhill case finds its place here. A masculine brand, which has done well in the United Kingdom and in Japan, it started very early in China, and is moving up rapidly. The issue here is what it should do next and how this may change the company focus at the worldwide level.

We have also decided to present Chinese brand cases, because we believe China will, in the long term, be a major source of luxury brands. The first of these studies concerns Shiatzy Chen, a brand originating from Taiwan, which has worldwide potential, provided it can develop strongly in mainland China and is able to adjust its product offerings to the needs of an international market. Liuli Gongfang, which might be described as the Chinese equivalent of Daum, is another case in the same category. Also originating from Taiwan, it is very strong in mainland China.

Three other cases offer a mix of Chinese and worldwide activities. In “The War of the Spirits,” we look at the competition between major foreign alcohol brands and local traditional Chinese products. The Rolex case study examines the brand’s position in a market where Omega has established an extremely strong success story. Shanghai Tang is a brand created by a Hong Kong Chinese businessman, with a Shanghai label, belonging to the Richemont group, and managed from Shanghai by a French executive. This brand conveys a strong Chinese image, but one which is somehow internationalized and geared almost exclusively to foreign customers through establishing a very upscale European style, while maintaining a strong Chinese outlook.

In the appendices, we provide details of all the major cities, with special profiles of Beijing and Shanghai. There are details, too, of magazine audiences, of television channel ratings, of city sizes, that are necessary to operate in China and which we hope may become an indispensable handbook for the Chinese luxury executive.

If this book convinces the reader of the real opportunities of the Chinese market for luxury brands and conveys the diversity of winning marketing strategies to establish a brand in China, we would have met our objectives.

What is certain is that a luxury brand which is absent from, or has only a weak presence in, the Chinese market in 2015 or 2020 will simply no longer have claims to being a worldwide brand.

ENDNOTES

1 For this discussion, see Michel Chevalier and Gérald Mazzalovo’s Luxury Brand Management: A World of Privilege, John Wiley & Sons, 2008.

2 Quoted in Thomas (2007): 306.

3 Christopher Zanardi Landi, the CEO of Louis Vuitton in China, has been quoted as saying that the company has “never lost any money in any store in China” (see Thomas, op. cit.: 306.)





CHAPTER 1

Challenges and Market Size

To understand the challenges of luxury activities in China, one must look at the total size of the business worldwide and then, for each sector of activity, analyze the size of the Chinese market.

While many economists believe that China is the third-largest luxury market in the world, after the United States and Japan, the situation for individual brands is quite different. For example, for Italian fashion brands, Italy remains the primary market, with Japan in second place and the United States in third. When China develops, it will become fourth or fifth. For French fashion brands (with a few exceptions such as Louis Vuitton) the French market remains number one, with China often in fourth or fifth place—which is already quite a performance. For the industry as a whole, Korea is also very strong and profitable, as soon as a critical mass is reached, constituting the fourth-largest market for many brands.

A 2006 study by IPSOS, Paris found that the Chinese market is the fourth-largest in the world behind Japan (40%), the United States (20%) and Europe (17%). Of course, the figures need to be treated with some caution because they appear to be related to the ready-to-wear area rather than considering the luxury market as a whole. Nevertheless, they do give an indication of China’s importance in the field.

In global terms, Chinese economists used to include the figures for Hong Kong, Macau and Taiwan in their analyses. These three markets have been developing now for almost 30 years and have reached very high volumes and a high degree of sophistication. Hong Kong’s duty-free status enables it to benefit from a large number of tourist purchases, particularly from Japanese and American nationals. Taiwan, while not a duty-free territory, has limited duties and also constitutes another large market of luxury products sold to domestic customers and tourists.

So, when these three territories are included, China is the third- or fourth-largest luxury market in the world. However, it is also important to note the incredible growth that luxury products are experiencing in mainland China.

Also, one should add to such figures the market potential presented by Chinese tourists purchasing luxury products abroad. In 2006, some 35 million mainland Chinese traveled abroad and it is estimated that this figure will reach 100 million by 2015.

To understand the situation one has to start with an evolution of the general worldwide market before studying the specific market situation in China.

The size of the global market

A recent study places the value of the worldwide luxury market at close to US$265 billion at wholesale or corporate value.1 A breakdown by category is shown in Table 1.1.

TABLE 1.1: Value of worldwide luxury market by category, 2008 (US$)




	Ready-to-wear
	30 billion



	Leather goods and accessories
	24 billion



	Fragrances and cosmetics
	41 billion



	Spirits, champagnes and still wines
	107 billion



	Watches
	16 billion



	Jewelry
	40 billion



	Others (including Tableware)
	7 billion



	Total
	265 billion





The size of the Chinese mainland market

A breakdown of our estimates of the figures for the Chinese mainland market is given in Table 1.2. The estimated amount of US$15 billion, representing 5.5% of the worldwide market, is very much in line with the figure of US$6 billion produced by the investment bank Goldman Sachs for 2004, taking into account the present growth rate of luxury goods in China, which, for all luxury categories, can reach 25% a year.

