
“Every company – and every country – must succeed at digitization to
compete successfully in the 21st century. Winston Ma delivers a rare
book that is both an outstanding survey of a fast-changing and vitally
important economic landscape and a delightful ‘field guide’ that will
enrich your understanding of what’s really happening on the ground.”

—Dominic Barton, Global Managing Partner,
McKinsey and Company

“Winston has written a first of its kind – a timely, insightful and eminently
readable analysis of the world’s fastest growing mobile economy. A must-
read for anyone interested in China, the mobile economy, or technology,
more broadly. Eye-opening and thoroughly enjoyable.”

—Reuben Jeffery III, President and CEO,
Rockefeller & Co., Inc.

“China is determined to make innovation an engine for the next stage
of the country’s development, and no sector has been more creative or
dynamic than the mobile economy, which in some areas has surpassed
even the United States. Winston Ma’s deep dive into this fiercely compet-
itive, constantly evolving industry dissects the companies, personalities
and forces that are transforming China and that will inevitably influence
commerce far beyond its shores.”

—John L. Thornton, Co-Chairman, Brookings Institution

“As the world moves to mobile technologies, and with China now the
world’s largest market of Internet users, all stakeholders have to think
about China’s economy, market, and society from a completely new per-
spective. This is an indispensable book for understanding the emerging
shape and scale of opportunities in the Middle Kingdom and beyond.”

—Rod Beckstrom, Co-Author of The Starfish and the Spider;
Former President and CEO, ICANN

“Chinese society is experiencing a rapid transformation, becoming
increasingly industrialized and digital-based. The Chinese internet pop-
ulation has officially entered into the age of mobile internet. This
extraordinary book explains how the internet has been the engine
that catapults commercial activities from offline to online and towards
ubiquity.”

—Xiaodong Lee, President & CEO, China Internet Network
Information Center (CNNIC)
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Foreword

Some authors are good at spotting and analyzing trends.
Others go in deep and provide detailed explanations of how
an industry ecosystem or specialized sector is evolving. But in
China’s Mobile Economy, Winston Ma delivers the rare book that
is both an outstanding survey of a fast-changing and vitally
important economic landscape and a delightful “field guide”
that will enrich your understanding of what’s really happening
on the ground.

Start with the headline: even those generally aware of the
scale of the country’s ongoing digital transformation may have
missed this news – 2014–15, Ma insists, marks “the most impor-
tant inflection point in the history of the internet” in China.
Almost overnight, the world’s largest digitally-connected mid-
dle class went both mobile and multi-screen (smartphone,
tablets, laptops and more), with huge implications for how con-
sumers behave and what companies need to do to successfully
compete.

How have China’s Big Three, the group known as “BAT”
(Baidu, Alibaba, and Tencent) responded so effectively to the
shift to a mobile platform and how are their business models
converging as the lines between e-commerce, social media, and
entertainment blur? What does the swift rise of more than 600
million mobile consumers and the rapid merging of online-to-
offline shopping (O2O) mean for Western multinationals in
traditional industries such as autos and beverages, as well as
for digital stalwarts like Apple and aspiring newcomers such
as Uber? (Quick quiz: guess which three cities are now Uber’s
most popular in the world, measured by rides per day? Answer:
Guangzhou, Hangzhou and Chengdu.) What role has govern-
ment policy played in helping drive China’s digitization and

xi
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how will future regulation shape the fates of fast-growing sec-
tors such as online banking?

Ma offers rich insight into all these macroeconomic and
industry questions, making a convincing case that, as next-
generation mobile devices and services take off, China’s
strength in this arena will transform it from a global “trend
follower” to a “trend setter.” At the same time, in a delight-
ful array of boxes and sidebars, he supplements his analysis
with a depth of cultural reporting and definitions of popular
terms that would make a social anthropologist proud. Are Chi-
nese consumers “shai”-ing your products in social media, as
they have express-delivered fresh Canadian blackberries pur-
chased online? Well, good for you. But be careful that they truly
view your goods and services as “gao-da-shang” versus dismiss-
ing them as “tu-hao-jin.” Understanding these phrases and the
behaviors behind them, Ma rightly suggests, is no less critical
than understanding what your next round of Big Data market
research may be telling you.

As befits a successful investor, deeply grounded in both
Western capital markets and in local equities, through his dis-
tinguished career at the China Investment Corporation (CIC),
Ma strikes the right balance between enthusiasm for the oppor-
tunities that China’s mobile marketplace offers and a clear-
eyed assessment of potential challenges ahead. At McKinsey
and Company, we too believe every company – and every coun-
try – must succeed at digitization to compete successfully in the
21st century. In many of our recent reports we have cast a bright
light on some of the themes explored here, from China’s grow-
ing capacity to innovate to the role the internet can play in its
next wave of productivity-driven growth.

As Ma concludes, “The development of China’s mobile
economy is one of the most important trends that will reshape
the future of business, technology and society both in China
and the world.” We couldn’t agree more. From our work with
leading global private and public sector clients across many
industries and regions, we know just how keenly they are fol-
lowing the next phase of China’s economic evolution. This
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independent, richly reported and highly readable book is a wel-
come addition to our understanding of this exciting, continu-
ously unfolding story.

Dominic Barton
Global Managing Partner, McKinsey and Company



Preface

For China, the years 2014 to 2015 were the most impor-
tant inflection point in the history of the internet, as the Chi-
nese internet population officially entered the mobile internet
and multi-screen age (with smartphones, tablets, personal com-
puters and more). During this incredible period of change,
the mobile internet in China gave rise to a dynamic tech sec-
tor, thriving social networks and the world’s largest digitally
connected middle income class. The development of China’s
mobile economy is one of the most important trends that will
reshape the future of business, technology and society, both in
China and the world.

Of course, the mobile transformation of China’s economy
has also had profound implications for global stakeholders
dealing with the Chinese market. During China’s digital boom,
foreign investors are richly rewarded, and consumer goods
companies see an emerging market filled with opportunities
from an expanding middle class. Overseas users are cautiously
adopting smartphones and mobile apps created in China, but
Silicon Valley tech giants are taking notice of new competition
arising from Asia. This book intends to provide a cutting-edge
overview of this digital transformation in China as well as its
global impact.

Chapter 1 will provide an overview of China’s macro econ-
omy and the important government policy drivers behind the
digital economy growth, such as urbanization, information con-
sumption, smart cities, as well as internet plus, which is essen-
tially the sum of it all.

This opening chapter will also introduce the big three
“BAT” companies, Baidu, Alibaba and Tencent. These compa-
nies have respectively dominated the three strategic areas of
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the mobile market, namely the online search, e-commerce, and
social network and messaging service in China. At this time of
market inflection, these three key players are becoming more
open-minded and proactive in moving into new areas through
expansion, acquisition and strategic cooperation. Their impact
can also be felt overseas by foreign investors, consumers, prod-
ucts users, start-ups and industry companies across the globe.

While the BAT companies strive to maintain their dom-
inance over the digital high ground, many other Chinese
firms are becoming strong players in the mobile market as
well. Some of them have reached a significant size, and they
come to the battlefield with unique strengths from differ-
ent origins, such as Xiaomi (smartphone/hardware), LeTV
(media content), Lenovo (PC/smartphone), Huawei (net-
work/smartphone) and ZTE (telecom/smartphone). In addi-
tion, there are countless start-ups being formed every day by
entrepreneurs eager to become the next Robin Li, Jack Ma or
Pony Ma (the three founders of BAT, respectively).

The partnership, competition and cross-investments among
these players of different traditional strengths, corporate scales
and market focuses have made the mobile market extremely
active and dynamic. As illustrated by the online shopping
extravaganza and digital retailing revolution, the successful
business models in the mobile era aim to integrate the four
“Cs” seamlessly: Context, Community, Content, and Connec-
tion (see Figure P.1). As a result, the mobile internet and social
networks are making a profound impact on productivity and
growth in many parts of the economy. This chapter will briefly
list some examples in the entertainment and media, retail and
finance sectors, which will be discussed in detail in later chap-
ters relating to corresponding business areas.

Chapter 2 will cover the various global stakeholders and the
new opportunities and challenges they are experiencing. In
particular, the “going mobile” and “internet plus” trends are
critical for the foreign companies heading to China in search
of their slice of the digital economy pie. In this fast-changing
market, even for multinational corporations that have done
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Internet + business
models (consumer
brands, car-hailing,

ticket booking,
movie productions,

and more ...)

Context

Content

Connection

Community

Figure P.1 The Four “Cs” in the Mobile Economy

business in China for many decades, a comprehensive rethink
of their strategies in China may be necessary. Meanwhile, the
mobile infrastructure opens up new opportunities to foreign
merchants who do not have or need to have, a physical pres-
ence in China. To a large extent, mastering mobile internet
strategy will separate the winners from the rest of the pack in
their competition for Chinese customers.

Chapter 3 is centered on Xiaomi, the highest valued start-up
in China. Focusing on a niche passed up on by premium brands
like Apple and Samsung, the Chinese brands like Xiaomi,
Huawei and Lenovo have mainly offered low price, high per-
formance devices, which have played well into the general Chi-
nese population’s desire to own a smartphone and to access
the internet for the first time. As China’s smartphone market
started showing early signs of saturation in 2015, Xiaomi (and
its competitors) is striving to innovate its business model and
product offerings to become a true “internet company” instead
of a pure “smartphone company”.

Chapter 4 starts the “internet plus” discussion with digi-
tal retailing. The online retailers have expanded so rapidly
that the shopping malls, also a recent development in China,
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have already had their business disrupted by the new technol-
ogy. The traditional retailers need to move away from the per-
ception that e-commerce is merely another sales channel for
their products, as it is critical for customers to get the same
products, services and shopping experience in every channel
where they choose to make purchases. As illustrated by the
Alibaba/Suning alliance and the JD/Yonghui investment, the
mobile era retailers have to integrate their online and offline
channels, instead of having separate systems to sell products
online and offline.

Chapter 5 carries the digital retailing discussion into mobile
e-commerce territory and the broader online-to-offline (O2O)
service consumption. The growth in “experience” consump-
tion, such as movie-going, dining out, taxi-hailing and so on, is
at the core of the O2O trends in China. The future e-commerce
model – if the term e-commerce still applies here – is likely
to be a seamless platform that links customers across multiple
screens of mobile devices, providing standardized products as
well as specialized goods and experience offerings, and con-
necting online content with offline activities.

