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. Market Summary
| . A Overview of the Retail Food Market in China

China sfood retail sector has undergone arapid transformation that has seen the introduction of
modern food retaill models such as supermarkets, hypermarkets and convenience stores. Much of this
growth has come at the expense of traditiond outlets such as wet markets, foodstuff stores and small
‘mom and pop’ variety stores (known as xiaomaibus). Supermarkets are now common nationwide.
The change is mogt noticeable in the leading three cities, Shanghai, Guangzhou and Beijing, dthough
hypermarkets and convenience store chains have aso made considerable inroads into wedthy second-
tier cities such as Qingdao, Ddian and Shenzhen, in the coastd areas of China. Long-term growth is
likely to dow in Shanghai, where hypermarkets are gpproaching saturation levels and explosive growth
in convenience stores have caused per-store revenues to fall. Continued rapid growth in second-tier
citiesislikely to offset this and contribute to overadl nationa growth in hypermarkets and convenience
gtore chains.

According to China' s Chain Store Association, as of 2001 there were 91 retail chain store companies
in Chinawith total saesrevenues of RMB 116 hillion. The total number of stores was 7,953, of which
3,328 were supermarkets, 271 hypermarkets, 3,342 convenience stores and 60 warehouse stores.
Although average per-store gross profits were congtant in 2001, per-store net profits fell dightly,
showing the effects of greater competition. Over haf of China s convenience stores were located in
Shanghal.

Supermarket chains are dominated by state-owned domestic chains, most notably Lianhua (now

Chind s largest retall company), and Huaian and are the most common food retail format in China. The
exception to thisrule is Lotus, which is owned by Thailand's C.P. Group, and specidty storesin large
citiesthat serve the loca expatriate market. Competition is ferocious and margins are thin. Dutch
retailing giant Royd Ahold withdrew entirely from China, and Hong Kong's Park ‘N Shop has
withdrawn from northern and eastern China to focus on the south. The gppearance of hypermarketsis
bringing in more competition, athough supermarkets remain dominant in medium and smdl citiesand

for daily shopping. Supermarket chains are generally less sophiticated in their purchasing, ditribution
and management systems and layouts than ether hypermarkets or convenience store chains.

Penetration of imported foodsis quite low, even in large cities. Supermarkets normaly feature
extengve frozen and refrigerated sections with awide variety of products ranging from frozen dumplings
to dairy products. The qudity and variety of fresh meat and vegetables however, is variable and many
customers still make daily purchases of these products from streetside vendors or at wet markets.

Hypermarkets were pioneered by foreign invested companies such as Carrefour (France), Metro
(Germany) and Makro (Netherlands), and these companies remain the strongest competitorsin the
market. More recently, U.S. retailing giant Wa-Mart has entered the market, starting in southern
China and moving quickly on to second-tier cities such as Daian and Harbin in northeast China, with
ambitious plans for expanson into more competitive markets such as Shanghai. Foreign-operated
hypermarkets are comparable to their overseas counterparts in terms of management and layout, with

UNCLASSFIED Foreign Agricultural ServicelUSDA



GAIN Report #CH2834 Page 3 of 20

some adjustments for the Chinese market. In response, a number of Chinese chains, most notably
Lianhua and Nonggongshang, have begun to establish hypermarket chains of their own, and locd
companiesin many of China's smdler cities have set up smal, free-standing hypermarkets or smdl (i.e.
two store) hypermarket chains. In addition to the standard mix of products, hypermarkets are featuring
agrowing range of ready-to-eat products, and kiosks sdlling freshly-cooked snacks are a common
feature. A smdl but important addendum to this category are Chinese department stores, which
routinely include a food section occupying one or more floors. Management changes a some of these
gtores have turned them into mini-hypermarkets, sized somewhere between supermarkets and
hypermarkets.

Convenience siore chains are dominated by Chinese companies (including, of course, Lianhua) with a
sgnificant number of joint ventures, such as that between Japan’s Lawson and Hudian. Nearly dl of
these chains are ffiliated with alarger company of some sort. Shanghal, with over haf of China's
convenience stores, is oversaturated, and most industry observers expect a series of mergers and
consolidations within the next year. Despite this, severd foreign chains, including 7-11, plan to open
more stores in Shanghal. Speculation on possible buyouts by foreign chains has further fueled
overexpangon in the Shanghal area. Meanwhile, the well-established chains such as Kedi are focusing
thar efforts outdde of Shanghai, with plans to move into other large cities such as Bejing, or into
amdler but equdly affluent citiesin nearby Jangsu and Zhgjiang provinces. Foreign convenience chains
have aso targeted Beijing. The problems resulting from Shangha’ s uncontrolled growth have made
governments in other cities, particularly Beijing, more cautious with respect to the growth of
convenience store chains. Although overall revenues for thisindustry are risng, per-store revenues have
fdlen.