TABLE 1.2: Value of luxury market in mainland China by category, 2008 (US$)




	Ready-to-wear
	1.5 billion



	Leather goods and accessories
	1.6 billion



	Fragrances and cosmetics
	4 billion



	Spirits, champagnes and still wines
	4 billion



	Watches
	1.3 billion



	Jewelry
	1.3 billion



	Others (including Tableware)
	1.3 billion



	Total
	15 billion





If the figures for Hong Kong, Macau and Taiwan were included, the total for 2008 would probably amount to US$27 billion, or 10% of the worldwide market, but this figure would be skewed by double counting (many products sold in mainland China are imported through Hong Kong and may have been registered at export prices in Hong Kong and then at wholesale or retail prices on the mainland).

While we have mentioned an estimated average yearly growth rate of 25%, the actual figure is very difficult to come by because it depends very much on the sub-categories of luxury products that we may consider.

What is known for sure, however, is that many “iconic” brands were growing at around 30% in their existing stores and were expanding the number of stores by about 20% each year between 2001 and 2007. Together, they provided an additional annual sales growth of 50%. If they wanted to maintain their market position, and if they compare themselves to Prada, Louis Vuitton, or Gucci, they had to invest and keep growing at this rate.

Even if the current growth rate decreases, mainland China’s share of the luxury market will reach 15% in 2015. Add in Hong Kong, Macau and Taiwan and it will account for between 20% and 25% of worldwide sales. In categories like fashion and accessories, China and Japan (with approximately 20% of the world’s population) between them will represent 50% of the worldwide volume—a clear indication that what happens in these two countries is essential in this business field.

For the past five years, China has, along with Russia, been the fastest-growing market in the world. But whether it is profitable is another issue, and one we will discuss later in this chapter.

The outlook for different market segments

The analysis must now go one step further and look at each product category.

Fashion and accessories

Our estimates for fashion and accessories are still limited, as we are talking of a total of only US$2.6 billion. This market has probably been growing from anywhere between 20% and 30% a year and is very much an “El Dorado” for the very top brands.

This is also the only market in the world where ready-to-wear products for men sell more than ladies’ wear. This is of course due to the very keen interest in luxury products among men, and the fact that men control their own budgets, while only women with an active business life have clear financial autonomy.

Brands such as Louis Vuitton, Chanel, Gucci and Salvatore Ferragamo have different profiles. Louis Vuitton has 21 stores, Chanel three stores, Gucci 17 stores, and Salvatore Ferragamo 23 stores. Other brands which are perhaps not very well-known in Europe (the Canadian brand Ports 1961, for example) are developing very rapidly.

In fashion, the merchandise sold in the various stores is very dependent on the profiles of their clientele. In China, men are buying more often than women. This is why in the merchandise mix, accessories form the majority of sales, and in ladies’ fashion, simple tops are purchased more often than sophisticated dresses. However, as men may buy fashion goods from the same brand from the same store at the same time for their tai tais (wives) and for their er tais (“second wives”/girlfriends)—a traditional style for one and a flashier look for the other—there is a need for very diversified merchandise.

The fact that men are important customers for luxury products to an extent that is rare in other countries provides an additional opportunity for men’s lines. The clearest case of this is Ermenegildo Zegna, whose 52 Chinese stores (including franchises) make China one of its most important markets.

Another problem for luxury fashion products in China is that the large price difference between, for example, a branded luxury jacket and a jacket purchased for a few dollars in an open-air market is huge. There is a need for basic training so that the consumer can understand the difference and feel confident about such products. In some cases, for example, the consumers don’t want to buy a dress simply because they are afraid of giving it to their local dry-cleaner with a pile of standard dresses.

In the ready-to-wear category, Chinese men (like their Japanese counterparts) like basic colors for their suits, and have a strong preference for white or light-blue shirts. Women are slightly more modern in their taste. They like to use strong colors and have a very strong taste for pant suits over skirt suits.

In the fashion sector, the major brands have no difficulty finding an acceptable balance between growth and cash. Smaller brands, on the other hand, don’t find it very easy to develop. If they want to operate their own stores, they must have a presence in Shanghai, Beijing and Guangzhou at least. If they want to be known by Chinese customers, they have to advertise and organize public relations activities and, perhaps, special fashion shows without any guarantee that this will produce an immediate increase in sales.

Fendi’s solution to this problem was to organize an event that would both raise its profile in China and be large enough to be seen and mentioned around the world. The fashion show it organized on the Great Wall in December 2007 certainly had a great impact in Europe, the United States, and Asia.

Department stores provide another avenue of operation, although the set-up is perhaps not ideal for top-range luxury brands. So many brands have flagship stores in Hong Kong or multi-brand store activities and are still considering whether it is worthwhile setting up on the mainland. Distributors such as Bluebell, which had developed activities for fashion brands in China, pulled out once they realized that it would take them a very long time to make any money. Uncertainty continues over whether their “principals” would be willing to sign distribution agreements that could start with a prolonged period of losses and without any guarantee of long-term profitability.

