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EXECUTIVE Last year, China easily surpassed the US in total car sales

SUMMARY to become the world’s largest automotive market. China’s
vebicle sales of 13.64 million units were more than 2 million
units ahead of the second largest market, the United States.
The astonishing growth in car demand was a direct result
of many factors that continue to fuel China’s economy. This
includes aggressive tax cuts as well as significant investment
made in the development of the infrastructure to support
transportation. While aggressive tax cuts and subsidies
have been behind much of the demand growth in 2009, the
question remained regarding how stable and sustainable this
growth would be in 2010.

While very few expected a repeat of the 41% growth
experienced last year, the question regarding sustainability of
demand growth was often raised at the beginning of 2010.
However, demand has continued to be quite strong through
the first nine months of 2010. In fact, auto sales in China
have risen nearly 36% from a year earlier to 13.14 million
units according to the China Association of Automobile
Manufacturers (CAAM). Sales for the full year are easily
expected to surpass 17 million units.

2009 was a year of tremendous The mature “triad” markets of North
historical significance to the China America, Western Europe, and Japan
auto industry. Triggered by the global  have led this decline.

financial crisis, the global automotive

industry witnessed a year of China has been the noteworthy
unprecedented restructuring, as many  exception. The China government
industry icons struggled for their views the automotive industry as
survival. After peaking in 2007 at 70 a “pillar” of its economy since
million units, the global automotive it brings technology, jobs and
markets experienced a contraction investment to the economy. As

of nearly 10% over the next 2 years. such, several agencies of the China
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government play an active role in
sponsoring initiatives to further
stimulate automotive development
and growth. Driven by the onset

of the global financial crisis, the
Automotive Industry Stimulus

Plan published in early 2009 took
specific measures designed to spark
the growth of consumer demand.
Measures including the reduction of
sales tax for cars below 1.6L engine
displacement, along with subsidies for
new minibus or light truck sales for
rural residents have accelerated the
auto market expansion particularly
in China’s lower-tier cities, helping

to boost the performance of the
manufacturers of these smaller vehicles.

However, automotive companies in
China are today finding themselves
confronted with a different set of
challenges from what they were just
a few years ago. From the demand

side, Chinese consumers are becoming
more selective and are making more
diverse and personal choices: making
their own individual choices, not

just for their family. Meanwhile,
demand growth is increasingly
driven by lower-tier (Tier 3 and
below) cities more than large and
mega cities. The Chinese government
has also released more restrictive
regulatory requirements for safety,
environmental care and foreign
investment. From the supply side,
almost every international player

has recognized China as their largest
source of future profit and has thereby
committed significant investment.
Additionally, Chinese local brands have
never been so aggressive in fighting

for market share than today. All these
challenges are pushing global as well
as local vehicle manufacturers to alter
their thinking and adopt new strategies
to play the game.

Based on the developments of

2010, we can see several emerging

trends that are driving the near-term

development of the China automotive

industry:

e  Sustainable demand growth
fueled by urban economic
development

e Shifting preferences for
increasingly savvy consumers

e  Hyper-competition across the
automotive market segments

e Adaptive brand innovation to
extend product reach and grow

share

¢ Increasing focus on the
automotive aftermarket

e Accelerated drive to globalization
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SUSTAINABLE
DEMAND
GROWTH FUELED
BY URBAN
ECONOMIC
DEVELOPMENT

As previously noted, year-to-date
Chinese auto sales are 36% higher
than the same period of 2009, with
an annualized yearly sales forecast
to be over 17 million vehicles. While
this is quite a strong performance,

it was apparent that starting in
April, annualized growth began

to decelerate, which indicated

a transition from the explosive
growth of 2009 to a more stable and
sustainable pattern in 2010. Such

a change is mainly attributable to
adjustments made in the Chinese
economy to tighten credit and
government investment to tackle
inflation. In addition, tax subsidies and
sales incentives offered by government
during 2009 financial crisis were
reduced with a resulting impact on
more price sensitive car buyers.