Chapter 6 explores the mobile entertainment sector, which
is of strategic importance for the internet giants’ digital
empires. This is because entertainment content and services
are not only an important revenue source by themselves, but
also a distinguishing factor that draws users to any specific e-
commerce ecosystem and keeps them hooked. For a large part
of their time online, young netizens play online games, watch
videos of TV programs and movies, assume online personas in
the virtual world and form online communities to have fun
together. As smartphones are becoming the top channel for
internet access in China, they enjoy themselves whenever and
wherever they are during their “fragmented time” throughout
the day (i.e. the time they spend online while outside of their
homes).

It is important to note that “fragmented time” creates a dif-
ferent and additional demand for entertainment content. For
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example, online novels can be read on mobile devices any-
where and anytime, which not only leads to a disruption of
the physical book market, but also creates a different experi-
ence from traditional book reading (hence new readers). As
such, the mobile internet provides a new avenue for market-
ing, advertising and brand building, with the biggest growth
potential from people in smaller cities, who may not have PCs
but are now engaging with online entertainment content using
their smart devices.

Chapter 7 discusses the application of the O2O model in the
movie business, which has added an online DNA to the tradi-
tional film industry. To meet the quest for high quality content,
the tech giants are not only betting on set-top boxes (devices
that provide contents over the internet and bypass traditional
distribution) to convert TV and theater viewers to online view-
ing, but also creating their own blockbuster movies for the big
screen at offline cinemas. The mobile internet has empowered
young movie fans to get intimately involved with a movie, from
the beginning to the end of a movie’s life cycle. While tradi-
tional production companies face new competition, the indus-
try has experienced soaring movie box office receipts thanks
to the new social network, crowdfunding and big data. The
so-called So-Lo-Mo trends (“Social-Local-Mobile”) are bringing
new challenges and opportunities for both Hollywood and Chi-
nese movie studios in the digital age.

As one would expect, the internet giants have quickly
evolved into media companies. The same has also happened
in dining services, car-hailing and other sectors. Because every
major firm’s goal is to create a “closed loop” of its own, the
companies are increasingly in competition with one another.
As many players race to offer services at below cost to compete
for users, the market is starting to have doubts about the sus-
tainability of such businesses. In fact, internet firms are tak-
ing huge bets by spending heavily on subsidies because the
repeat customers may not stay when the subsidies end. The
cases addressed in this book will examine whether a profitable
model will eventually arise in those markets.
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Chapter 8 will examine the huge impact “internet plus” has
on the traditional finance sector, most notably in commercial
banking and asset management. The rising integration of inter-
net and finance is closely linked to the two imperfections of the
existing financial system and the potential solutions from the
internet. One is the difficult access to credit by small and new
businesses, because banks focus their attention on bigger and
more established companies for their perceived lower credit
risk. The other is the lack of investment channels for individ-
uals, as the public stock market and real estate require large
sums of investment capital and high levels of risk tolerance.

For instance, internet firms have offered short-term deposit
products online that provide more convenience and liquidity,
essentially making the financial system more efficient. Simi-
lar innovative products include crowdfunding for movie pro-
ductions, where young people with limited disposable income
can nevertheless make an investment and enjoy the experi-
ence of being a mini financier for film productions. In the P2P
(peer-to-peer) lending area, China has surpassed the level in
the US (where the model was first developed) to become the
world’s largest market. The internet giants Alibaba and Ten-
cent have set up internet-only banks, which can potentially pro-
vide microloans to individuals and small businesses more effec-
tively than traditional banks due to their big data capabilities.

Chapter 9 will discuss the broad trend of major internet and
tech companies in China moving beyond the saturated domes-
tic market to compete on the global stage. Their presence
has been felt abroad as they send their products and services
overseas. For example, China’s smartphone brand ZTE has
obtained a sizable market share and has a top three Android
phone-maker ranking in the US market, only behind Samsung
and LG. They also actively partner with or directly invest in for-
eign companies to accelerate their expanding reach. However,
as will be seen in the examples in this chapter, it is not an easy
task for a Chinese company to break into the US and other
markets that are external to China.
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Chapter 10 examines the opportunities and challenges that
foreign firms are facing in the Chinese market, which they
have to tackle in order to win the battle for global domination.
For example, the San Francisco-based car-sharing app com-
pany Uber has been an undeniable hit in China, and its rapid
growth in China so far may be the best performance by a US
tech company in years. Going forward, the Chinese market is
poised to be a trendsetter, rather than a trend-follower, in next-
generation mobile devices and services. The story of China is
rapidly transforming from the old “Made in China” to the new
“Innovated in China”.
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Introduction

I was very pleased when Winston asked me to write this intro-
duction for his new book on China’s development in mobile
internet and the new economy related to it. In my capacity as
the President and CEO of the China Internet Network Informa-
tion Center (CNNIC), I have been watching the development
of the internet market closely. The China Internet Develop-
ment Statistical Report published by the CNNIC over the past
several years is one of the most authoritative data sources for
studies on the development of the internet in China today. I
am glad to see that this book has made references to many of
the CNNIC’s statistics and observations.

According to CNNIC data, at the end of 2015, China had
688 million internet users, and the number of mobile inter-
net users reached 620 million, accounting for 90.1% of total
internet users. This mobile internet population is incredibly
large and continues to increase at a remarkable pace. As this
book explains, the Chinese internet population has officially
entered into the age of mobile internet. As more and more peo-
ple use their mobile devices to chat with their social network,
to find and share information, and to have fun anywhere and
anytime, a new context of creating, delivering, and marketing
content – and profiting from it – is emerging. Consumers want
it, businesses demand it, and entrepreneurs are creating it. The
migration of internet services to the new mobile environment
is therefore inevitable.

The excellent analysis in this book should help the reader
understand the latest revolution of the internet in China, and,
in particular, the emergence of mobile internet and its archi-
tectural impact on the broader economy. This extraordinary
book explains how the internet has been the engine that
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2 China’s Mobile Economy

catapults commercial activities from offline to online and
towards ubiquity.

With an outstanding background in finance and investing,
Winston has based his analysis on a very solid foundation by
drawing on examples from a wide range of contemporary sit-
uations in China and beyond, and conveying his ideas using
simple but powerful statements. Important questions asked in
this book include: In what ways is the internet empowering
the economy? By fostering new types of business models and
redefining existing business relationships, how, in turn, is the
ever-growing mobile economy reshaping the future of business,
technology and society in China? If you are looking for answers
to these questions, you will find this book very informative and
inspiring.

The author’s reflections on China’s public policy and inter-
net strategy are also presented here. The rapid growth of the
internet has been enthusiastically embraced by the Chinese
government. However, with increased efficiency and productiv-
ity, as well as tremendous business opportunities being brought
about by the internet revolution, many challenges in the pub-
lic and private sectors still remain. As China’s global online
presence increases, some of these challenges include the man-
agement of cyber security risks and keeping balanced relations
with the rest of the world. Winston and I have been fortu-
nate to be involved in several forums, like the World Economic
Forum, where related policy issues have been discussed, and I
am excited to see that this part of our work is also reflected in
his book.

Chinese society is experiencing a rapid transformation,
becoming increasingly industrialized and digital-based. The
uniqueness of China’s experience deserves a close investigation
from policy-makers, technology start-ups, internet companies,
corporations and organizations facing an upgrading challenge
due to the ongoing internet revolution, as well as other global
stakeholders who are interested in entering the Chinese mar-
ket. It is especially noteworthy that discussing the internet and
the mobile economy in this case is not an easy job. This field
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of study is usually fraught with both theoretical and practical
errors, and it is thus extremely valuable that many of them have
been addressed in this book.

I expect quite confidently that the author’s effort will con-
tribute to a universal understanding of the Internet-based dig-
ital revolution in China. Therefore, I believe that for many of
you reading this book should prove to be a worthwhile invest-
ment of your time.

Dr. Xiaodong Lee
President and CEO, China Internet

Network Information Center (CNNIC)
Research Professor, Chinese Academy of Sciences
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The World’s Biggest Mobile Economy

What is the most celebrated Chinese holiday globally, by the
Chinese and by everyone else? Here’s a hint: It’s not the Spring
Festival, also known as the Chinese New Year. It is November 11,
known as Singles’ Day. Not only is it the largest online shopping
day each year in China, but it is also the largest in the world in
terms of the total value of transactions.

Started by China’s e-commerce giant Alibaba in 2009, the
November 11 holiday has become an annual 24-hour online
shopping extravaganza. (See the “Singles’ Day” box.) It is the
single most important day each year for online vendors to tar-
get young, tech-savvy consumers who are accustomed to buying
online and using their mobile phone wallets to pay for almost
all goods, services and entertainment.

In 2015, during the run up to the shopping holiday, Alibaba
hosted a gala celebration titled Double-11 Night Carnival. The
four-hour TV variety show was directed by a top Chinese film
director, Feng Xiao-Gang, and held at the Water Cube, a land-
mark structure built for the 2008 Beijing Olympics. Aired
on the satellite channel Hunan TV, the variety program was
also streamed on China’s major video streaming site Youku
Tudou, which was acquired by Alibaba only days before the
Carnival.

Just like China’s annual Spring Festival variety show car-
ried by the state television network CCTV, the 2015 celebration
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included an 11.11 countdown, “to celebrate the potential for
limitless innovation that technology has provided for all of us”,
according to Alibaba’s promotional statement. To ensure the
2015 holiday was a “Global Shopping Festival”, during the tele-
vised extravaganza Alibaba’s founder, Jack Ma, rang the open-
ing bell for the New York Stock Exchange remotely from the
Water Cube, while the program featured western celebrities
including the actor Daniel Craig, who played James Bond in
the latest 007 film Spectre, as well as the singer Adam Lambert.

Employing China’s social networks, Jack Ma had
announced prior to the event that even the US President
would appear at the Carnival. And as the celebration reached
its climax, actor Kevin Spacey appeared as his character in the
web TV series House of Cards, US President Frank Underwood.
Thanks to the explosive growth of video streaming sites in
China, House of Cards and Kevin Spacey are both famous
in China. From an Oval Office set, Kevin Spacey addressed
Chinese shoppers in a two-minute video. In his trademark
Southern drawl, President Underwood expressed his disap-
pointment that the White House firewalls blocked him from
shopping online to take advantage of the “amazing deals” on
that day.

This November 11 online shopping event in 2015 illustrates
several important trends of China’s e-commerce in the mobile
internet age.

First of all, while e-commerce has disrupted retailers world-
wide, its boom in China is unprecedented both in terms of
pace and scale. In 2013, China overtook the US as the world’s
biggest e-commerce market. Today, this annual shopping festi-
val generates more sales than “Black Friday” and “Cyber Mon-
day” in the US combined. On the basis of gross merchandise
volume (GMV), Alibaba is now the largest online and mobile
commerce company in the world.