Management of convenience storesis generdly very good and procurement and distribution systems
are heavily computerized. Didribution systems vary: some chains own their own digtribution company,
and some rely on a parent company’ s system, while others contract distribution out to a private
company. Mogt chains calculate sdes and order products on a 24-hour cycle while, though at least
one operates on alonger cycle. Convenience tores offer alimited variety of goods, but nearly dl have
both refrigerated and frozen food sections and a growing number include microwave ovens. The
emphasisis on impulse purchases of packaged foods and ready-to eat items such as ice-cream, dairy
drinks, cigarettes and ready-to-eat foods such astea eggs and hot sausages. Penetration of foreign
foodsis extremdy limited. Faling per-store revenues, however, are causing many chains to seek ways
to boogt profits, including stocking higher valueitems. As aresult, some chains are looking into the
possibility of stocking more imported products. Convenience stores aso offer a number of services
such as hill-paying services and sdlling phone-cards. Services are offered at little or no cogt, in order to
bring customersinto the stores.

Traditiona markets continue to dominate China's * other haf’, including most smal cities and rurd
aress, as well as medium szed cities further inland. Wet markets perform multiple functions, acting as
both retail outlets for daily shoppers and as secondary wholesders for China sinnumerable small
restaurants. They dso often serve asfarmers marketsfor loca produce. Evenin the largest, most
advanced cities, wet markets persg, abeit at a much smaler market share than in other cities. A lack
of inexpengve, high quality produce a many supermarkets and convenience stores, combined with
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longer distances to hypermarkets has created a niche for small wet markets and streetside vendors
marketing fresh fruit, vegetables and meet. Likewise, xisomaibus, samdl family-owned variety sores, fill
aunigue niche, being congderably smdler than even a convenience store and offering an eclectic mix of
drinks, snacks, household items, hardware, bicycle parts and whatever ese the owner thinks to stock.
Even in convenience-saturated Shanghal the xiaomaibus pers g, filling in the gaps between the most
desirable convenience store locations or serving individua gpartment buildings.

Thereis no Sngle modd: athough dramétic, the pace of change in retailing iswildly incongstent. For
example, while Shangha and Beljing are cities of roughly comparable sze and income levels, Shanghai
is much further dong in the development of modern retall: hypermarkets are gpproaching saturation
levels and convenience chains are struggling with cutthroat competition. Industry sources forecast that
Shangha will have over 3,000 convenience stores by the end of 2002. By contrast, Beljing has only a
handful of chain convenience stores. Shanghai-based chains have plans to open severa hundred stores
in Beijing next year, but experts expect that growth will be much dower than in Shangha. Bejing hasa
much more consarvative regulatory environment, and a consumer culture that places more emphasis on
persona contact than cleanliness and modernity. Differences like this can be found in cities throughout
China. Although development is generdly fastest on the coast, some inland cities such as Kunming
have made surprising progress, while some large coadtd cities such as Tianjin are lagging behind.

Future growth in the retail sector remains uncertain. The pace of development in any one place will
vary depending on the loca regulatory climate. The uncontrolled growth of convenience storesin
Shanghal is viewed by many other locdities as afalure, and it islikely that license gpprovas for chan
goreswill be harder to come by in the future. There are aso indications that the Chinese government is
growing less receptive to foreign-owned hypermarkets. Both Carrefour and Wa-Mart have seen
expanson plansin Chinadowed during the past year by red-tape while Chinese competitors work to
expand their market share.

Trendsin food retailing are focused on time-saving measures. These goan the range from offering
ready-to-eat (RTE) products to growing sales of pre-mixed sauces and cooking mixes. Stores are
offering agrowing array of time-saving products that include frozen dumplings (packaged or sold in
bulk), pre-cooked chickens and ducks, and packaged medl-kits that come with all the ingredients to
make standard Chinese dishes, including mest, vegetables and sauces. Hypermarkets and department
dores are dso expanding their food dternatives by alowing vendors to open smal kiosks sdlling hot
snacks, or by partnering with fast-food outlets, such as Kentucky Fried Chicken, to include an in-house
fast food restaurant. Western-style frozen dinners, however, have made little progress outside of
supermarkets and hypermarkets frequented by foreigners, as few have been adapted to Chinese tastes.
In addition to frozen and refrigerated cases, most convenience stores now include microwave ovens,
cregting a potentid niche for sngle-serving frozen foods. Ancother significant development is the recent
announcement that Lianhua and Carrefour will jointly open achain of ‘discount’ stores. These Stores
will be somewhat larger than convenience stores and will carry alimited range of house-brand products
offered at deep discounts.
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Table 1. ChindsTop 12 Food Retall Chainsin 2001
(ranking based on position among al retail chains)