Despite that, China is still the

world largest and fastest growing
market. The double-digit growth
momentum will be maintained for
at least the next three years. A key
reason for continued growth is the
rapid development of China’s lower-
tier cities. While China’s explosive

automotive growth has been most
evident in the Tier 1 cities, it is
important to note that the trends of
urbanization and growth of per-
capita GDP will continue into the
foreseeable future. As these factors
are directly linked to the growth in
demand for automobiles, one can
expect a continuation of growth next
year and thereafter. Urban wealth
accumulation is undoubtedly fueling
the growth in automotive sales. The
fact that 85% of all vehicles are sold
to urban residents is a clear sign of
the relationship.

There is no mistaking the trend

of permanent migration of rural
population to existing urban areas.
Looking forward, it is expected

that nearly two-thirds of China’s
population will be in urban areas by
2020. This represents a whopping
rise in urban population of nearly
200 million people in just over 10
years. Essentially, China creates the
population-equivalent of a city of
between 1.5-2 million people each
month! It is no wonder why China’s
cities are continually under construction.

Urban wealth accumulation is
undoubtedly fueling the growth in

automotive sales.
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SHIFTING
PREFERENCES
FOR
INCREASINGLY
SAVVY
CONSUMERS

As income levels continue to rise,
demand may begin to shift towards
vehicles and segments offering more
appealing content and features,
which may create opportunities

for manufacturers to improve their
product mix. Early-movers in the
China market such as Volkswagen
and General Motors have enjoyed
significant profit margins by
occupying mid-size sedan, full-size
sedan and MPV segments without a
great deal of competition. In such a
market environment, strong profits
could be made on products such as
the VW Santana and the Buick GL8
minivan—older technologies that
dominated their segments with good
margins. However, today’s China
market no longer offers such an easy
road to profitability. Virtually every
major vehicle manufacturer is now
present in the China market. A recent
J.D. Power & Associates study has
reported that many of the cars sold
in 2009 were in low-end segments
that are eligible for tax incentives
and that many of these cars earn the
manufacturers as little as $100 each.

Coming into 2010, Chinese
consumers are increasingly seeking
more innovative design for their

first cars. Emerging buyers,
particularly females and those

under 30 are aspiring to a more
recreational lifestyle and seeking
more individualistic choices. For
these consumers, coupe and crossover

concept vehicles of stylish design are
a better fit to their values. To meet
the emerging Chinese preference for
fashion and sportiness, both multi-
national corporations (MNCs) and
Chinese vehicle makers are shifting
focus of their new launches to more
dynamic and stylish products.

As shown in the Beijing International
Motor Show in April 2010, many
examples of such coupe, CUV and
crossover vehicles were shown. These
included vehicles such as Audi’s

A3 and AS Sportback, Honda’s
Crosstour, Hyundai’s new SUV ix335,
Infiniti IX35, BYD’s S6, Mitsubishi’s
RVR, and Chang’An H30 Cross.
These new styles have generated a
good traffic to the booth and the
dealer showroom. The sales figures of
such crossover concept vehicles have
this year risen to 1.84million units so
far, an increase of over 29%.

The future outlook is that local
brands and international brands

will install more capacity in China,
placing even more pressure on pricing
in the battle to gain market share.
Weak brands and older models will
become the first casualties as market
and competitive forces squeeze them
out. The competitive battle can only
be won with strong brands and
contemporary models that can be
delivered profitably to savvy Chinese
consumers with choices that demand
a competitive price.
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HYPER-
COMPETITION
ACROSS THE
AUTOMOTIVE
MARKET
SEGMENTS

China’s vehicle market has nearly
tripled in size from 4.56 million units
(in 2003) to 13.64 million units (in
2009). Global Insight has forecasted
that the Asian markets represent the
largest growth potential in the global
auto industry—with a combined
4.7% compound annual growth rate
over the next 10 years (compared
with 2.9% in NAFTA). Within Asia,
54% of that growth is expected to
come from China. With the promise
of tremendous growth, many
international firms as well as Chinese
firms are encouraged to allocate
resources to seize the opportunities
presented by the Chinese market.

While many Vehicle Manufacturers
have enjoyed strong sales growth,
what may not be understood or
appreciated among those who are
observing the growth in sales is that
this is a market where quantity of
sales should not be confused with
quality of sales. The China market
is now experiencing what many
companies doing business globally
have come to understand for many
years: hyper-competition.

In 2010 we have seen even more
intense competition among the
foreign and domestic brand vehicle
manufacturers as they attempt to
capture growth opportunities in
China. As this is happening, the local
manufacturers will strive to upgrade
their brands and product portfolios
to meet the more upscale image
aspirations of Chinese consumers.