What is striking in China is that many medium-size international fashion brands have a very limited visibility or are absent altogether. Rather than finding diversity, one is confronted with a few very large brands, trying to be as powerful as possible. In the long run, this may be a problem because it is its diversity, its difference and its creativity that makes fashion interesting.

Wines and spirits

The wines and spirits market in China is not easy to assess as it includes three different product categories. The first of these comprises imported spirits and includes, for example, Hennessy Cognac and Johnnie Walker whisky which are sold though the Diageo-LVMH joint venture and have a strong presence in the clubs and bars. It also includes Pernod Ricard’s Chivas and Royal Salute whiskies and Martell cognac. Rémy Cointreau also has a strong presence with Rémy Martin, which for a long time was the number-one cognac in China, but has had to give way to Hennessy, which has invested heavily to promote its product in conjunction with bars and nightclubs.

In this category, too, we must include other foreign companies such as Bacardi or Brown Forman and all their brands, which are also sold in restaurants and nightclubs as well as supermarkets or expensive food-and-liquor stores.

The second category includes wines that have been developed locally in the territory. In 2006, China consumed 495 million liters of wine or around 650 million bottles. This represented sales of approximately US$1.7 billion. This was predicted to increase to the point where, by 2012, China will be the eighth-biggest wine consumer in the world.

According to Channel Consulting Ltd in Beijing, dry red wines represent 68% of the consumption, sweet red wines 23%, and dry white wine 8%. It is estimated that 65% of wine is purchased in supermarkets, 25% in hotels, restaurants and clubs, 9% in bars and 1% in specialist stores.2

Most of the consumption is of domestic wines. In this very large market, three brands represent half of the total: Changyu (a local brand created in 1914), Dynasty (created by Rémy Cointreau in 1980) and Great Wall (a local initiative started in 1985). Imports represent only 15%, with more than 10% of this coming from bulk wines, mainly from France (40%) and branded in China, often with Chinese names and a Chinese presentation, as is the case for Imperial Court.

A third category comprises domestic spirits, including white liquor (generally made of grains or potatoes and containing over 40% alcohol). The leader in this market is Maotai from the Maotai group.

It also includes “yellow liquor,” which is generally brewed from sticky rice and contains between 15% and 18% alcohol.

The final category of Chinese “spirits” is beer, but this product certainly does not belong to the luxury market.

Overall, the market has traditionally been growing at approximately 30% a year.

Watches

Watches are very important in China as they are a product selected by men. It is estimated that 75% of watches purchased are bought as gifts, and generally business gifts. A common arrangement is for men to select the watch they want and for it to be paid for by a business associate. This market, which represents 10% of worldwide sales, is worth about US$1.3 billion, with an annual growth rate of 20%. This includes products entering from Hong Kong, and licensed watches from the likes of Charles Jourdan, Sonia Rykiel and Bertolucci which are made in China, as well as combination watches that are manufactured and sold locally.

The Chinese luxury-watch market seems to be concentrated in middle-range luxury products. Omega alone commands approximately 30% of the market and is followed by Rolex, Longines, Rado and Tissot.

Perfumes and cosmetics

Unlike their Japanese counterparts, Chinese consumers are interested in fragrances, skin care and make-up. Import statistics for 2006 give a figure of US$300 million; again, though, a lot of products are manufactured locally under the Dior or Estée Lauder brands, for example.

Before a product can be sold in China, it should be officially registered with the Chinese authorities. This is of course a long process, and it is also quite expensive; which means that before the importer can recoup the registration costs, it must sell a large number of products and be able to sell to many individual stores.

But statistics for Chinese products tell a different story. For 2006 the cosmetics industry reported national sales of US$14 billion, as follows:




	Skin care
	40%
	US$5.6 billion



	Beauty care (including make-up)
	15%
	US$2.1 billion



	Hairdressing care and perfumery
	40%
	US$5.6 billion



	Others
	5%
	US$0.7 billion





The difficulty here, of course, is to distinguish between mass-market and selective products. A large part of the hairdressing care and perfumery category, for example, comes from shampoos, which are very far from being luxury items.

There are some 300 cosmetics brands found in China, 80% of which are foreign brands. The market is expected to grow between 10% and 20% per year for the next five years.

Customs statistics show an export value for 2006 of US$812 million, much of which relates to international branded products partly manufactured in China and sold elsewhere in the world.

International brands are also acquiring Chinese domestic brands. In 2004, for example, L’Oréal purchased the YUE SAI cosmetic brand, named after a very successful Chinese celebrity businesswoman in Shanghai.

The strength of the foreign brands remains very clear: for selective make-up products, for example, 16 of the top 20 international brands are officially operating in China and overseas brands occupy the top 10 places in market share.3

The consumers of perfumes and cosmetics fall into three groups, which require different approaches:


	very wealthy women: 1% of the urban population

	the middle-aged, medium-income group: 2.5% of the urban population

	the rural market: 50% of the rural population.



For selective products, the market is limited to the first two categories and to 3.5% of the city population, or approximately 20 million inhabitants with a relatively high standard of living.