Name BudnessLine No. of | Revenue
Stores | (Bill. RVMB)

1. | Lianhua supermarket, hypermarket, convenience 2,000 14.06
2. | Hudian supermarket, hypermarket 818 8.50
3. | Bejing Hudian hypermarket 42 8.00
4. | Nong Gong Shang supermarket, hypermarket, convenience 325 7.47
na | Carefour hypermarket 27 6.00
8. | Suguo supermarket 663 5.28
9. | Shanghai Metro warehouse 15 4.94
11. | Huarun Wanjia supermarket, hypermarket, convenience 343 4.64
na | Wa-Mart hypermarket 17| over3.00
14. | Jangsu Wenfeng warehouse, convenience stores 17 3.14
15. | Bejing Chaoshifa supermarket, hypermarket, warehouse 101 2.63

Tiankdong
17. | Bajing Wume Grp. supermarket, hypermarket, convenience 199 2.52

Note: These numbers reflect offical Chain Store Association (CSA) statistics. However, joint
venture arrangements make these numbers somewhat deceptive. Carrefour’ s stores are operated
under JV arrangements with severd different companies, and do not gppear in the officid listing.

Revenues for Carrefour and Wa-Mart are etimates. Some revenues from joint venture
arrangements may aso gppear under a Chinese partners earnings.

|.B. Retail Salesand Food Consumption Statistics

Detailed gatistics on retail food sdes are sparse, however there are datistics on overdl retail sdes. In
2001 tota retail sdes of consumer goods amounted to RMB 3.7 trillion ($455 billion).  Growth in the
retail sector has dowed in the past few years, but remains very strong. Overal retail sdlesgrew at an
average rate of 15% over the past ten years, but only at arate of 8.7% during the past five years. The
dowdown was less savere for retail and wholesale enterprises, which averaged 9.5% growth during
that period, whereas retail sales by agriculturd enterprises averaged only 5.3% growth. The catering
sector posted the best performance, with retail sales growth averaging over 16.6% for the five years
ending in 2001.
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Graph 1. Retall sdlesof consumer-oriented goods in China, by sector
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Source: China 2001 Statistical Yearbook

Additiond datigtics on retail salesindicate that, for larger retail operations (60 employees or more and
sales exceeding RMB 15 million), food, beverage and tobacco saes accounted for nearly 18% of total

sdes, or RMB 136 hillion ($16 billion) in 2001. Food sdes by the retail trade increased by 10% over
2000.

Graph 2. Retaill sdesby enterprises of designated Sze, by category
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Statistics on consumer expenditures provide further ingghts, and reinforce the importance of targeting a
specific demographic group. These gatistics indicate an enormous gulf between urban and rurd
consumers, with urban consumers spending an average of 5,308 RMB ($642) apiece for living
expenses, while rural consumers spend RMB 1,741 per capita-ess than 1/3 of their urban
counterparts. The difference is even more vivid when compared to the wedthiest cities: in Shangha,
consumers spend an average of RMB 9,336 per capita. Rather than falling off rapidly asincomesrise,
expenditures on food remain afairly high proportion of the tota, particularly in Shanghai. 1n 2001 the
average Shanghainese spent nearly five times as much on food as an average rurd consumer.

Graph 3. Per capitaannud living expenditures for salected market segments
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|.C. Advantagesand Challengesfor U.S. Exportersin China

Table2. Strengths and chdlenges for U.S. products in China s retail market

Advantages

Chdlenges

U.S. products are generdly regarded as high
quality by Chinese consumers.

U.S. products are routinely counterfeited.

Chinese consumers spend nearly hdf their
income on food.

Chinese consumers are extremely price sensitive:
U.S. products must compete against cheaper,
more familiar domestic products.

U.S. brands are widdly known and respected in
urban Chinese markets.

Many U.S. processors have established plantsin
China, manufacturing U.S. brands in Chinausng
Chinese ingredients.

Incomes are growing rapidly and mgor urban
centers such as Shangha, Beijing and
Guangzhou have large populations

Didtribution and logigtics are underdevel oped,
making distribution of imported products to
interior cities extremdy difficuilt.