For the 2015 Singles’ Day, Alibaba Group announced that
$14.3 billion GMV was transacted on its online marketplaces,
an increase of 60% from 2014, making the 2015 Global
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Table 1.1 Singles’ Day gross merchandise volume (GMV) growth 2012–2015

Year GMV ($) Year-on-year growth

2012 3.3 billion –

2013 5.9 billion 80%

2014 9.3 billion 58%

2015 14.3 billion 60%

(Data Source: Alibaba)

Shopping Festival the largest shopping day in history. It is worth
noting that the GMV numbers in recent years have enjoyed
steadily increasing growth (see Table 1.1). Also, the actual num-
ber of shoppers is increasing as additional buyers from smaller
Chinese cities are using e-commerce, primarily through
Alibaba’s marketplaces every year. Although their purchases
are smaller than those placed by buyers from first-tier cities,
such as Shanghai and Beijing, they are an important driver for
growth in the future.

Second, Chinese customers are migrating to the mobile
internet rapidly. Because China has the largest smartphone
user population in the world, the trend of “going mobile” has
taken off with greater speed than anywhere else in the world.
As the wired infrastructure has not yet fully covered the coun-
try, for many people in China, especially in rural areas, their
first internet experience is often mobile instead of PC-based –
from the moment they start using a smartphone. Since 2014,
the number of people in China who surf the internet via mobile
devices has exceeded the number of people doing so via their
computer, with smartphones becoming the primary device of
access for Chinese internet users.

On Singles’ Day 2014, 43% of all transactions through
Alibaba were made through mobile devices, up sharply
from 2013 (21%). Even more remarkable, in 2015 Alibaba’s
consumers made the majority of orders (68.7% of total
GMV) through mobile channels. The total mobile GMV was
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approximately $9.8 billion, an increase of 158% from 2014. In
fact, 2015’s mobile GMV alone exceeded the total GMV in 2014.

Third, this latest shopping festival has also highlighted
Chinese consumers’ strong demand for international products.
In 2015, Alibaba specifically made “globalization” a critical pri-
ority for the group’s strategy, and it was committed to making
the 2015 shopping festival “a truly and unprecedentedly global
shopping experience for consumers”.

According to Alibaba, more than 16,000 international
brands, including Burberry, Apple, and Uniqlo, took part in
the 2015 sale. During the Carnival TV show, western brands
such as Columbia, Levi’s, Budweiser and Corona bought time
slots for advertisements. Buyers and sellers from 232 coun-
tries and regions participated. 33% of the total buyers made
purchases from international brands or merchants, with the
United States, Japan, South Korea, Germany and Australia as
the top countries selling to Chinese consumers.

Finally, the inaugural Carnival show in 2015 illustrates the
seamless fusion of online shopping and mobile entertainment.
The main use of mobile internet in China is skewed towards
fun and entertainment. Moving to align with this trend, Alibaba
has recently been establishing its own movie and television pro-
duction subsidiaries, launching a film crowdfunding financial
product, and fully acquiring the online streaming video site
Youku Tudou. The movie unit of Alibaba made its first direct
Hollywood film investment in Paramount Pictures and actor
Tom Cruise’s blockbuster Mission: Impossible — Rogue Nation.

By integrating the shopping event with a televised show,
Alibaba successfully created a continuous feedback loop of
online consumption of both merchandise and entertainment.
The Carnival show kept people up until midnight, when
the sales began. During the program, online viewers were
prompted to check their smartphones periodically, as discount
coupons were distributed through their mobile shopping apps.
Viewers could also play along with the game show portion of
the event. When the hosts of the show greeted “Mr. Bond”
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and asked viewers to “support 007”, consumers were guided to
online ticketing services for the latest James Bond film Spectre.

Singles’ Day (November 11)

November 11 was first known as the “Guangun Jie” (Bare Sticks Festival or
“Bachelors’ Day”) in the 1990s. It was celebrated by students at Chinese uni-
versities because the numerals that form the date, 11/11, looked like four solitary
stick figures. Over the years, this loosely defined holiday has become a celebra-
tion for all singles. The day has also become much more gender inclusive by
becoming known as “Singles’ Day” which is the name used today.

Gradually, as the Chinese economy continued to flourish, the event started
to feature shopping as an intrinsic part of the celebration. When Chinese internet
giant Alibaba provided access to e-commerce through their website, Singles’
Day became a virtual festival for everyone, single or married, local or a part of
the diverse Chinese diaspora overseas.

Alibaba launched the Singles’ Day shopping festival in 2009 as a promo-
tional event to raise awareness of the value of online shopping. Initially, having
just 27 merchant participants, in just a few short years Singles’ Day has exploded
into the largest shopping day in the world. Each successive year’s event breaks
the previous year’s record. And because of the vast size of the participating pop-
ulation, its transaction volume has exceeded Cyber Monday sales in the US by
multiple times.

Whereas Singles’ Day is a day of celebration for Chinese consumers, it is a
day of fierce competition for e-commerce players. In 2015, Alibaba’s main rival
JD.com, in partnership with the social network and messaging service giant
Tencent, hosted a singing contest show filled with famous singers and movie
stars, which aired at the same time as Alibaba’s Double-11 Night Carnival. The
rivalry may further escalate as Alibaba has even tried to trademark the festival
and prevent other companies from using the signature “11.11” slogan.

However, it would be premature to conclude from this
event that e-commerce is taking over entirely from traditional
retailers in China. In mid-2015, just a few months before the
online shopping festival, Alibaba spent $4.6 billion to acquire
a stake in Suning Commerce Group, one of the largest retail-
ers in China. At the time of the transaction, Suning had a
network of more than 1,600 outlets spread across 289 cities
in China, selling electronics, appliances, and other products.
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The two companies announced a partnership in online sales
and offline logistics by breaking the information wall for prod-
ucts, services and memberships between the online and offline
channels.

Not to be outdone, in August 2015 JD.com, Alibaba’s pri-
mary e-commerce rival in China, also bought a 10% stake in
Yonghui Superstores – another major domestic supermarket –
for $700 million. Founded in 1998, Yonghui Superstores ran
364 supermarkets on the Chinese mainland, with ambitious
expansion plans for hundreds more in the coming years. Simi-
lar to Alibaba, JD.com also aimed to leverage Yonghui’s existing
networks of bricks-and-mortar stores to boost its supply chain
and diversify its offline offerings.

The marriage between the e-commerce giants (Alibaba and
JD.com) and traditional retailers (Suning and Yonghui) illus-
trates a new retailing model that fully integrates online and
offline channels, which is frequently referred to as “omni-
channel”. To enhance the digital consumers’ experience, the
internet firms strive to use both online and offline touch-
points to cover the full search, decision and purchase jour-
ney, including researching and comparing prices online,
trying products at offline shops, paying online or at an offline
outlet, and arranging delivery online for pick-ups at physical
shops.

In fact, one of the two key themes of the Alibaba 2015 shop-
ping festival is offline-to-online (O2O) (the other being glob-
alization as mentioned previously). Approximately 100,000
brick-and-mortar stores in China, such as Suning and Intime
(another Alibaba-invested retailer), will establish strategic O2O
collaboration agreements with Alibaba Group, which in turn
will cover marketing, customer management, post-sales man-
agement, logistics, and more, for the physical stores.

Interestingly, this new “omni-channel” trend provides some
answers to the debate on the future of the e-commerce
model as represented by the competition between JD.com
and Alibaba. Alibaba operates the largest marketplaces for e-
commerce, while JD.com is the largest online retailer in China.
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Alibaba is more akin to a combination of eBay and PayPal,
and its marketplace serves as a platform to connect buyers and
sellers and provides services like online payments. JD.com is
more like Amazon which deals with inventory, sales and dis-
tribution directly. Their growing integration with traditional
offline retailers, however, makes their business models increas-
ingly similar to one other.

Of course, the online shopping extravaganza is but one
example of the explosive growth of China’s digital economy.
For China, the years 2014 to 2015 were the most impor-
tant inflection point in the history of the internet, as the
Chinese internet population officially entered into the age of
mobile internet and multi-screens (smartphones, tablets, per-
sonal computers and more). During this incredible period
of change, the mobile internet in China has given rise to a
dynamic tech sector, thriving social networks and the world’s
largest digitally-connected middle income class.

At the same time, the integration of e-commerce with
offline retailing is a case in point for the “Internet Plus” strat-
egy promoted by China’s central government. In his public
speeches, President Xi Jinping emphasized that innovation,
economic restructuring and consumption should be among
the top priorities of China’s next stage of growth (the 13th
Five-Year Plan for 2016–2020). The “Internet Plus” action plan
seeks to drive economic growth by integration of internet tech-
nologies with manufacturing and business. The term “Plus” is
a reference to the internet as an enabler of new developments
and higher efficiency, as in the case of the new “omni-channel”
retailing model above.

Urbanization, Mobile Users and Information Consumption

Delivering the government work report in March 2016, Pre-
mier Li Keqiang noted that China’s development is at a crit-
ical stage and new growth poles should be created through
incessant innovation to transition to a “new economy”. This
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was the first time the term “new economy” has ever been men-
tioned in the government work report. Meanwhile, the govern-
ment’s 13th Five-Year Plan (2016–2020) placed strong empha-
sis on household consumption and industrial innovation as the
economy’s new growth engines.

As background, after decades of staggering growth, China
has entered into a stage of moderate growth and has put more
emphasis on the sustainable quality of growth in the future.
In the 35 years between 1978 and 2013, annual growth of the
economy averaged close to 10%, and over 11.5% between 2003
and 2007. That growth rate slowed to 7.4% in 2014, and it
dropped further to 6.9% in 2015 as the government focused
more on the transformation of the economic model than on
a high GDP growth rate per se. For the upcoming five years
(2016–2020), the 13th Five-Year Plan set an “above 6.5 percent”
average growth target.

The new administration has referred to the moderate
growth in the new era as “the new normal”. The new economic
model is a consumer-driven growth model, where China shifts
the balance of its economy away from government-led invest-
ment and import-export business and towards domestic house-
hold consumption. To achieve this goal, Premier Li Keqiang
has written that “urbanization has the greatest potential for
boosting domestic demand”. In China’s urbanization plan, the
central government aims to boost domestic consumption by
increasing the proportion of urban residents to 60% by 2020
(approximately 800 million people).

What makes this ambitious program unique is the gov-
ernment’s parallel effort to promote information-related con-
sumption as a related new growth engine. In late 2013,
China’s State Council issued a blueprint to officially pro-
mote “information consumption” – a term that includes both
“consumption based on information technology” (such as e-
retailing and online banking services) and “quality informa-
tion products for consumption” (such as movies and online
videos). For example, as shown by the shopping sprees on
Singles’ Days in recent years, the rapid expansion of the
middle class and the exponential growth of the e-retailing
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industry have created an important catalyst for consumption
growth in China.