Consumers are generally quite young. Women from 18 to 24 years old are the first generation to use make-up. They like colorful products with a preference for eye products. In the 25–30 age group, skin care is the leading product category. The over-35s are still quite difficult to convince and many remain non-users of selective products.4 In the north of the country, consumers prefer very strong colors, while in the south they are more conservative.5 Chinese women are still in the process of discovering new products, new brands and new uses, which explains why products are bought either on impulse or to be given to friends. Gifts are a very important way for young consumers to get acquainted with these particular products.

For perfumes, consumers are looking for light flagrances (fruity or light floral). They are still relatively price conscious and priority is given to smaller sizes (30 ml sprays, for example).

For skin care, whitening products is the largest category, followed by anti-wrinkle products. In make-up, lipsticks lead the way, followed by mascara.

The country of origin of these products is similar to the situation worldwide, as summarized in Tables 1.3 and 1.4.

TABLE 1.3: Imports of perfumes by country of origin, 2006

Source: “Le marché du luxe en Chine et à Hong Kong,” March 2007, UBIFRANCE




	France
	59.6%



	U.S.A.
	25.3%



	U.K.
	5.9%



	Spain
	4.2%



	Italy
	2.7%



	Germany
	1.2%



	Others
	1.1%



	Total
	100.0%





TABLE 1.4: Imports of cosmetics by country of origin, 2006

Source: “Le marché du luxe en Chine et à Hong Kong,” March 2007, UBIFRANCE




	France
	33.3%



	U.S.A.
	20.5%



	Japan
	20.4%



	South Korea
	6.2%



	U.K.
	3.5%



	Italy
	3.5%



	Others
	12.6%



	Total
	100.0%





For selective products, Lancôme is doing extremely well, with 20% of the market. Shiseido, which has been in China for a long time, is also quite strong, and constitutes a large part of the Japanese imports shown in Table 1.4. Christian Dior is also quite strong, building very much on its early entry with two brands: Christian Dior, of course, and a lower-priced second brand, Mademoiselle de Paris, which has since been phased out.

Jewelry

The very high estimate of jewelry sales in Table 1.2 reflects the Chinese consumer’s liking for gold. Each year, China consumes 253 tons of gold, making it the third-largest gold market in the world, with 8% of world consumption.

The largest part of this market, however, is very traditional, with most products sold unbranded. Also, the importance of men in the purchasing of branded goods works against the sales of sophisticated feminine jewelry. In a way, the mix of watches and jewelry in China is very much to the advantage of watches.

Another distinguishing characteristic of the Chinese market is that rings represent 75% of total jewelry sales, well ahead of bracelets, necklaces, earrings or brooches. As could be expected, men’s jewelry pieces account for a very small part (perhaps only 5%) of the total.

Basically, a very large part of jewelry pieces sold in China are Chinese-made and even brands like HIERSUN (with six stores in Shanghai, Beijing, Harbin and Tianjin with an average size of 1,500 square meters) or FANGHUA (with six stores—two in Beijing and four in Shanghai—of up to 1,000 square meters) are developing rapidly, along with international brands like Cartier, Bulgari or Tiffany (eight stores). The Chinese jewelry market is extremely dynamic and branded products will play an increasingly important role in the near future.

TABLE 1.5: Imports of jewelry by country of origin, 2006

Source: “Le marché du luxe en Chine et à Hong Kong,” March 2007, UBIFRANCE




	Switzerland
	24.6%



	Hong Kong
	20.2%



	France
	10.1%



	South Korea
	9.1%



	Japan
	7.5%



	Italy
	6.8%



	South Africa
	4.9%



	Others
	16.8%



	Total
	100.0%





Accessible vs. top luxury

Given that the Chinese market is new and developing rapidly, it may be tempting to consider it as a top-end market, with wealthy individuals contributing a large part to luxury sales. These individuals buy expensive “iconic” products and price is not really an issue. The fact that prices are arrived at on an international basis and are not based on local standards of living does not seem to be a major consideration.

But, as in any developing market, part of the impressive growth rate comes from the fact that the new middle class are also becoming luxury customers. Many women now carry a Louis Vuitton bag or wear Salvatore Ferragamo shoes. These purchases are still a major investment for them, given their monthly salary, but they will do it to feel cosmopolitan, modern and sexy.

Can we then say that there is no price elasticity in China? Actually, for many products such as wine or make-up, price is a very important part of the final purchase decision. But for a luxury watch, this is not really the case.

Is China a profitable market?

Major brands are investing heavily to take advantage of China’s growth and are profitable. Brands belonging to the second tier have more difficulty: they still have a limited awareness and must invest to improve this. They continue to experience difficulties in opening profitable luxury stores on their own and are still losing money. They know they must invest much more, simply to exist and to keep their market position.

So the answer to the profitability question is, in cash terms, a clear “no.” As brands open new stores, and they must do so at a rate of 20% every year just to keep pace with the market, they have to invest in new leases, new inventories, new decor and the hiring and training of new personnel. Also, the opening of each store requires heavy promotion before it can reach a significant customer base, so there is a necessity to invest heavily and to bring cash from other operations to sustain this growth rate.