Food isa centrd part of Chinese culture, and
consumers enjoy trying new tastes.

Lack of knowledge of many U.S. products and
how to use/prepare them prevents consumers

from buying.

WTO has reduced tariffs on many imported
products.

Labeling and sanitary redtrictions are subject to
varying interpretations and haphazardly
enforced.

The Agricultural Cooperation Agreement
opened the Chinese market to many previoudy
prohibited products from the U.S.

Many U.S. exportersrely on agentsin China or
Hong Kong for marketing. Asaresult, they
have little direct contact with buyers.

II. Road Map for Market Entry

[1.A. Ground Rules

There is no angle formulafor entering China: the best gpproach will vary depending on the product and
the specific market being targeted. Nonetheless, there are some basic rules that apply in al cases.

K Invest (wisdly!) in market research and testing
Chinais very different from other places. Tagtes, customs, culture, business rules, government
regulation are dl different, and even experience from other markets will not necessarily trandfer to this
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market. It isagood ideato test every aspect of a product: flavor, texture, packaging, shelf-life, price.
At the same time, due to the absence of reliable government data and restrictions on public palling, the
quality of research by most internationa market research firmsis only marginaly better than thet of their
locd counterparts. Exporters with along-term interest in China are well-advised to become familiar
with the market and test the strengths of his product directly.

K Find alocd Chinese partner and/or distributor

An exporter’s success in Chinamay hinge on hislocad partner/ditributor/representative. Thereisno
way to manage an export business for the Chinese market by remote control: businessin Chinais based
on reationships, and regular contact with buyers (distributors and retailers), consumers and government
officidsis crucid to success. Exporters choose one of severa arrangements to establish representation
in China sgn up agenerd distributor, set up arepresentative office, or form ajoint venture or
partnership with a strong importer/distributor. An exporter’ s choice should be made carefully,
following a careful study of market conditions. Hastily made partnerships are perhaps the most
common cause of busnessfailurein China

K Find your market ssgment or niche and focus on it.

Chinaishig. Redly big. Many exporters spread themsalves too thin trying to cater to the entire market
gpectrum. Often, thisisarecipe for disagter. It isimportant for an exporter to identify a target market
(gourmands, hedlth-conscious mothers, thrifty grandparents, etc.), and serve it faithfully and consstently
until they are sure of their success. Exporters who spread themsalves across too many market
segments may find that they do not have enough resources focused on any one segment to have a
sgnificant impect.

K Pursue gradua but sustainable growth.

Another common pitfdl isthe temptation to pursue explosive growth (especidly in geographic
digtribution and store penetration) in the first year or two, either to amass market share or to impress
investors. Thismay produce good results if long-term demand for the product exigts, but more often
than not, exporters end up stretching their resources over vast and disparate geographic areas, and find
themselves unable to focus on the requirements of local markets. In such cases, the sudden weakening
of demand or the gppearance of competition usualy provesfatal. In addition, the go-dow approach
provides exporters with time and feedback to fine-tune their products, marketing campaigns and
digtribution. Exporters are best advised to draft aless ambitious plan, expanding only on the basis of
tangible success and real demand.

K Adapt your product to the Chinese market

Exporters should be prepared to adapt their products to the Chinese market. Thisincludesflavors,
package sizes, prices and labeling. Small changes to flavors or package sizes, based on market
research, may make the product much moreviablein China Labeling is another mgor issue. China
now has detailed regulations on food labeling, and enforcement of these regulationsis getting stricter.
Exporters are wise to invest in proper labeling for any product with long-term market potentid.

K Invest in market promation
Once in the market, an exporter’s product will be competing with tens, if not hundreds, of other smilar
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products. Domestic products will have advantages on price, consumer loyaty and brand recognition,
while imports will be aided by aggressive advertisng and promotion campaigns. Trying to match the
advertisng budgets of multinationals like Nestle or Kraft could be expensive. Nonetheless, marketing
support is crucid to aproduct’ s success. Exporters must therefore design and implement their
marketing campaigns carefully. Attending only quaity trade shows and trade shows focused on your
particular market segment isa good way to gart. In-store promotions have aso proven to be a cost-
effective way to support an important distributor or retailer. Above-the-line media advertising should
be carefully planned, as TV and radio timeis expensve and has limited reach. Exporters are advised to
explore joint marketing opportunitieswith loca ATOs or with a State & Regiona Trade Group
(WUSATA, MIATCO, SUSTA & EUSAFEC).