To help implement this, the central government launched
a “Broadband China” strategy in 2013 to significantly improve
the country’s information infrastructure, which equates inter-
net networks with traditional forms of public infrastructure,
such as highways and high-speed rail services. Also in 2013,
the Ministry of Industry and Information Technology (MIIT)
officially granted fourth-generation (4G) mobile technology
licenses to three domestic telecommunication operators, mark-
ing the beginning of China’s 4G era. The 4G network coverage
is expected to include all the cities in the country within a short
period of time. With such an infrastructure in place, China will
see the development of “smart cities”, with much improved Wi-
Fi coverage in public places, FTTH (fiber-to-the-home) capabil-
ity, HD cable subscription and so on, each of which will drive
development and consumption.

According to the official data from the China Internet
Network Information Center (CNNIC), by the end of 2015
China had 688 million internet users (just above 50% of the
total population), which was by far the world’s biggest internet
population. While the internet-enabled business and innova-
tion are set to play a major role in fueling China’s economic
growth, it also has profound implications for society, such as
how people relate to and communicate with each other. One
dramatic example of the internet gaining familiarity and popu-
larity in China is a recent phenomenon known as “human flesh
search”. (See the “Renrou Sousuo” box.) Many similar new
terms created by the internet culture in China will be exam-
ined in the following chapters in the context of their related
business areas.

“Renrou-Sousuo” (“Human flesh search”)

Although one might suspect a link to internet pornography, the term “human
flesh search” actually refers to Chinese internet users mobilizing themselves
voluntarily to collectively search and post information online publicly about spe-
cific people or events.



14 China’s Mobile Economy

The searches usually involve individuals suspected of crime (such as cor-
ruption), of foolish acts, or simply of socially questionable conduct to the mil-
lions of netizens. This usually takes the form of posting photos of people and
accusations of misbehavior, but a massive number of internet users can often
collaborate to reveal a lot of information about an offending person very quickly.

The “bodily” aspect of this search term probably originated with a 2011
event involving a model’s identity. In 2001, someone posted a photo of a pretty
girl on Mop.com – a discussion website popular with teens and those in their
early twenties, claiming that the photo was of his girlfriend. Suspicious visitors at
Mop.com soon discovered that the beauty was a model and collectively posted
her information as proof that the original poster was lying.

In the case outlined above, internet users penetrated beyond a person’s
facade to reveal that person’s “flesh” so to speak. “Human flesh search” thus
stands for performing a deep search on the internet. Another theory is that the
name refers to the broad knowledge scattered across social networks and the
collaboration involved in searching. In this context, “human flesh” stands for
“people in general”. With the amount of information that can be exposed on the
internet, human flesh searches are very powerful, sometimes disruptive and
very often controversial.

In some sense, the best example of a “human flesh search” was a fitting
room sex video in July 2015. A young couple filmed themselves with a smart-
phone while they had sex inside the fitting room of a Uniqlo clothing store in
Beijing’s entertainment district Sanlitun. The video went viral on Chinese social
media after it was posted online. It did not take long for the “Renrou-Sousuo”
web users to dig up the porn enthusiasts’ social network accounts and other
details about them (although they denied that it was them featured in the video),
which probably helped Beijing police arrest at least four people for their involve-
ment in the sex tape.

Since the beginning of the 21st century, a large proportion
of the Chinese population has stopped using landline phones
entirely and moved to using mobile phones. The fact that
usage of landlines was not as pervasive as in Western economies
meant that for many the transition did not involve a migration
from fixed-line phones at all, but was a transition to mobile
phones directly. With their advanced and ever increasing tech-
nological capabilities, smartphones are also replacing personal
computers (PCs). For many people in China, especially in rural
areas, their first internet experience is often mobile instead of
one connected with a PC – indeed, their first online experience
is the moment they start using a smartphone.
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In other words, the Chinese population has transitioned
directly into a mobile-first mobile-only era. Focusing on a
niche passed up on by premium brands like Apple and Sam-
sung, the Chinese brands like Xiaomi, Huawi and Lenovo have
mainly offered low price, high performance devices, which
have played well into the general Chinese population’s desire
to own a smartphone and to access the internet, but at an acces-
sible point of entry. It is worth noting the three domestic brands
are neck-and-neck in terms of their sales volume in China, and
they are now competing directly for the No. 3 position in the
global market (just behind Apple and Samsung, the two undis-
puted market leaders).

The spread of low-cost mobile phones quickly reached all
parts of this geographically vast country, and the large screens
strongly preferred by Chinese customers from the outset, a
trend driven by the mobile-only tendency noted above, made
them great platforms for various types of transactions. For
example, the lack of a developed credit card system in China
means that mobile payment is the “first” and “only” non-cash
payment experience for many users. Also, the Chinese users
have adopted social network technologies comfortably. For
them, the smartphone has not only become an extension of
their daily routine, but also an indispensable link with the rest
of society.

As a result, the percentage of mobile internet users (as
a subset of all internet users) has risen steadily, a trend that
has accelerated in recent years (see Figure 1.1). According
to CNNIC’s data, in mid-2014 more than 500 million peo-
ple in China reported gaining access to the internet with
mobile devices, exceeding for the first time the percentage who
reported using computers to go online. By the end of 2015,
China had the world’s largest mobile internet user population
of 620 million, representing more than 90% of the total inter-
net population.

In summary, China’s mobile infrastructure has developed
with remarkable speed, marked by the exceptionally rapid
penetration of internet access, the uptake of smartphones by
users and the spread of digital social networks. In addition to
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Figure 1.1 The Steady Increase of Mobile Internet User Percentage (2007–
2015)
(Data Source: CNNIC, December 2015)

the unrivalled internet user population size, what also makes
the market unique is the fact that China is the largest “mobile-
first” and “mobile-only” market in the world. Backed by a huge
middle class that is digitally connected, there are enormous
opportunities on the horizon as China shifts towards a model
of economic growth that is based on productivity, innovation
and consumption.

More importantly, the development of the mobile internet
has helped China develop more “smart cities” and a “shared
economy” at a time the public goods and services supplied by
all levels of government are stretched by the country’s large
population and fast growth. The mobile infrastructure also cre-
ates a new social infrastructure that is helping bridge the dig-
ital divide in China, allowing more Chinese people to benefit
from the digital economic boom, enabling megacities to exe-
cute on their urbanization policies, and narrowing the income
gap between cities and less developed areas.

For example, with daily subway commuters exceeding
10 million, the Beijing municipality increased subway fares
to cut passenger numbers in 2014, which created substantial
controversy. In an optimistic scenario for the future, more
e-commerce and e-business opportunities may involve more
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Chinese people in the growing economy, while reducing the
number of commuters, and therefore traffic. In healthcare,
advanced communication technologies enable China’s first-
tier hospitals, via regional health-information networks, to
make high quality treatment available to lower-tier hospitals by
linking patients to medical specialists elsewhere.

During the 2016 Mobile World Congress (MWC) in
Barcelona, the GSMA (the representative body of the world
mobile industry) published its findings, which showed that
when compared to developed markets, China is more advanced
in terms of consumer uptake of mobile data services. The tran-
sition from fixed line to mobile internet (from voice-centric to
data-centric services) is happening all over the world, but China
is leading the field with a strong uptake of mobile data services,
such as “gaming, apps and video”.

For example, there were 73% of Chinese mobile users
accessing social media over their phones, compared to only
43% in the UK, where just 40% of mobile users have IP mes-
saging apps, compared to 81% in China. GSMA concluded that
“the ability to access a wide array of mobile data services in
China – enabled by the country’s rapid rollout of 4G networks
and supported by strong local content players – is creating
demand- and supply-side drivers”. Indeed, with a 4G network
capable of handling faster data-heavy applications than before,
mobile service sectors such as video streaming and internet
movies are making big leaps, and China’s mobile netizens are
becoming more sophisticated. The next section will introduce
the internet giants BAT (Baidu, Alibaba and Tencent), their
mobile apps and the Chinese customers that the internet firms
seek to cover seamlessly.

Baidu, Alibaba and Tencent (BAT)

While the first wave of “open and reform” policies in the 1980s
and 1990s created a large working class in China, the next wave
of globalized growth in the 21st century has created a middle
class that is already the size of the entire US population (and it
is expected to double in a few more years). Collectively, these
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new consumers have a significant amount of disposable income
and they are also digitally connected. Mobile internet usage by
this demographic is primarily focused on socializing, shopping
and entertainment, due to the dominant composition of young
netizens (below 39 years of age) in the internet population (see
Figure 1.2).

According to demographic data from the CNNIC, by the
end of 2015, more than 75% of internet users are between the
ages of 10 and 39. Close to one-third of the internet population
is between the ages of 20 and 29 (29.9%). As the mobile net-
work speeds up and smartphone technology continues improv-
ing, the younger generation of Chinese netizens have shifted
their entertainment habits online in record numbers. For the
majority of their time online, they play online games, watch
videos, assume online personas in the virtual world and form
online communities.

This digitally-connected middle class is leading a seismic
change in the Chinese consumer market. Not only is this
new generation of consumers extremely comfortable with
mobile e-commerce, they have enjoyed unprecedented expo-
sure and access to foreign brands, with social networks having
tremendous influence on their purchasing decisions. As a
result, they have high expectations both of quality and of
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Table 1.2 Top 10 most used mobile apps (June 2014)

Ranking App name
Monthly active
users (million) Sector/Company

1 WeChat 383.17 Messaging app/Social network
(Tencent)

2 QQ 316.69 Messaging app/Social network
(Tencent)

3 Baidu 136.33 Mobile search (Baidu)

4 Mobile Taobao 123.48 e-Commerce (Alibaba)

5 QQ mobile browser 113.33 Mobile browser (Tencent)

6 Sougou Chinese
character input

106.84 Chinese character input
(Sougou)

7 360 Phone Guardian 94.431 Anti-virus software (Qihoo 360)

8 QQ Music 94.429 Online music (Tencent)

9 Qzone 90.61 Social network (Tencent)

10 Baidu map 89.10 Map services (Baidu)

(Data Sources: China Daily, Analysys International)

service that did not exist in China previously. In particular,
the younger demographic consists of “conspicuous consumers”
who like to share their experience publicly and for whom con-
sumption is a social experience.

A list of the most commonly used mobile apps (as of
mid-2014) provides a perspective on the new generation of
consumers’ preferences (see Table 1.2). The year 2014 is
viewed as a “breakout” year for mobile internet in China,
so the leading apps are a reflection of the important areas
where internet giants have accumulated a significant number
of users. The three most important areas – social network,
mobile search and e-commerce, as represented by the three
leading firms Tencent, Baidu and Alibaba – are discussed in
detail below respectively.