In profit-and-loss terms, the picture is not much rosier. At this stage, brands must develop their consumer awareness among a growing number of customers, and they must therefore invest in advertising and promotion at a higher level than what is considered the worldwide norm in their product categories.

Some brands estimate that their level of sales per square meter is three-times lower in mainland China than it is in Japan. Of course, in China the cost of sales staff is much lower, but it all boils down to the rental cost of a store in a top location in Shanghai, Beijing or Guangzhou. And today, Chinese rental rates are quite expensive.

It is sometimes rumored that in large luxury shopping malls, real-estate owners are ready to reduce, or even forget about, the rent to attract top luxury brands. They believe that by giving free space to major brands they will ensure that their centers are attractive to consumers. In a way, it is as if the struggling “middle brands” are being asked to pay for the top luxury brands, something only those that have been in China for quite some time (such as Kenzo or Givenchy) can afford to do.

In a way, being strong in mainland China is an expensive proposition. Large brands are happy to make the necessary investment, given the worldwide growth it provides. Smaller brands have difficulty keeping up with the pace and investing heavily in still-unprofitable activities, when their total worldwide business itself is not so profitable. In the long run, however, the market will mature and a larger number of brands will be recognized and appreciated; but this will take time.

Is there room, then, for very small brands and can they survive through sales in department stores or in multi-brand stores? We will analyze this point later. For the moment, though, suffice to say that developing in China is not a simple venture. Prices become an issue when the imported international brand is compared to those of its local competitors. Advertising becomes vital to lift the brand above the crowd, and to promote the imported brand as a strong alternative to locally made brands.

In a way the Chinese luxury market is an El Dorado for strong brands but it can be a nightmare for small ones. What is certain is that, handled effectively and with high priority, the Chinese market can provide growth, visibility and, also, sales outside of China as Chinese tourists increasingly travel abroad.

But some industry executives complain about the difficulty of making money in China and Eric Douilhet, the president of Bluebell, has been quoted even before the economic crisis as saying that “People are too optimistic about China.”6 How accurate an assessment is this? Are the brands that are strong in China today profitable? Ivan Kwok, of the Boston Consulting Group, says: “If you are not the number one brand, if you are number two or three, the odds are good your fingers will be burned . . . China is a growing force in the luxury business, but the market is not large enough yet to accommodate so many players. Only about one in 10 overseas consumer-goods companies are profitable in China.”7

Even if rents and staff are cheaper than, say, in Japan, the need to develop brand awareness in a very large market is quite costly. Import duties and value-added taxes mean that companies are charging higher prices in China than, say, in a duty-free city like Hong Kong. Retail prices for ready-to-wear or leather accessories can be 35% higher in mainland China than in Hong Kong.

So it is not right to say that Chinese customers become purchasers of luxury goods as soon as they reach a certain level of income. The process is a little more complicated than that. When consumers have an income below a certain level, say US$40,000 a year, they are not luxury-goods customers. Even when their income exceeds this, if they have never traveled abroad and are not aware of luxury brands, they may not be interested in those products. It is only when their income exceeds US$40,000 and they or their families have the opportunity to travel and become acquainted with luxury brands, that they become regular customers. When they do travel abroad or make regular trips to Hong Kong, it is there that they make a considerable percentage of their luxury purchases.

The fact that China recently decided to put a special luxury tax on the purchase of expensive watches has not helped the situation. It is certainly not the case that consumers are rushing to the luxury stores, and there is still a great deal to do to create the necessary relationship between luxury brands and the Chinese public.

The fact that many brands are not yet profitable in China is only one part of the story. Some brands have too limited a presence: they need to advertise nationally to improve their brand awareness and they don’t have sufficient stores to harvest the impact of their investment. The views of Nigel Luk, Cartier General Manager for China, are very much in line with this: “If you are looking for quick profits, don’t go to China: it takes a long time to be profitable,” he said, pointing out that although Cartier then had 14 boutiques on the mainland it would likely be another 15 years before it met its profit target.8 This would certainly require many more stores and major additional investments.

The paradox of the situation is that the only way major brands can attain profitability and keep their competitive standing is to open new stores; to establish sufficient presence on the market; to keep up with the strong growth of the market; and take maximum advantage of the opportunities.

There is no doubt that the Chinese market is an important one and growing very fast. The market is quite open and everybody is welcome. However, it would be a big mistake to think that business can be financed simply from returns on investments made from start-up operations.

The impact of the financial crisis

The ongoing financial crisis that beset the world economy in 2008 will dent anticipated growth rates in China’s luxury business by 20% to 50%. However, the potential for the luxury industry remains significant; but it will require more sophisticated business plans from the luxury firms for it to be realized.

China’s economic outlook

China’s GDP growth for 2008 will be 9.6% and is forecast to reach between 5% and 7% in 2009. However, these figures are being questioned by foreign observers, who say that because the Chinese economy is fueled by its export activities, it will not be able to grow its domestic economy during a worldwide crisis. While they are right in this, they forget that these export activities represent only 35% of the Chinese GDP.