[1.B. Digribution and L ogistics

Digribution and logigtics channels vary sgnificantly within and across dl sectors, but have certain
featuresin common. The basic outline for import logistics in Chinawill be presented in this section
while aspects peculiar to aretall outlet type will be noted later in this report.

- The channels that have traditiondly supplied imported foods to the market (most notably gray market
sdes through Hong Kong) are notorioudy opague, unreliable and increasingly subject to crackdowns
by the Chinese government. AsWTO alows increased direct access to the Chinese market, gray
market sales will decline in importance.

- Sdes through agentsin Hong Kong, long a key feature of the import market, are dso likely to decline
in relaive importance. Exporters who are unable to afford the time or effort to market their products
directly or to find a Chinese partner to do so are likely to continue using such agents. Companies with
along-term commitment to sdlling in China, however, will prefer to work directly with ther distributors
and buyersin the country.

- Chinais il subject to import licensing requirements and currency exchange restrictions. All imported
products must pass through the hands of a licensed importer, at least on paper. Few
digtributors/traders have import licenses, and very few licensed importers act as distributors, so the
licensed importer islittle more than alegd convention, adding more paperwork (and fees, of course) to
the whole process. Import licensing requirements are being loosened and will eventudly be diminated,
but for the time being they must be dedlt with. The licensed importer dso typicdly handiesthe
formalities of currency exchange. Even if payment is made on ddlivery, the entire process can teke
severd weeks from the time the goods arrive to the time that the forelgn exchange transaction is
completed.

- The key task for an exporter isto identify a digtributor that they can work with. This company must
be able to handle dl the import formdlities (customs clearance, logidtics, etc.) and have a network of
retail customers. Because these companies rarely have either import or currency exchange rights, they
must work through alicensed importer, typicaly paying 1-2% of the transaction vaue for their services.
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- Once past customs and quarantine, products are usualy stored in warehouses rented by the
digtributor. Storage costs are typicaly borne by the exporter, as distributors do not typicaly maintain
inventories of products. As aresult, most shipments arrive as consolidated container-loads ordered by
one or more retailers.

- Once in the market, food products face a myriad of licenses required to sdll in the retall market. All
food products must receive a hygiene certificate from the local government, where the store they are
liging inislocated. Food products aso have to be labeled in accordance with the latest 1abeling
regulations. Functiona or health foods must obtain a hedlth-food certificate, and foods containing
GMO ingredients may be subject to additiond labeling requirements. Many of these regulations are
vaguely worded, and enforcement is arbitrary and opaque.

- In the past severd years, asmal number of service-oriented logistics companies, many of them with
foreign participation and management, have been established in port areas and near free-trade zones.
They offer aone-stop solution for companies interested in importing to or from Ching, including
customs clearance, shipment handling and storage, bonded warehousing and foreign exchange
clearance for imports. They are dso able to dispatch products on demand, and maintain transparent
international-standard accounting for their customers.

The fallowing flow chart isintended to provide a smplified overview of the flow of goodsfromaU.S.
supplier to a Chinese retail outlet.

Graph 4. Import distribution flow chart
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The transactions involved in exporting to China can be extremely complex. The following flow chart
presents the transaction flow for export of U.S. fresh celery to China. This should not be interpreted as
amodd for dl transactions. these vary widely depending on the commodity and sometimes the buyer,
particularly with respect to payment terms (many Chinese buyers will ingst on 90 - 180 days credit).
Nonetheless, it does provide some sense of how the import process works.

Graph 5. Import Path for U.S. Celery

| U.S. Exporter/Consolidator |

USA
. Y

China | Licensed Importer |

| Logistics Agent | [ Import Agent ]
y .

| Importer/General Distributor |

| Secondary Distributor H Hypermarket
Purchasing Center
| Wholesaler |
| Y
Mom & Pop Stores Department Stores Supermarkets

(Xiaomaibus) Foodstuff Stores Convenience Chains

Source: ATO/Shanghai research
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I1.C. Hypermarkets, Supermarkets and Warehouse Outlets

These larger, more centraized outlets provide the best opportunity for U.S. exporters. Dominated by
chain stores, this sector has more centralized purchasing than most others and, at the hypermarket end,
often involves foreign companies that are more receptive to imported products. Imported products are
more common in hypermarkets than in any other retall format in China. Leading hypermarket chains

7. Buyer pays importe's fees and 4. Importer opens an LC for
customs fees. If product is satisfactory, 50% of the transaction 8. Importer pays remaining
pays remaining 50% to the importer 50% to exporter