Tencent’s Social Network

As mentioned previously, two key themes of China’s mobile
internet usage are socializing and entertainment. In the
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mid-2014 report by the research firm Analysys International as
summarized above, China’s internet giant Tencent Holdings,
whose focus is online games and social networking, owns half
of the country’s top ten mobile applications by monthly active
users. Most notably, Tencent’s two popular mobile messaging
apps WeChat and QQ take the top two positions in the ranking.

QQ is one of Tencent’s older applications for person-to-
person communication. It was one of the earliest platforms in
China where users could post pictures, videos and blogs. Its
strategy is to offer entry-level services for free, then charge for
added features once users are hooked. Users are willing to pay
for “value-added services” such as weapons and costumes for
their avatars, and it has proven to be a profitable model for
Tencent. It is all the more remarkable as Tencent’s peers are
still primarily focusing on advertising revenue in their business
models.

The newer version of WeChat is now the most popular
forum in China. It started off as a messaging service similar to
WhatsApp, and now it has evolved into a platform of integrated
apps. For instance, many people find typing Chinese charac-
ters on a smartphone screen time-consuming, so WeChat has
developed strong voice capabilities and has offered free voice
messaging features. Chinese users can send text, links, videos
and photos to friends more cheaply and conveniently through
WeChat (by way of data package charges) than through tradi-
tional texting services offered by wireless carriers (with charges
per text).

What is also remarkable is that Tencent has built an entire
ecosystem of interrelated services and functions that can be
integrated directly within WeChat. Alongside text, video and
voice messaging, WeChat users can now shop and make mobile
payments, play games, book hotels or flight tickets, order a
taxi and do many other things without ever leaving the app
ecosystem. Because Chinese shoppers are increasingly resort-
ing to friends’ reviews and recommendations online when they
make a purchase, the WeChat platform becomes an ideal place
to introduce offerings that can benefit from word-of-mouth
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recommendation and peer reviews, such as branded goods
and experience consumption. From its humble beginnings as
a messaging service, WeChat has become a full-blown, unified
ecosystem for mobile commerce, content and entertainment.

Baidu’s Mobile Search App

The main search engine in China, Baidu, has Google-like pre-
dominance in China’s search and maps services. Today, urban
residents mostly turn to their smartphones to navigate their
daily lives as they commute in the cities, which explains Baidu’s
mobile search apps becoming the second most widely used
apps after social messaging, ahead of traditional top activity e-
commerce. According to Baidu, searches on smartphones have
exceeded those on PCs since the second half of 2014.

However, from the advertising income aspect, searches on
mobile phones are not as profitable as those on PCs, even
though the market for these is growing substantially faster. The
smaller screen of smartphones means less space for ads than on
standard computer screens or laptops, and advertisers are still
trying to figure out new strategies for driving traffic from them,
as click-through rates tend to be lower as well. However, it is still
possible for revenue from searches on the mobile platforms to
catch up because they provide the merchants with additional
information from the users, such as the context and location
of their searches.

One of the most promising business opportunities is the
growth in searches for location-based services. Traditionally,
searches are considered as tools to connect people to infor-
mation, but in the age of the mobile platform, searches can
function as a tool for connecting people with services. Among
Baidu’s fast-growing mobile offerings is the Baidu Mobile Maps
app, which integrates maps with related information of mer-
chant partners, so that users are able to conduct searches for
services close to their location.

The best showcase of Baidu’s expertise in location-based
services is an interactive heat map on its website at the Spring
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Festival each year, which visualizes the movement of people dur-
ing the one-month travel rush when millions of Chinese travel
across the country for holiday family gatherings. In addition to
the heat map, Baidu also releases the “Spring Festival Home-
coming Tool Kit” on Baidu Maps. During the chaotic holiday
travel season, the tool kit provides users with information on
the cities’ weather conditions, traffic conditions, railway timeta-
bles, flight schedules and locations of holiday train tickets sales
agents.

The capability for location-based searches is the key to the
growth of online-to-offline (O2O) transactions like the “Home-
coming Tool Kit” example. O2O can be broadly defined as
the integration of offline business opportunities with the activ-
ities on the internet. In its most popular form, O2O means
attracting retail customers online, and then directing them to
physical stores for actual goods purchases or real-life experi-
ences such as seeing movies, dining out, hailing taxis and so
on (see Figure 1.3). For instance, Baidu’s investment into and
partnership with Uber, the US car-hailing mobile app com-
pany, has been critical for the latter’s rapid expansion in the
China market.

Alibaba’s e-Commerce Empire

As mentioned at the beginning of this chapter, Alibaba dom-
inates the e-commerce world through two online market-
places – Taobao and Tmall (the latter is specifically intended
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Figure 1.4 Market Share of China’s Mobile Shopping Market in 2014
(Data Source: iResearch, 2015)

for high-end goods and luxury brands). Its leading position
is further strengthened by the widely-used online payment
system Alipay, which is affiliated with Alibaba Group. So far,
Alibaba’s e-commerce prowess has carried the momentum
into the mobile world. As Figure 1.4 shows, in 2014 Alibaba
owned an overwhelming majority (86.2%) of the mobile
e-retailing market. (In fact, it had an even bigger share of
mobile shopping than in the overall online retail market.)

Mobile e-retailing enables customers to place online orders
anytime and anywhere, which aligns with Chinese consumers’
desire for speed and convenience of “any time” shopping. Many
of those purchases are ad hoc decisions arising from offline
world advertisements, social conversations, or simply random
thoughts. According to CNNIC data, in 2014 13.9% of Chinese
customers purchased goods on smartphones while travelling
on public transportation and another 10.6% customers did so
while waiting in queues.

However, the wide usage of Tencent’s social network
platform such as WeChat, as well as Baidu’s mobile search,
indicates that popular mobile apps can potentially become
primary mobile-commerce platforms in their own right. For
example, in recent years Tencent has permitted merchants to
set up “little WeChat stores” (“Weixin Xiaodian” in Chinese) by
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verified public accounts linked to the app’s own payment sys-
tem. Similarly, individual WeChat users can establish in-app
stores to sell goods to their friends and followers. This type
of “social distribution platform” based on social contacts has
different dynamics from Alibaba’s e-commerce empire. To
maintain its leadership in mobile e-retailing, Alibaba has in
turn invested aggressively in the mobile market, including
social network and map services.

Competition for the Closed Loop

While the three internet giants that make up BAT come to
the mobile world with different intrinsic strengths – search, e-
commerce and social network respectively – all of them have an
expansive vision to create a mobile world into which consumers
can immerse themselves. This type of platform is expected
to link every possible item or content with consumers who
are looking for them, whether domestic or abroad, online or
offline. The general belief is that the platform with the most
users will eventually capture the biggest share, and therefore
the highest profit, from the overall mobile economy in China.

This concept is often referred to as a “closed loop” (or
“ecosystem”). In a closed loop, an internet firm has an impor-
tant role throughout the online consumer’s decision journey:
generating demand, finding and comparing local merchants,
moving customers from considering to making a purchase, pay-
ing and then reviewing or sharing with a friend and building
loyalty. Similarly, in the O2O business, the firm delivers an end-
to-end service, from taking an order to arranging for a service
and collecting the payment.

Because the closed loop is so efficient, and because it drives
revenues, all the internet firms – BAT and their competitors –
are attempting to broaden their platforms through acquisitions
and alliances with various online and offline businesses. In
small and large ways, they are stepping into every possible cor-
ner of the mobile world. Compared to their peers, the BAT cor-
porations have an enormous advantage from what economists
call “network effects” – the more people use them, the more
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indispensable they keep getting. Their existing major networks
create big data, which is also a rich source of information when
these established players choose to pursue new opportunities
or new market sectors.

Because of the advantages stemming from their existing
platforms — the users, the data and the large amount of rev-
enue income they generate, the BAT have extended their busi-
ness development and acquisitions far beyond their core prod-
ucts. They’re making waves in taxi-hailing, healthcare, and
finance; they are creating advertisement business, building
robots and connected cars and making blockbuster movies.
In particular, the mobile entertainment business has strategic
importance for BAT’s “ecosystems”. That’s because entertain-
ment contents and services are not only an important revenue
source by themselves, but also a distinguishing factor that draws
users to any specific e-commerce empire and further keeps
them hooked. As shown in the list above, entertainment con-
tent consumption apps are among the top ten list. (In 2015,
according to other research firms’ rankings, the Tencent and
Youku video apps have also joined the top ten most actively
used apps.)

According to the CNNIC data by the end of 2015, 71.9%
of users watched online videos on their smartphones, making
smartphones the leading terminal for viewing videos, ahead of
desktops or laptops (see Figure 1.5). The figure is expected to
grow as Chinese mobile carriers adopt faster fourth-generation
networks that are more suitable for video viewing. The young
internet population is increasingly watching videos, reading
books, sharing and having discussions about content on their
hand-held devices while commuting on the subway or in their
brief moments of spare time throughout the day. They may
watch a short video or read an installment of an online novel
for a few minutes while they are on the move or in between
tasks.

As one would expect, these internet giants have quickly
evolved into what might be viewed as full-fledged media compa-
nies. The same has also happened in dining services, car-hailing
and other sectors. Because every major firm’s goal is to create
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a “closed loop” of its own, the companies are increasingly in
competition with one another. As many players race to offer
services at below cost to compete for users, the market starts to
have doubts about the sustainability of such businesses. In fact,
the internet firms are taking huge bets by spending heavily on
subsidies because the repeat customers may not stay when the
subsidies end. The many cases reviewed in this book will exam-
ine whether a profitable model will eventually arise in those
markets.

Overall, the Chinese economy is going through a structural
shift to more moderate, but more sustainable, growth. After
becoming the second largest economy globally, its pace of
expansion is slower and the course may be bumpier, but its
consumption growth is undoubtedly still tracing a stagger-
ing trajectory. According to the data from China’s National
Bureau of Statistics, in 2015 the services sector surpassed the
50% share of GDP for the first time in history. In addition,
the services sector grew at a much faster pace than primary
sectors (agricultural, forestry, etc.) and secondary sectors
(manufacturing, utility, natural resources, etc.).

In other words, China’s expanding middle class has grown
in importance as the country’s traditional growth engines,
such as manufacturing and exports, start to slow down. Under
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the new economic model, consumer spending on e-commerce
platforms is meant to counterbalance the slowdown in other
parts of the economy. The sophisticated and seasoned middle
class shoppers – those able and willing to pay a premium for
quality and to consider discretionary goods and experience
consumption – are therefore emerging as the new pillar for eco-
nomic growth. To some extent, internet firms like BAT, which
connect and empower this huge swell of consumers, are a proxy
for the prospects of Chinese consumption and the state of the
Chinese economy itself.