To continue to grow in these difficult times, the Chinese economy is redirecting its focus to the domestic market. President Hu Jintao clearly indicated that he will put major emphasis on the development of the economy through basic investments rather than private consumption. He has said the economy will be given full priority and in December 2008 he indicated that he was ready to inject US$500 billion to develop it. He also spoke of gradual reforms and a new drive for major infrastructure projects.

November 2008 provided a good indication of what may well happen in 2009. Although exports were still growing by 19% in October 2008 compared to October 2007, the November figure was 2% lower than the November 2007 dollar volume. But imports for November 2008 compared to November 2007 had dropped even more, resulting in an exceptional trade surplus of US$40 billion. This reduction in exports, coupled with an even greater reduction in imports, will be the picture for some time to come.

Stories of Chinese factories being closed down, with business relocated elsewhere, often appear on TV news programs. Part of this is due to a very poorly timed labor law, which became effective in January 2008. In Guangdong province, for example, some Hong Kong businesses are relocating plants to Vietnam. But even if this can be considered a marginal trend and one which the Chinese authorities are working hard to prevent, it may have affected several thousand factories and some experts say that up to 20 million workers have been laid off. However, even if growth for 2009 falls to around 6%, it will probably return to a higher rate in 2010.

Spending patterns

When individuals find that their assets are depreciating—through a decline in the property or stock markets, for example—they become more careful about their purchases, even though their income might remain undiminished.

Reduced individual consumption leads to major changes in consumer spending patterns. For example, ACNielsen has forecast a drop of 15% in gambling revenues for the Macau Casino for 2009. This will obviously have a concomitant effect on shopping in Macau. Here again, the Chinese authorities have got the timing very wrong: in trying to cut tax evasion, they increased the restrictions on Chinese citizens wishing to travel to Macau, from once a month to once every three months. This has had a strong impact on gambling and commercial activities.

The automobile market is another case in point. The market was growing by 20% until June 2008, but sales fell at approximately the same rate in the final six months of the year.

The impact on luxury activities

The effect of all this on the luxury business will differ according to category. Small-ticket items such as perfumes and cosmetics and wines and spirits will, as usual, be less affected, as these products are considered countercyclical, with sales leveling off in 2009 before growing again in 2010 and returning to high growth in 2011. Fashion and ready-to-wear, which was very much affected in 2008, will have difficulties in 2009 and will recuperate afterwards.

Expensive products such as watches or high-priced fashion items, which are generally the most affected by a crisis, will have a difficult time but will probably get back to 15% growth rates in the future.

Overall, we can expect the Chinese luxury business to grow by 10–15% in 2009 and to get back to 20% in 2010. However, brands will be affected differently by this. Strong brands will continue to develop and grow much faster than the market, while weaker brands will have major difficulties in keeping up, even with the reduced growth of the market.

Here again, major brands such as Hermès, which are viewed by consumers as secure and fall-back investments, will be the least affected by the situation.

ENDNOTES

1 See Chevalier and Mazzalovo, 2008: 22. Note that this does not take into account the figures done in their stores by independent retailers who have purchased luxury products at wholesale prices.

2 Vertumne International & Associés, “The Chinese wine market: Opportunities and Threats.”

3 Cosmetic News China, September 2007, overseas issue No.46: 1.

4 “Le marché du Luxe en Chine et à Hong Kong,” March 2007, UBIFRANCE.

5 Management Review, Paris, January 2009.

6 “Luxury products struggle for profit in China,” Le Hin Lim, International Herald Tribune, February 1, 2007. Based on a speech at the Hong Kong Chamber of Commerce in October 2006.

7 Ibid.

8 Ibid.
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Locations of Ist and 2nd tier cities

26, Fuzhou

7. Futian 1. Beijing

28 Guiyang 2. Shanghai

29, Tangshan 3. Shenzhen
4. Guangzhou

30, Shijiszhuang
31, Zhenzhou

32 Harbin
33 Changsha 5. Tanjin
34, Changchun 6. Chongaing
35. Huian 7. Shantou
36 Dalin 8 Foshan
. 9. Wahan
37. Qinglao 10. Nanjing
38 Yantai 11. Shemyang
39. Zibo 12. Jinan
40 Taiyuan 13.Xian
1 Kunming 14, Chengdu
~ 15. Hangzhou
16. Xiamen
17. Dongguan
18. Zhangshan
19 Zuhai
20, Wi
21 Taithou
22 Suzhou
23, Changzhor
24.Ningho

25. Wenzhou
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<001 2002 2005 2004 2005 2006 2007 2005

GDP Growth  11.0%  102%  105% 132% 111% 129 13%

China GDP 73% 8.9 9.1%  95%  99% 111% 114% 9%
Retail Sales 10,49 95% 145% 153% 108% 139 16.8%
Growth

Source: Beijing Bureau of Statistics
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Shanxi
Shaanxi
Sichuan
Yunnan

Zhejiang

Source: China Statistical Yearbool

Yantai
Jinan
Zibo
Taiyuan
Xian
Chengdu
Kunming
Ningho
Hangzhou

Wenzhou
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51,285 (6,666)
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24,349 (3,165)