>| Import License HoIder|<

3. Buyer contacts importer
with details, transfers 50%
payment to importer's

6. Importer receives
cargo, conducts

2. Exporter sends phyto
documents to

customs clearance importer
account
Chinese Buyer
— W : » | U.S. Exporter |—
(wholesaler) 1. Buyer arranges deal with U.S. exporter

5. U.S. exporter ships
cargo, collects 50%

payment

9. Buyer transports product to refrigerated
storage in regional distribution center.
Sells to secondary distributor

Secondary
Distributor
10. Distributor sells product to retailers _
(supermarkets and hypermarkets) Source: ATO/Shanghai research

such as Carrefour and Wal-Mart, owe their successin part to the fact that they have managed to
bypass Chind s inefficient wholesde system and are ordering directly from suppliers and manufecturers.
For these buyers, digtributors are typicaly handling logistics and import formdities but are not involved
in marketing the products. Supermarket chains are more difficult targets, but the sheer sze and
nationwide reach of some chains makes them tempting targets.
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Exporters interested in this market segment are best advised to familiarize themselves with their buyers:
purchasing processes vary between different chains. For most hypermarkets and some supermarket
chains, import purchasing is centralized in one way or ancther. Some handle dl procurement aspects
centrdly, while others approve new products at the centra office but allow locd offices or Soresto
make their own import arrangements. Few of these chains have import rights, and must, therefore,
work through licensed importers. Most source their products through distributors, though the detail s of
the transaction are settled directly with the manufacturer/ exporter. For certain commodities (esp.
wines and nuts), however, distributors play a central role in marketing the product to retall chains.
Thus, depending on the product and the specific retail outlet being targeted, exporters may wish to
focus their efforts on ether @) the chain’s centra purchasing office, b) a distributor who can market the
product for them, or c) both.

Promoations are most welcome among hypermarkets. Many chains such as Carrefour hold foreign food
fars on aroutine bass and are constantly looking for new products with good market potentid. Past
experience indicates that promotions are best conducted on aregiona bass. Fierce competition among
food suppliers and manufacturers, struggling to gain shelf space a the best performing retall chains,
however, has brought a new source of income for retailers: dotting fees. Retailers charge suppliers of
consumer-oriented products a one-time listing fee for the opportunity to place a product on the shelves
of their stores. Listing fees can be steep at the best retailers, such as Carrefour, reaching as high as
RMB 10,000 per SKU per store. Additiona charges are levied for prime shelf space and specid off-
shelf promotion space.

Table 2. Profile of leading hypermarket chains
Retailer Ownership Annual Sales Number | Number of
(latest or estimated) | of outlets cities
Lianhuat Chinese RMB 14 billion* 28 - NA -
Carrefour Sino-French RMB 6 hillion 27 15
Wal-Mart u.sS. RMB 3 billion+ 17 8
Nonggongshang* Chinese RMB 7.5 billion 20 - NA -
RT-Mart Sino-Taiwanese - NA - 14 7
Metro Sino-German RMB 1.8 hillion 15 8+
Makro Sino-Dutch - NA - 4 2
Lotus Sno-Thai RMB 1.5 hillion 5 2
Trust Mart Sino-Taiwanese - NA - 20 - NA -
UNCLASSFIED Foreign Agricultural ServicelUSDA
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Source: ATO Shanghai research
* Lianhua and Nonggongshang revenues include revenue from hypermarket, convenience and
supermarket operations.

Supermarket chains are o open to promotions, but the larger number of storesinvolved and
management issues make such efforts extremely time-consuming and difficult to manage. Again, the
best results are usualy obtained through smaller foreign-managed stores. The smdler number of outlets
and solid management help to smplify arrangements and monitoring, and make it eeder to evauate the
results.

Table 3. Profile of leading supermarket chains

Retailer Ownership Annual Sales Number of Principal

(latest or estimated) | outlets/cities locations
Lianhua* Chinese RMB 11.4 billion 700+/50 Eagt China
Hudian* Chinese RMB 6.52 billion 606/NA Shanghal, Beijing
Nonggongshang* | Chinese RMB 7.5 billion 180/NA Shanghal, Jangy,
Zhejiang

Park ‘N Shop Hong Kong | - NA - 61/4 Guangdong
Wumart Chinese RMB 1.27 billion 102/1 Bajing
Suguo Chinese - NA - 170/3 Jangsu
Source: ATO Shanghai research
* Lianhua, Hudian and Nonggongshang revenues include revenue from hypermarket, convenience
and supermarket operations.