Internet Plus in Business Sectors

China’s “internet plus” strategy was unveiled in the 2015 gov-
ernment work report, which aimed to “integrate mobile inter-
net, cloud computing, big data and the Internet of Things
with modern manufacturing, to encourage the healthy devel-
opment of e-commerce, industrial networks and internet bank-
ing, and to help internet companies increase their interna-
tional presence”.

Internet plus means the mobile economy is more than sim-
ply expanding the ubiquity of e-commerce through mobile
platforms. On the surface, internet plus means incorporating
today’s mobile technology into the traditional industries to pro-
vide better consumer communication and transaction services.
Chinese companies are thus investing heavily in internet infras-
tructures, such as cloud computing, wireless communications,
new digital platforms, big data analytics and more. Many com-
panies are looking to the internet for a new set of tools to engi-
neer productivity improvements. As a result, consumers will
benefit from lower prices and transaction costs, as well as better
goods and services.

The more profound implication of Internet plus is growth
and innovation by way of incremental consumption demand
and new business models where traditional industries use the
internet to run key aspects of their business. In other words,
internet plus is more about “internet thinking” than “internet
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using”. As mobile internet is leading the fourth industrial rev-
olution globally, the “creative destruction” of traditional indus-
try sectors is happening in all markets. Driven by the largest
mobile internet population worldwide, the speed and scale of
this transformation in China is unparalleled: immature indus-
tries such as retail and logistics leapfrog straight from the early
industrial age to the internet one, and the growth and posi-
tive spillovers go beyond the consumer goods sector to services,
entertainment, media, finance and other traditional industry
sectors.

As illustrated by the Alibaba/Suning alliance and the
JD.com/Yonghui investment, in order to fully serve and mon-
etize digital consumers, the retail industry needs to use inter-
net tools to get even closer to them and adopt more flexible
business models. The traditional retailers need to move away
from the perception that e-commerce is merely another sales
channel for their products, as it is critical for customers to get
the same products, services and shopping experience in every
channel where they choose to make purchases. The new trend
is for retailers to provide a “seamless omni-channel shopping
experience” by integrating their online and offline channels,
instead of having separate systems to sell products online and
offline.

In addition to consumer goods, the growth in “experience”
consumption, such as movie going, dining out, taxi-bookings
and so on, is at the core of the O2O trends in China. However,
even among the internet giants, no single player dominates in
every area of the mobile linkages relating to the O2O market.
If Baidu is understood to be the best link for people and infor-
mation (search), Alibaba for people and goods (e-commerce),
Tencent for people and people (social network), then O2O
is the link between people and service, which requires the
utilization of all three of the above connectors. That makes
the competition in the O2O market extremely fierce and
its outcome critical to each of the players involved.

Going forward, the Chinese economy will see internet busi-
ness penetrate deeper into numerous traditional industries.
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Among other things, the examples above demonstrate that the
new value creation from the mobile internet can come from
the following areas:

� Introduction of new competition. The internet lowers
barriers to entry dramatically, making it possible for start-
ups to launch quickly, scale up and compete. It gives
entrepreneurs access to low-cost resources to start new
businesses.

� Reduced transaction costs. The internet allows com-
panies, consumers, researchers and the public sector
to communicate and collaborate instantly. It facili-
tates productivity gains from e-commerce, crowdsourc-
ing and internet-enabled supply chain management. It
also allows manufacturers to connect directly with con-
sumers, cutting out middlemen.

� The use of big data analytics. For instance, big data can
lead to cost-efficient analysis of the credit risks of lend-
ing to small businesses and individuals. It also allows
e-retailers to deliver personalized recommendations to
consumers based on their past purchases.

� The ability to meet long-tail demand. For example, mar-
ketplaces like Alibaba have aggregated all the brands
and offerings so that customers have a lot more choices
online than they would in physical markets. In the
fresh food sector, cross-border e-commerce provides cus-
tomers with access to foreign offerings directly.

� The incorporation of social networks into purchase deci-
sions. The information flow on social networks makes
consumers more informed and active.

� Enhanced transparency, competition and efficiency can
lower prices and improve the quality of products. The
internet also empowers consumers to compare offerings
from a wide range of companies easily.

In addition to business model transformation, internet plus
has also stimulated “shared economy” applications that have
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led to broad social benefits. For example, as is the case in
many cities worldwide, the demand for cross-town transporta-
tion is at the heart of an urban lifestyle in modern China.
Although more individuals are buying cars, the demand for
taxi services is steadily increasing as the population in many
cities has exploded due to swift urbanization. The main issue is
that demand is distributed unevenly because there are too few
taxis during rush hour. Meanwhile, four-fifths of China’s private
vehicles reportedly remain idle for long periods of time, as the
lack of parking spots in downtown areas forces most car owners
to leave their cars at home – an enormous waste of resources.

As such, the mobile apps offered by the US car-service and
pooling company Uber and its homegrown rival Didi Kuaidi
(backed by Alibaba and Tencent) have been widely embraced
by Chinese urban residents. These apps use the mobile
internet to match demand and supply in real time, reducing
information asymmetry between passengers and drivers. In
fact, Uber’s rapid growth in China so far might be the best
performance by a US tech company in the country for a long
time. The internet transformation of traditional industries and
services like taxi apps is anything but trivial. It could ultimately
make many modes of urban transportation cheaper, more flex-
ible and more widely accessible to people across the income
spectrum.

What’s even more interesting is the fact that Uber’s ser-
vice has taken off in China much faster than it did in the US.
For example, Uber’s top three most popular cities worldwide –
Guangzhou, Hangzhou and Chengdu – are all in China. The
main reason, of course, is the large urban population and the
high concentration of city residents. There are approximately
200 cities in China with more than a million people. As the
growing Chinese economy brings personal wealth to more peo-
ple, the Chinese urban residents have generated a strong, new
demand for goods and services, and the cities need to adopt
“shared economy” models as a result of their scale, density
and simply because of the sheer rapidity of the transition. The
related business implication is profound: new mobile appli-
cations can receive market feedback and achieve meaningful



The World’s Biggest Mobile Economy 31

scale more quickly in China than elsewhere, because new tech-
nology based on “human infrastructure” tends to spread faster
in China – this is because of the size of the mobile user market.

In that context, China is perhaps the best lab and market
for “shared economy” applications. The mobile internet and
smartphones have created a new social coordinating mecha-
nism, and what the market sees is a seemingly endless poten-
tial to put goods and labor that are less than fully utilized to
productive use. In the case of Uber and Didi Kuaidi, repurpos-
ing a fleet of idle private vehicles as taxis both cuts resource
idleness and alleviates the shortage of rush hour taxis greatly.
These mobile applications will help to create a more inclusive
model of urbanization and economic growth because IT inno-
vations intrinsically emphasize sharing over ownership. When
more people are integrated into this new form of growth, every-
one will get a piece of a smarter pie.

Innovated in China

The period of 2014 to 2015 was a time of inflection for the
global competition between Chinese and US tech players. The
blockbuster IPOs of China’s two largest e-commerce compa-
nies, Alibaba and JD, were more than a showcase of the mobile
internet boom and economic model transformation in the
Chinese market. Their US listings – Alibaba at the NY stock
exchange and JD at the Nasdaq exchange – also shook over-
seas capital markets as well as the global virtual world.

What is really interesting is that the challenges that Chi-
nese companies now face in overseas markets are very much
the same as those encountered by US companies such as Ama-
zon and eBay when they ventured into China. More than a
decade ago, those American tech firms were similarly intrigued
by the Chinese market’s large user base and fast market growth.
Yet the cultural, language, political and technological elements
turned out to be more complex than they expected. As a
result, they swiftly retreated and chose instead to focus primar-
ily on the North American and European market in the past
few years.
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The difference, I believe, is that for Chinese firms overseas
expansion is a must instead of an option. While there is always
more growth to be found within China, the fastest-growing
market in the world will inevitably slow down, and the Chinese
top tech companies must search and find their next billion cus-
tomers in order to expand. And it is not only about expansion,
any company that is strictly local within the context of a global
economy is vulnerable either to competition or to takeover by
a larger global player. For companies today, and this is not only
true for Chinese companies of course, expansion into new
markets is a question of survival. Their journey to the foreign
markets is full of challenges, but with their overseas listing
and significant foreign share ownership, one would expect
Alibaba, Tencent and other Chinese companies to manage
cultural differences better than the US firms did in China a
decade ago.

While BAT and other Chinese firms are expanding glob-
ally to find growth in overseas markets, the internet companies
in Silicon Valley such as Uber and Linkedin, are also focus-
ing on China as the single largest market for growth after
the US. Although the last decade saw Chinese and US firms
establishing themselves in two isolated home markets, respec-
tively, competition between them is set to heat up. In addi-
tion to fighting more directly in each other’s territory, the
Chinese and US tech players are also facing each other in other
global markets, especially in the emerging markets in Asia
and Africa.

Going forward, the Chinese market is poised to be a trend-
setter, rather than a trend-follower, in next-generation mobile
devices and services. Its unique strength is its unrivalled inter-
net user population size, because data in the digital era is
becoming a significant asset. With a population of approx-
imately 1.4 billion and nearly 700 million internet users in
China, the data in China’s consumer market is primed for surg-
ing growth. It is the oil of the information economy and the
foundation of upcoming Chinese-designed products and new
business models.
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Similarly important, and what makes the market unique, is
the fact that China is also the largest “mobile-first” and “mobile-
only” market in the world. Therefore, from the application
side, China’s market has evolved in a very different way from
the Western equivalent, moving much more aggressively into
mobile. A ride-sharing mobile app is a product which best
represents the direction of mobile internet development in
China: one can post the information of other shared resources
on a PC, but one cannot carry a PC while hailing a taxi on
the street. Nor can the driver install a PC in the car. As illus-
trated in the Uber China case, new mobile applications can
potentially achieve significant scale more quickly in China than
elsewhere.

Furthermore, with government endorsement in the back-
ground, a dynamic ecosystem of entrepreneurs and start-ups is
being built up organically. The network of established internet
firms and their seasoned entrepreneurs, endless eager talent,
abundant angel investors and venture capital, and a sophisti-
cated manufacturing system are collectively making China one
of the most interesting centers of innovations in the world (see
Figure 1.6). This innovation ecosystem is centered on a net-
work of “graduated entrepreneurs” from established internet
firms such as BAT. This development resembles the multi-
plying effect seen in the Silicon Valley ecosystem in the last
few decades, where the generation of entrepreneurs spawned
by Intel, Netscape, Google and Paypal have created waves of
start-ups.