2007

30

164516
(21387)

101338
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120314
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34

3l
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115,530 (15,019)
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GDP Retail sales
GDP per (million) of consume:
capita RMB RMB goods (m Population
(US$) Rank  (USS$) Rank  RMB (USS$) Rank  (9'000) Rank
Jiangsu Wusi 709(7502) 4 330,000 9 95,947 (12473) 14 5,841 2
(42,900)
Nanjing 39,379 (5,119) 16 277,400 13 116,685 (15,169) 8 7,190 17
(36,062)
Taizhou 21,491(2,793) 33 100,250 35 133 (3,527) 37 4,634 33
(13,032)
Suzhou ,236 (10,171) 1 482,026 5 105,544 (13,721) 11 6,155 24
(62,663)
Changzhou 37,210 (4,836) 17 156,000 30 29 3,547 36
Hulan 13,155 (1,710) 40 39 23,015 (2,092) 40 5,327 a1
Lisoning Shenyang 58) 21 248,250 18 104870 (13,633) 12 7,036 18
(32272)
Dalian 42579 (5,563) 13 256,970 17 83,930 (10,911} 19 29
(33,406)
Shandong Qingdao 42,794 (5,562) 12 320,658 10 100,667 (13,087) 13 7,493 13

(41,685)
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Foshan 50,207 (6,527) 9 292,672 1 77,618 (10,090) 23 5,858
(38,047)
Dongguan 39,931 (5,191) 15 262463 15 50,000 (6,500) 30 6,748 19
(34,120)
Zhongshan 33631 (4,372) 22 81,758 36 38 2434 40
(10,628)
Zuhai 52317 (6,802) 6 74,980 3 38 1450 41
(9747)
Guizhou Guijang 17,025 (2,217) 60,288 40 23,49 (3,054) 39 3,551 35
Hebei Wuhan 28461 (3,699) 25 259,000 16 129333 (16813) 7 9,100 9
(33,670)
Tangshan 32947 (4,283) 23 236,168 20 54,428 (7,076) 28 7,191 16
(30,702)
Shijazhuang 21,969 (2, 2 206,400 23 69,880 (9,084) 25 9,305 8
(26,832)
Henan Zhengzhou 98 (3,613) 200,150 24 82,020 (10,663) 20 7243 15
(26,019)
Heilongjiang ~ Harbin 34 209,400 22 69,450 (9,028 16 9,530 6
Hunan Changsha (36200 26 26 86,561 (11,523) 18 6,465 23
Jilin Changchun 23,677 (3,078) 3l 174120 2 66,630 (8,662) 7,393 14

(22,636)
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GDP per

Retail sales
of consume

capita RMB RMB goods (million) Population
(US$) Rank~ (US$) Rank  RMB (USS$) Rank (‘000 Rank
Beijing 49,505 (6,400) 11 772,030 2 327520 (42578) 2 15810 3
(100,364)
Shang! 57310 (7450) 5 1,029,607 1 336,041 (43,685) 1 18,150 2
(133861)
Tianjin 40,961 (5,325) 14 433773 6 135,679 (17,638) 6 10,750 5
(56,390)
Chongging 12,437 (1616) 41 346,820 7 140358 (18,246) 5 28,080 1
(45,086)
Xiamen 49,887 (6,485) 10 116,237 33 31,494 (4,004) 35 2330 39
(5,111)
Fuzhou 25,100 (3,263) 29 165,694 28 ,553(10,082) 24 6,600 21
(21,540
Futian 15,013 (1,951) 38 42,261 41 14588 (1,89) 41 38
(5,494)
Guangdong Shantou 14,943 (1,942) 39 74,002 38 40,060 (5,208) 34 4,953 32
(9,632)
Shenzhen 69,450 (9,028) 2 581,356 4 4 10
(75,576)
Guangzhou 63,100 (8,203 3 606,841 3 3 755 7

(78,889)
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Whole D:

18:00-24:00

Channel (per 1,000 viewers) Channel (per 1,000 viewers)
Jiang TV 0.12 Sichuan TV 024
cCTvV? 0.12 CCTVI2 023
CCTVI12 011 Heilongjiang TV 022
Heilongjiang TV [ Jiangsi TV 02
Liaoning TV 0.1 Henan TV 018
Henan TV 0.08 Liaoning TV 0.18
Yunnan TV 0.07 CCTVIL 013
Guangei TV 0.07 Yunnan TV 012
Jilin TV 0.07 Hebei TV 012
CCTVI1 0.07 Guangyi TV 011
Hubei TV 0.06 Hubei TV 0l
Hebei TV 0.06 Jilin TV o
Guangdong TV 0.05 Guangdong TV 0.09
Guizhou TV 0.04 Fujian TV 0.09
Fujian TV 0.04 Guizhou TV 0.08
Inner Mongolia TV 0.03 Tourism TV 0.07
Shanxi TV 0.03 Inner Mongolia 0.06
v
Tourism TV 0.03 Shan TV 0.06
Qinghai TV 002 Shaanxi TV 0.04
Shaanxi TV 0.02 CCTV Music 0.04
CCTV Music 0.02 Qinghai TV 0.03
Ningxia TV 001 CCTVo 0,03
Gansu TV 0.01 Ningyia TV 0.02
CCTV9 0.01 Gansu TV 0.02
Tibet TV 0 Tibet TV 0