Chinese department stores form a separate market niche. Traditionally, most department stores have
dedicated at least one leve to food products. The format and management are Smilar to a
supermarket, and most department stores are standalone operations. Though often owned by the same
parent company as supermarket and hypermarket chains, these stores offer more limited opportunities
to exporters. Most recently, however, some department stores have sought to reinvent themselves into
smal hypermarkets. These stores have expanded their product line to include fresh fruits, vegetables,
mest and processed and RTE foods. The jury is till out on the success of these effortsin the face of
giff competition from dedicated hypermarkets and supermarket chains.

I1.D. Convenience Stores
In their short history in China, convenience store chains have not provided the best opportunities for

importers, particularly those bringing new-to-market products. Penetration by importsis extremely
low, and consists primarily of dried fruit snacks and candy from Southeast ASaand Korea.
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Management is often conservative with regard to product line, and places a very strong emphasison
widely-recognized brand names. The gpproach to promotions varies from chain to chain, though all
appear to be conduct two-for-one type promotions, promotiona (collect and win) games and set up
POP displays. Convenience chains are particularly receptive to promotions thet target their key
demographics, such as schoolkids and working parents. None have expressed an interest in in-store
tagtings or giveaways, due to the organizationa hasdesinvolved.

Pressured by fdling store revenues, convenience chains are looking for new ways to increase the vaue
of theitems sold. This includes stocking more high-vaue products and may include more imported
products. The stores themselves offer a potentidly good environment for promotion, athough the large
number of outlets makesit difficult to monitor. Purchasing is centralized, providing exporters with a
sangle contact point to pitch their products. Displays are dso standardized, making distribution and
setup of POP materids considerably easier than with most supermarket chains. Promotions are likely
to require close monitoring, but sdes figures from the promotions should be relatively easy to obtain.
For fast-moving items, most convenience chainswork directly with manufacturers. However, for other
items, they source most of their products through distributors.  Exporters wishing to work with achain
will initidly have to contact the digtributor aswell as the chain’s management in order to ensure that
their products are gpproved and stocked. Many chains negotiate deals with buyers on an annua bas's,
including prices and guaranteed minimum saes

Table 4. Profile of leading convenience store chains

Retailer | Ownership Annual sales Number of Principal locations
(latest or estimated) | outlets/cities

Lianhua* Chinese RMB 11.14 hillion 1,000/50 Shanghal, Eagt China

Kedi Chinese -NA - 680/9 Shanghai, Eagt China

Liangyou | Chinese 900 million 470/1 Shanghai

Lawson Sino-Japanese RMB 76 million 78/1 Shanghai

Alldays* Chinese RMB 7.5 billion 500/1 Shanghai

7-Eleven | Sno-Hong Kong | - NA - 50/2 Guangdong

Source: ATO Shanghai research
* Lianhua and Alldays/Nonggongshang revenues include revenue from al hypermarket, convenience
and supermarket operations. Lawson's revenue is separate from parent JV partner Hudian.

[1.E. Traditional Markets

This category isacatch-dl, including wet markets, wholesale markets, xiaomaibus and foodstuff stores.
Although they represent widdy differing formats, dl of these outlets have afew quditiesin common.
Ownership is fragmented, and the outlets are largely unregulated. There are no promotions conducted
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at these outlets, and due to their sourcing practices there are few if any marketing opportunities. All are
declining inimportance. Few are relevant to exporters other than afew wholesders of fruit and
vegetables.

Wet markets are the traditiona outlets for fresh meat and vegetables: both individua shoppers and
amd| restaurants rely on them for daly supplies. Wet markets are declining in importance, but likely to
persgt for quite sometime. Wholesdle markets are aremnant of a quickly disappearing distribution
system, though they are dtill strong in inland areas. Some imported vegetables and seafood occasiondly
make their way into wholesale markets for sale to hypermarket and supermarket chains, but otherwise
import penetration is virtudly nil. Xiaomaibus are the traditiond mom & pop stores, much smaler than
convenience stores and stocking a quirky array of daily-use goodsincluding drinks, fruit and cookies.
Although threatened by convenience stores, these persst even in convenience-store saturated Shanghai,
particularly in locations consdered undesirable by the chains. Strong customer loyalty aso contributes
to the perastence of the xiaomaibu. A program to convert the better-run xiaomaibus into convenience
gtores has seen limited success, but the stores remain extremely smal with alimited variety of low-end
goods. Foodstuff stores are arelic of the old state monopolies which sold alimited variety of packaged
foods. Most have closed, dthough afew are attempting to convert themselves into specidty retailers
carrying a particular type of food such as hedlth food.