Not that long ago, China’s tech industry was known pri-
marily for low-cost, cheap knock-offs and copied internet busi-
ness models. Fast forward to today and Chinese companies are
moving to the forefront of global technology innovation. They
can no longer be easily benchmarked against their Western
counterparts. Alibaba at the very beginning might have been
thought of as “China’s eBay”, but now Alibaba is more of a mix
of Amazon, eBay, PayPal and Netflix. Although Xiaomi is often
referred to as the “mini Apple”, its business model is that of an
“internet company” instead of a “smartphone company”, and
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its product offering has expanded into many different smart
device categories.

As will be seen throughout the book, Chinese tech compa-
nies have already proven their mettle by catching up to global
rivals in the smartphone and fourth-generation (4G) tech-
nology development process. They are now joining a fiercely
competitive global race to become the first company to offer
fifth-generation (5G) wireless networks and products to global
customers. Many Chinese firms are moving aggressively into
the future of an ultimate multi-device and hyper-connected
world. For instance, Chinese players have invested heavily in
the internet-connected and electric cars, which are considered
to be the next key terminal for mobile internet after the smart-
phones.

Most remarkably, the new innovation ecosystem in China is
creating more tech start-ups that cannot simply be described as
the Chinese version of US firms. The new generation compa-
nies are more innovative in terms of products and technologies
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Table 1.3 China’s top ten highest valued start-ups (as of January 2016)

Company name
Valuation
($ bn)

Latest funding
(valuation date) Business description

1 Xiaomi 45 December 2014 Leading manufacturer
of smartphones and
smart devices

2 Ant Financial 45 July 2015 Internet finance
company covering
mobile payment, cash
management and
wealth management

3 Meituan/Dianping 18 January 2016 China’s Groupon and
Yelp, covering both
group buying and
consumer reviews

4 Didi Kuaidi 15 July 2015 Dominant taxi-hailing
app, Uber’s biggest
rival in China

5 Lufax 9.6 March 2015 Internet finance, one of
the largest peer-to-peer
(P2P) online lenders

6 DJI Innovations 8.0 May 2015 The world’s largest
consumer drone maker
by revenue

7 Zhong An Online 8.0 June 2015 China’s first online-only
insurer

8 Meizu 6.0 February 2015 Smartphone and
internet service
company backed by
Alibaba

9 LeTV Mobile 5.5 November 2015 Smartphone unit of
LeTV, the internet and
video conglomerate

10 Ele.me 3.0 August 2015 Online food delivery
service for universities,
offices and others

(Data Sources: Disclosures from fund-raising rounds; Approximate valuations)
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calibrated to local market needs, more willing to accept outside
investors and have a more global outlook from the very begin-
ning. (See Table 1.3 for China’s top ten highest valued start-
ups.) Their high valuation not only reflects their enviable scale
in the world’s largest mobile commerce market, but also illus-
trates the investors’ optimism in the special business models or
product features that they are pioneering.

Therefore, the innovation happening in the Chinese mar-
ket is of strategic value to the leading tech firms in Sili-
con Valley as well as the global tech industry. Backed by
the emerging ecosystem of entrepreneurship in China, Chi-
nese tech and internet firms are very likely going to become
a source of unique features, products and business models.
There are also opportunities to cultivate cross-pollinated inno-
vations between China and Silicon Valley, as well as other cen-
ters of entrepreneurial excellence. The story of China is rapidly
transforming from the old “Made in China” to the new “Inno-
vated in China”.
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Users, Partners, Investors and
Competitors: Global Stakeholders

In 2014, PepsiCo launched a “Bring Happiness Home” cam-
paign during the Chinese New Year using its public account on
WeChat, a popular app in China similar to Facebook and What-
sApp. By using the WeChat features, Pepsi made it possible for
people to send good wishes to friends and family creatively and
digitally during the traditional holiday season.

The Chinese users could send their own voice recordings to
the account and have them remixed into the customized “Bring
Happiness Home” theme song, before being delivered to the
smartphones of their friends and relatives across the nation.
In addition, the audio features gave the users the option to
include sound effects, such as the sound of horses galloping
in celebration of the Year of the Horse. The brand message
was incorporated in the theme song, and the Pepsi name was
also cleverly embedded in the campaign title through the use
of a pun on the word “Happiness”, as the translation of Pepsi’s
name in Chinese is “Happiness in Everything”.

In parallel to PepsiCo, Coca-Cola started a similar “Lyric
Coke” campaign with contemporary Chinese pop songs. Each
Lyric Coke bottle included a QR code that could be scanned
using WeChat’s built-in reader. By scanning the QR code, a
short song clip was activated, featuring popular Chinese lyrics
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like “Baby, I’m sorry” as well as the FIFA World Cup lyrics from
the same year. The song clip could then be shared on WeChat
and other social media platforms.

By adding lyrics to Coke products, Coca-Cola turned the
Coke cans and bottles into a medium of self-expression. The
Chinese drinkers could signal how they were feeling by sharing
the respective song clips. The popularity of the campaign also
inspired fans to “collect” different Lyric Coke cans and bottles
like stamps would have been collected in the past, generating
further consumer attention. The Lyric Coke marketing cam-
paign transformed the global Coca-Cola brand into a special,
personal experience for the consumers.

Pepsi and Coke competing on the WeChat advertising plat-
form is just one remarkable example of mobile technologies’
profound implications for companies doing business in China.
A mobile social network like WeChat not only provides users
with a new messaging service or entertainment channel, it also
reshapes the behavior of the consumer and the business stake-
holders clustering around them. These trends are so impor-
tant and powerful in shaping consumption decisions that even
multinational corporations that have conducted business in
China for many decades are rethinking their strategies in China
comprehensively.

At a broader level, Chinese e-consumers, probably among
the most mobile-advanced in the world, are still demanding
more innovative online shopping experiences, while major
retailers are rushing to offer ever more sophisticated online ser-
vices. This also opens up new opportunities for non-indigenous
companies who do not have, or need to have, a physical pres-
ence in China. As illustrated by the cases of brands and retailers
in this chapter, for both multinational companies in China and
any companies thinking of bringing products to China, mas-
tering mobile internet strategy and developing social network
advertising will separate the winners from the rest.

The New Digital Middle Class

The first wave of “open and reform” policies in the 1980s and
1990s created a large working class in China, the next wave
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of globalized growth in the 21st century has created an enor-
mous middle class. This middle class in China is already the
size of the US population and is expected to double within
seven years. In addition to its extent and significant dispos-
able income, this new middle class is also characterized by
its quick adoption of mobile applications in their everyday
activities.

According to China Internet Network Information Center’s
(CNNIC) most recent annual report, as of December 2015,
China had the world’s largest mobile internet user popula-
tion of 620 million, and the percentage of those using mobile
phones to go online reached 90.1%. They use the internet
more for entertainment and consumption – text messaging,
social network sharing, online game playing, movies and videos
streaming and shopping – than for work, which is bringing seis-
mic changes to China’s customer markets.

Firstly, this new generation of consumers is extremely com-
fortable with mobile e-commerce. Because of the broad owner-
ship of smartphones and the broadband infrastructure across
the country, Chinese customers are online from the start, and
they are turning into mobile shoppers at a fast pace. They
are quick adopters of new technology and digital media, so
they are extremely comfortable with the e-retailing ecosystem.
For example, Western consumers prefer clean and streamlined
website designs, while Chinese shoppers prefer a crowded and
compact website, which seems to signal creates a high-energy
shopping atmosphere.

CNNIC’s 2014 annual report also found that Chinese inter-
net users’ attitude towards the internet is exemplified by “trust
and sharing”. As of December 2014, 54.5% of the internet users
showed trust in online information, a remarkable increase
from 35.1% in 2007. The general trust in the online informa-
tion flows becomes an integral part of social trust, which lays
the social foundation for the application and development of
deep networks of e-commerce and internet finance. For exam-
ple, brands lacking the funding for traditional advertising are
now able to engage online consumers and, in many cases, in
ways that the traditional media cannot.
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Secondly, internet coverage has brought unprecedented
exposure to foreign brands to Chinese customers. When they
shop online, Chinese consumers have more choices among
retail brands than in brick-and-mortar shops. For branded
goods, e-commerce is an important channel to expand their
distribution beyond first-tier cities into the hands of consumers
who rely on online shopping in the lower-tier cities.

In addition, the explosive growth of online entertainment
content presents the middle class with an even more widely
expanding selection of brands. With brand images carefully
built in the backdrop, movies, television shows, sports broad-
casting and other content have reached a broad range of Chi-
nese viewers, from coastal cities to rural areas, through the var-
ious video streaming websites.

For example, Champagne or even sparkling wine has been
less commonly used to celebrate special occasions or cere-
monies in China than red wine, but a recent Chinese block-
buster movie series Tiny Times – known as the Sex and the City of
China – provoked new interest in French champagne among
the young generation. The movie series, which depicted the
lifestyle of high society girls in their 20s, appealed to a young
audience, while simultaneously offering viewers a glimpse of
numerous fashion brands. For instance, the latest episode of
Tiny Times featured the flagship stores of numerous fashion
brands in a scene filmed in Rome.

Thirdly, social networks have tremendous influence on cus-
tomer purchasing decisions. According to A.T. Kearney’s 2014
Connected Customer Study, Chinese consumers are ten times
more reliant on social media in the making of purchasing deci-
sions than are Americans. PWC’s 2014 Total Global Retail Sur-
vey indicates that 86% of Chinese consumers purchase prod-
ucts through social media, compared to 48% consumers world-
wide, and almost all customers use social media to discover,
research and review brands.

This might be explained in part by a cultural differ-
ence: social engagement and purchasing behavior are so
intertwined in China that Chinese customers tend to seek
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friends’ input before they make shopping decisions. Con-
sumption is an extension of social interaction, and pur-
chasing decisions are made not only to satisfy personal
needs or desires, but become an integral part of the rela-
tionships between individuals. Another cultural difference
could be that Chinese consumers are more skeptical of
formal communications, such as quality certificates, which tend
to be widely distrusted; instead they put more value on peer-to-
peer recommendations. As a result, with almost instantaneous
feedback and easy-to-use interfaces, social media platforms are
indispensable in the life of Chinese e-consumers.