For the early stages of the
development of the China market,
the multi-national brands and
Chinese brands were for the most
part not competing directly with

each other. Foreign brands enjoyed

a tremendously high share of the
passenger vehicle market, with overall
share of more than 70% as recently
as last year. Until recently, China’s
automotive market was largely
driven by the more affluent Chinese
consumers who tended to shop for
foreign branded products. However,
first-time consumers entering the
market have largely driven the recent
sales jump. The Chinese local brand
manufacturers have typically focused
on these first-time buyers.

This is changing quickly. Attracted

by the tremendous growth of these
segments, many multi-national brands
are expanding their product portfolio
into smaller segments. Examples
include the Ford Focus Hatchback,
Chevrolet Cruze, PSA 207 Hatchback,
Hyundai 130, VW Polo Sport, Toyota
Yaris, smart Fortwo, and Kia Soul.

Attracted by the desire to raise their
brand image, and achieve higher
margins, the Chinese carmakers

are also expanding their product
portfolio—into larger segments.
Examples include Chery’s Rely V35,
Riich G6, Dongfeng’s S30, BYD’s S8
and M6, Geely’s Dihao and Yinglun
and the Brilliance Zunchi.

Since China has become the most
attractive area to invest for growth, it
seems that Chinese consumers will be
enjoying even more choices and even
more attractive pricing as a result

of hyper-competition. Structurally,
vehicle manufacturers must adapt

to compete profitably in this hyper-
competitive market.

...this is a market where quantity of
sales should not be confused with

quality of sales.
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ADAPTIVE BRAND
INNOVATION

TO EXTEND
PRODUCT REACH
AND GROW
SHARE

An interesting fact is that a great
majority of international firms have
effectively defended their market
positions against local brands.
Compared with five years ago,
international brands have lost about
5% share of the rapidly expanding
passenger car market. Through July,
they are still comfortably leading the
Chinese market with a total share of
70%. Year-to-date sales growth for
most multi-national corporations
(MNC:s) is up 20% from last year.

While some of this success is a result
of an expanded product portfolio, it
appears that MNCs have maintained
their sales success without a dramatic
increase in new product launches. One
of the most innovative approaches we
have discovered is what we would call
“adaptive brand innovation”. This
approach involves delivering market-
specific adaptations and modifications,
extending the range of segment
participation to new price-points and
product categories, and creation of new

brands and products. Many of these
approaches are often taken together
with local Chinese partners.

As early as 2005, MNCs began

with different levels of modification
ranging from exterior facelifts,
powertrain upgrades, restyling of
vehicles, and wheelbase extensions.
These efforts were taken to meet

the unique and diversified taste of
Chinese consumers, instead of simply
localizing the global vehicle “as-is”.
Typical examples are the extended
wheelbase Audi A4 and A6, BMW

5 and MB E-class in the luxury
segment, as well as the upcoming long
wheelbase VW Magotan for chauffer
driven buyers. Adaptation of smaller
engines to new vehicles is also a way
to increase interest in the product,
such as new generation VW 1.4TSI
Polo GTI and Golf 6 that dropped the
1.6L and 1.8T engines used by last
generation platform.

Small and compact car segments

with engine displacement of 1.6

liters and below are traditionally
dominated by low-priced Chinese
local brands. However, represented
by Hyundai, Toyota and GM, MNCs
are increasingly down-pricing their
volume models to close the price

gap with Chinese brands. Such
competitively priced products appeal
to Chinese consumers because of their
brand equity. These pricing strategies
have resulted in a number of best
sellers in small and compact segments,

such as Hyundai Elantra, Buick
Excelle, Chevrolet Spark, and others.

Many MNCs are also creating

new brands and products together
with their Chinese partners. While
initially in response to government
regulations on new joint ventures,
MNC:s are increasingly pursuing this
as a means for capturing the volume
opportunities in the lower priced
segments. This approach can include
co-developing a new product under
an international brand, or creating

a new mid-market brand within

the context of a JV, or supporting
the Chinese partner’s local brand
development. Several international
OEMs are already moving forward
in those directions, such as Lavida
developed by SAIC and VW, a new JV
brand created by Honda and GAIC,
a new generation small car platform
developed by SAIC and GM.