Sonree: ACNielsen
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Whole D:

18:00-2:

Channel (per 1,000 Channel (per 1,000
CCTVI 0.84 CCTVI 2.02
CCTV3 052 CCTVs 102
CCTVs 0.46 ccTva 1
CCTVe 0.44 CCTVs 0.94
CCTV8 0.42 CCIVe 0.76
Hunan TV 0.34 CCTV4 0.61
CCTV4 3 Hunan TV 0.6
CCTV2 0.29 CCTV2 0559
CCTV News 0.27 CCTV News 048
Jiangsu TV 02 Jiangsu TV 0.45
CCTV kids 0.18 CCTV Kids 037
Anhui TV 017 Chongging TV 3
CCTV 10 017 CCTVI0 3
Chongqing TV 0.6 Zhejiang TV 0.28
Zhejiang TV 0.15 Beijing TV 0.28
Sichuan TV 0.15 Tianjing TV 0.28
Tianjin TV 0.14 Anhui TV 0.25
Shandong TV 013 Shandong TV 0.25
BTV 013 cCTv? 0.25
Dragon TV 012 Dragon TV 0.24
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Location in 2005

Location in 2015

total % total % %
Shanghai 607 209% 2,100 24.7%
Beijing 279 96% 977 115%
Guangzhou 83% 867
Others 61.2% 4556
Total 100.0% 8,500 193%

Source: From Mastercard/HSBC joint study on China Affluent, 2007
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verseas

Age Gender Education experience
Under30  22%  Male 76%  No High School 1% Yes  46%
31-46 64%  Female  24%  HighSchool Graduate 5% No  54%
Over 46 14%  Total 100%  College Graduate 1% Toal 100%
Total 100% University Graduate  50%

Master’s and above 336

Total 100%

Source: From Mastercard/HSBC joint study on China Affluent, 2007
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Europeans North Americans

Luxury products® 41%

Luxury collectibles® 17% 14%
Art collections 11% 13%
Wellness™ 13% 15%
Others 18% 11%
Total 100% 100%

(1) Includes luxury consumables, luxury and experimental travel and jewelry, gems and watches.

(2) Includes automobiles, boas, jets, efc.

(3) Includes sports, saunas, clubs, iravels, vacations, efe. Products such as cosmetics and make-up are
included in the first group.

Source: Cap Gemini Merrill Lynch World Wealth Report, 2008
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Population in 2005 Population in 2015

Middle class (income 87 million 317 million

US$6,000 to

US$25,000)

Affluent (income over 2.9 million 8.5 million 7
US$25,000)

Note: The figures in this table should be used very carcfuly. At a first reading, they indicate that only
million Ghinese citizens have an annual salary above US$25,000. I a country where people are now huying
eight million cars every year (including many Mercedes, Audis and Porsche Cayenne) this seems dificult o
believe. These are the “oficial”figures. In 2009, however, we assume that there are probably more than three
million Chinese citizens with an income above US$130,000 a year. Only part of this comes from salaries;
the rest comes in the form of gifts and from individual private activities. Nevertheless, the figures used i the
table stll have the advantage of structuring the different Chinese groups in a comprehensive manner.

Source: From Mastercard/HSBC point study on China Affluent, 2007
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TOTAL

Clothes  Bags &
Shoes c

Imported
cars

Numberof 36 15 25 9 1 67 169
brands in
list (2006)

Average 93 47 6 25 10.1
number

recognized

in 2006

Number of 37 3 24 11 17
brands in

lst (2008)

Average 105 124 8.2 35 111 182 639
number

recognized

in 2008
Sonree: KPMG_TNS.
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Breakdown ol spending

Saving 20%
Spending 80%
Total 100%

Source: CLSA China Reality Research, summer 2007
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Shanghai Guangzhou

Hong Kong 79% Hong Kong 75% Hong Kong
America 34% Singapore 319 Macau

Singapore 150 Japan 250 ‘Thailand 13%
Thailand 10% Macau 14% Singapore 1%
Japan 10% America 13% Japan 1%
Macau 7% ‘Thailand 1% America 9%

Source: China Economic Monitoring and Analysis Center: “Lifestyle Report for Chinese Affluent
Households.” June 2007
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Indicators 2000 2002 2003 2004 2005 2006 2007 2008

GDP Growth  10.20% 10.90% 11.80% 13.60% 11.10% 12%  13.3%

China GDP 9.1 95%  99% 111% 114%

Retail Sales 9.19 10.5% 11.5% 13%
Growth

China Price 0.70% —080% 1.20% 2.209 1.00% 1.2% 3
Index Growth

Avg Disposal — 9.94%  285%  12.207 109%  118% 14

Income Growth

Source: Shanghai Statistics Bureau
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