[11. Competition

The most serious challenge facing U.S. food exportersis competition with Chinese or joint-venture
counterparts. Supermarkets are frequently well-stocked with famous foreign brands, from Bugles
snacksto Coca Cola. Virtudly dl of these products are manufactured within China. The quality and
variety of domestically produced products has improved rapidly, and many are now able to compete
with imports. Domestic products have completely cornered the market in severa categories, including
beer, soft drinks, processed meats and low-end confections. They are dso providing growing
competition in areas where imports were previoudy dominant, such as wine and fresh fruit. Chinese
products have traditionaly competed on price done, but improved qudity and efforts to develop
identifiable brands have made domestic products increasingly competitive in these aress aswell. For
processed foods, Chinese producers aso benefit from greater familiarity with consumers’ tastes.

In the categories where imported products are prominent or predominant, competition is among the
leading foreign suppliers. Few of these suppliers have permanent on-the-ground representation, and
their marketing support usualy depends on the leve of involvement of their importer (usudly a
distribution agent or mgjor retailer). For certain commodities leading exporters have managed to
maintain a consstently strong market presence:

- Fresh fruit: U.S. (citrus, apples, table grapes), South Africa, New Zedand (kiwis), Thailand,
Audrdia, Philippines (bananas)

- Beef: U.S, Audrdia

- Breakfast cered: U.S.

- Cheese: Audtrdia, France, U.S.
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- Frozen potatoes: U.S.

- Butter: New Zedand

- Poultry: U.S, Brazil

- Premium chocolates. Switzerland, Belgium, Italy

- Premium ice cream: U.S.

- Seafood: Norway, Russia, Canada, Audtralia, U.S.

- Tree nuts U.S. (dmonds, pistachios), Iran (pistachios), Turkey (hazelnuts)
- Variety meatgoffas U.S., Canada, New Zedand

- Wine: France, Spain, Itdy, Chile

- Low vaue seafood (Ribbonfish, cuttlefish, etc.): India

Tracking import sharesis extremdy difficult, as many products (particularly fruit and poultry mest)
continue to move through gray market channds. WTO inspired reforms, however, are reducing the

2001 Total Imports: $2.089 Billion
U.S.

Others

Philippines
Canada

EU - 15 Japan
Australia

Thailand New Zealand

Source: World Trade Atlas

importance of gray-market channels, and direct imports, particularly from Southeast Asia, are growing.
According to U.N. data, the vaue of direct imports from Thailand doubled in 2001, while imports from
Vietnam nearly quadrupled.

Graph 6. China' s Direct Imports of Consumer-Oriented Agricultural Products, by Source

V. Best Product Prospects
The best prospects category isamoving target.

[V.A. Products Present in the Market Which have Good Sales Potential
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- Nuts and dried fruit

- Confectionary

- Seefood (fresh, chilled, frozen)
- Ceredls

- Mest (fresh, chilled, frozen)

- Fresh fruit (citrus)

- Frozen vegetables

- Frozen foods

- Infant formula

- Pet foods

IV.B. ProductsNot Present in Significant Quantities, Which Have Good Sales Potential

- Baby food (from fruit and vegetables)

- Premium ice cream

- Ready-to-cook and ready-to-eat foods

- Private labdl foods and beverages

- Non-native berry products (cranberry, blueberry, raspberry)

- Fresh or frozen berries (raspberries, blueberries, blackberries)
- Ingredients and flavorings

IV.C. Products Which Are Present, but Have Poor Potential

- Beer

- Soft drinks

- Canned meat and fish
- Extruded snacks

V. Post Contact and Additional Resour ces

The Foreign Agricultural Service has severd officesin Ching, in the cities of Bejing, Shangha,
Guangzhou and Hong Kong. Contact information for ATO/Shanghai follows:

Address:. U.S. Agricultura Trade Office, Shanghai
Shangha Center, Suite 331
1376 Nanjing West Road
Shanghai 20040, China

Phone: (86-21) 6279-8622
Fax: (86-21) 6279-8336
E-mail: atos@public.sta.net.cn or atoshangha @fas.usda.gov

Website: www.atoshanghai.org
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For further information about exporting to China, as well as upcoming events and activities, please vist
the ATO Shangha website, www.atoshanghai.org. Among the many reports avalable onthe ATO
Shanghal website are two that are recommended for first-time exporters to China: the China Exporter
Guide, and Business Travel in China. Reportsfrom ATO Shangha and other ATO offices around
the world are also available from the FAS website at www.fas.usda.gov.
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