Driven by the same incentive as
above, MNCs are also offering

their technical assistance to supply
high performance powertrains to
support the extension of the local
partner’s products into higher priced
segments. For instance, the recent
co-development agreement between
SAIC and GM for a next-generation
fuel efficient global engine platform,
Beiqi Foton and Daimler truck’s JV
agreement which provides Daimler’s
diesel engine’s local production and
supply to the local partner’s heavy
duty trucks.
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INCREASING
FOCUS ON THE
AUTOMOTIVE
AFTERMARKET

Along the value chain of global
automotive industry, profit is
gradually shifting from the vehicle
manufacturing to aftermarket
service. It is generally understood
that aftermarket service and parts
contributes more than half of the
profits to the global automotive
industry. In the United States, more
than 70% of auto firms’ earnings
have come from their service and
parts business, in contrast to only
40% in China.

Entering 2010, Chinese vehicle
makers and their international
partners obviously recognized huge
opportunities from the aftermarket
opportunity and accelerated their
pace of resource commitment.

For network development, vehicle
makers are shifting the focus from
building brand new 4S dealerships to
encouraging current dealers to set up
1S or 2S sub-dealers, particularly in
suburban areas, as well as accessible
places for rural consumers. For
example, among 125 dealers of
Mercedes Benz nationwide, there are
42 satellite dealers including 37 sales

only dealers and 5 service workshops.

Establishment of sub-dealerships

not only provides greater access to
potential buyers, but also helps to
support service delivery to remote car
owners. For service delivery, vehicle
makers are dedicated to implementing
Customer Relationship Management
(CRM) systems and brand experience
management stantards to each dealer
showroom. Customer retention and
lifetime value creation become a focus
through the dealer management and
performance assessment system.

For service innovation, the vehicle
makers are also look beyond
traditional service and parts, and
extend to derivative business, such as
leasing & financing, used car sales,
rebuilding & decoration, telematics,
and other business. Such an expanded
product and service portfolio creates
incremental value to car owners, and
also maximizes the profitability of
OEMs. Shanghai GM and Toyota
China are among those first movers

to launch their used car business and
introduced their own telematics brands
(On-star and G-book) to China.

It is generally understood that
aftermarket service and parts
contributes more than half of the profits
to the global automotive industry.
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ACCELERATED
DRIVE TO
GLOBALIZATION

The global financial crisis temporarily
disrupted growth in the business

for exporting vehicles made in

China. However, domestic vehicle
manufacturers are once again focusing
here and the business has picked up
rapidly since early 2010, experiencing
a 62.5% growth in the first nine
months of 2010. Total export is as
high as 405,200 units with even split
of passenger and commercial vehicles.

Such a strong rebound is largely
fueled by a recovery of market
demand in places such as Algeria,
Vietnam, Syria, Russia, Egypt,
Bangladesh, Iran, Chile, and Brazil.
Moreover, improved product
quality and a focused business
strategy of Chinese local brands

has contributed to Chinese export
growth. One example is Great Wall
Motor Company’s success in securing
approval for sales in the European
Union, which has enabled them to
assemble and ship their 4 small cars
to all European countries. It also has
greatly enhanced the quality image

and market acceptance of Chinese
vehicles in other markets.

In view of growing entry barrier of
most export markets, Chinese local
brands are shifting their market
entry strategy from complete vehicle
shipment to building a KD plant to
assemble locally. Great Wall and
Chery have aggressively invested

in local facilities in the Middle

East, South America and Africa -
either solely or with local partners.
Meanwhile, other Chinese firms
have chosen to work with their
international partners to jointly
develop locally-adapted product
platforms for those fast-growing
markets. Recent cooperation between
SAIC-Wuling and GM to set up a
50:50 JV to expand into India is a
starting point of shifting Chinese
small car and engine technology to
other markets. With such aggressive
and innovative efforts, we expect to
see China emerge as a platform for
globalization in the coming years.
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CONCLUSION

These trends observable in the
China auto industry in 2010 are
reshaping the brands, products and
global footprint of those who hope
to prosper in the global automotive
industry. This is pushing multi-
national as well as local Chinese
vehicle manufacturers to alter their
thinking and adopt new strategies to
play the game.

We can clearly see that China
has taken the center stage in the
development of the 21st century
global auto industry.
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