By combining features from Twitter, Facebook, Instagram
and other social media services, WeChat, the social network
and messaging app developed by Tencent, is by far the most
popular forum. It started as a messaging app, but has evolved
into a major mobile commerce ecosystem. Its social network
function shapes consumer behaviors in significant ways. Brands
have also used it as an effective channel to keep customers
engaged. Now it also offers a platform for companies to sell
recommendation-driven products such as cosmetics, health-
care and insurance directly.

Like Facebook in the US, WeChat offer special value to tar-
geted marketing because of its users’ “circles of friends”. For
instance, one young professional may have one WeChat circle
for her high school classmates, one for college classmates, one
for graduate schoolmates, one for current colleagues, one for
colleagues from her former position and so on. Each circle
relates to certain common social activities: a circle of former
colleagues may have dinner together frequently, whereas the
circle of graduate schoolmates mostly share information about
IT seminars and executive training opportunities. As a result,
the WeChat circles can be used by marketers to target specific
groups with customized product offerings.

The eager adoption of social media by Chinese consumers
has created unique opportunities for companies that want to
gain insights about, and to engage with, the enormous mid-
dle class. Therefore, global brands in China such as Burberry,
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Estée Lauder, Mulberry, Starbucks – to name just a few – have
actively engaged the social networks in China (such as WeChat)
to develop new advertising strategies. Some of their creative
WeChat campaigns will be analyzed in the next section.

Fourth, the younger generation of consumers are conspic-
uous consumers. The younger generation of consumers enjoy
the status conferred by luxury brands, and they routinely trade
up to the next tier of luxury brands. White collar profession-
als constantly look for the newest products and trends fea-
tured in Western movies and TV shows on the video stream-
ing sites. Even young migrant workers, who are clearly in the
lower income bucket, may spend a month’s wages on high-
end products like Apple iPhones. As depicted in shows such
as Tiny Times, wine appreciation is another expression of the
growing middle class in China making a thoroughly globally-
aligned lifestyle choice.

Younger consumers like to share their unique experiences
online. The CNNIC 2014 annual report statistics have shown
that 60% of Chinese internet users are positive about sharing
their experiences online, 13% of them show strong desire to
do so and 47% show moderate desire. In particular, among
users aged between 10 and 19, approximately 66% of them
are strongly or moderately interested. In fact, showing off (or
“shai”) their lifestyle online is part of the social fabric for many
young Chinese, as is the case globally. (See the “Shai on Social
Network” box.)

As a result, this younger generation of middle class con-
sumers has a strong demand for customized and personalized
products and experiences. Western brands therefore cannot
simply turn their global advertisement into Chinese language,
as they did during their entries into the Chinese market in the
1980s or 1990s; instead they constantly have to create new aspi-
rations and identities in their stories. Every brand has to gen-
erate unique sparks to keep the young conspicuous consumers
engaged.

For example, British leather retailer Mulberry used WeChat
as a platform for Chinese consumers to experience the brand
in a personalized way, as the company considered Mulberry a
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brand with a rich heritage and a sophisticated, nuanced iden-
tity, and viewed the campaign as having entertainment value.
The registered WeChat users could browse its collection of
leather products and digital content, some of which were exclu-
sive to the app, and they could also get a behind-the-scenes look
at Mulberry’s Autumn/Winter 2014 advertisement campaign
that featured Cara Delevingne.

“Shai” on Social Network

Chinese consumers are both voracious e-shoppers and active social network
users. The combination of both leads to a new social phenomenon called “shai”
which is essential for digital marketing aimed at the younger generation born in
the 1980s and 1990s.

“Shai” in Chinese means to put something under sunshine. In social media,
it becomes a term to describe the young generation “showing off” their lifestyle,
such as a luxury brand one just bought or a fancy restaurant one is sitting at. By
definition, important status items are “shai-ed” by visual contents, with photos
and videos as the most important part of communication. Social media platforms
such as WeChat provide the perfect platform.

For brands, “shai” means the young netizens are not passive consumers;
instead they actively find a voice in social media to express their appreciation
of the brands (or they may similarly express dissatisfaction with brands on their
social network). Major brands are paying close attention to “shai” in the social
networks, as it is an important marketing channel to develop a better under-
standing of the young consumers.

Foreign cosmetics brands have been a popular category for Chinese con-
sumers to “shai” when they enjoy “trading up” into luxury brands. As discussed
later in this chapter, fresh foreign food is a new kind of “affordable luxury” that
appeals to the young middle class. For example, their consumption of imported
fruits such as Canadian blackberries or Chilean cherries is often “shai-ed” in
their circles.

In summary, because of the new mobile connectedness,
many Chinese consumers are experiencing global brands for
the first time in their life. The brands need to rethink their
Chinese advertising campaigns in this new context. As shown
in the examples, localized marketing that integrates cultural
references (such as PepsiCo theme song’s linkage to the
Chinese New Year’s tradition) and appeals to the specific
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behavior of online Chinese users (such as the Lyric Coke bot-
tles “collection”) have proven to be the most effective at con-
verting online participation into material sales.

WeChat: A New Platform for Foreign Brands

WeChat (“Weixin” or “micro-message” in Chinese) is a
Chinese innovation story: Tencent initially built it based on the
functions of proven overseas social media platforms, but it later
designed features with Chinese characteristics, which attracted
more than half a billion users in China and abroad.

WeChat is now the most popular social forum in China. It
started off as an instant messaging service, but Tencent has
since built an entire ecosystem of interrelated services and
functions within WeChat. Alongside text, video and voice mes-
saging, WeChat users can now shop online and make mobile
payments, play games, book hotels and flight tickets, order a
taxi and do many other things without ever leaving the app
ecosystem.

One important reason for its popularity is that Chinese
users can (or at least could) send text, links, videos and pho-
tos to friends more cheaply through WeChat (data package
charges) than traditional texting services offered by wireless
carriers (charging by the number of calls and texts). Also,
WeChat is a more convenient platform to use. For instance,
many people find typing Chinese characters on a smartphone
screen time consuming, so WeChat has developed strong voice
capabilities and offered the free voice messaging feature. In
China it is commonplace to see WeChat users holding up their
smartphones like walkie-talkies as they convey voice messages
and listen to replies.

In addition, communication by WeChat is considered a
more intimate, controlled and trusted environment. Chinese
shoppers are increasingly resorting to friends’ reviews and rec-
ommendation online when they make purchases, so WeChat
becomes a platform of choice. Many users are almost addicted
to WeChat: they tend to pick up their phones several times an



Users, Partners, Investors and Competitors: Global Stakeholders 45

hour to access WeChat and will often spend several hours a day
using the platform. For all the above reasons, WeChat is an
ideal place to introduce offerings that are heavily influenced
by word-of-mouth recommendation and peer reviews, such as
branded goods and experience consumption.

Using WeChat’s messaging, image and audio features,
brands can easily develop a multi-media marketing campaign
supported by user-generated content on a mass scale. For exam-
ple, similar to Coca-Cola and PepsiCo’s marketing campaigns
mentioned above, McDonald’s has also used WeChat’s voice
capabilities in 2014 to run a “Big Mac Rap” contest to promote
its signature Big Mac hamburger.

The “Big Mac Rap” contest featured famous TV host Hua
Shao from the hit singing show China’s Good Voices. At the
beginning of each China’s Good Voices show, Hua Shao always
started by introducing the show and thanking sponsors in a
fast-paced monologue. McDonald’s asked customers to record
a “Big Mac Rap” in the “Hua Shao Talk” style and then upload
their videos or sound clips to McDonald’s WeChat account.
Numerous spoofs from the contest successfully attracted wide
participation from the public. In particular, the main theme of
this “Big Mac Rap” campaign was being casual, easygoing and
fun, which aligned well with McDonald’s brand identity.

Interestingly, the most dramatic example of such a “popu-
larity marketing campaign” on WeChat came from the mobile
payment service “WeChat Pay” that is directly linked to WeChat
itself. To challenge Alibaba’s monopoly in e-commerce, Ten-
cent entered the mobile payment territory traditionally dom-
inated by Alibaba-affiliated Alipay. WeChat Pay had a major
breakthrough in user adoption after it launched a “digital red
envelope” campaign during the 2014 Chinese New Year season.
The digital red envelope service enabled people to give hol-
iday gifts to relatives and friends conveniently through bank
accounts instead of cash, and it incorporated additional fea-
tures to make the process more fun and engaging, something
that was more than a simple transfer of funds. The campaign
was an incredible success: hundreds of millions of users were
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glued to their smartphones during the Spring Festival season,
and they happily registered their banking information with
WeChat to become WeChat Pay users.

Targeted marketing on WeChat, however, may provide even
more value for brands in the future. Generally speaking, the
information on WeChat users’ age, gender, interests, educa-
tional background, social behavior and consumption habits
can be used by retail vendors to target consumers more specif-
ically than through mass email or micro blogging. Because
it is also a messaging app, WeChat enables brands to have
something akin to a one-to-one interaction with their follow-
ers. Numerous Western companies have embraced WeChat to
connect intimately with their fan base in a way that is both cost
effective and welcomed by the advertisement recipient: with no
unwanted banners, no redirection clicks and quick responsive-
ness to followers’ reviews or suggestions.

For example, Burberry ran a “parallel social event” on
WeChat to promote the opening of its new flagship store in
Shanghai in April 2014. By giving the participants a chance
to watch its Autumn/Winter 2014 runway show in real time,
Burberry strengthened its ties to the followers because they
needed to add Burberry’s public account to their WeChat net-
work before watching the show.

Then the interactive button “My Burberry” led users to
images of Burberry products and the details on how to order
them.

Another evolving marketing strategy is to combine brand
identity and certain social responsibility concepts into an inte-
grated social media message on WeChat. In these cases, com-
panies sometimes use both social network tools and traditional
TV programs to maximize the marketing impact. One case in
point was a family value-based marketing program by the food
brand Oreo.

In a 2014 marketing campaign, Oreo targeted parents who
worried about the lack of direct communication between them-
selves and their children due to the long working hours so



Users, Partners, Investors and Competitors: Global Stakeholders 47

common in China. Collaborating with WeChat, Oreo created
a customized app around “Emojis”, the icons of little smiley
faces that were gaining increasing popularity in China at the
time. WeChat users could take photos of themselves and their
children and then paste the heads into Emojis before sharing
them with friends. In parallel, the campaign also included a
television advertisement in which a mother and her daughter
played together and shared a bag of Oreos. Because the brand
identity is played out with a cross-generation social responsibil-
ity message, the combination of a TV advertisement and social
network was a great success in grabbing consumer attention in
the Oreo Bonding Emoji campaign.

While the digital platforms like WeChat could work to for-
eign brands’ advantage in China, there are also special consid-
erations that may pose risks because WeChat was designed to
facilitate intimate communications within closed social circles.
For one thing, when a social media conversation about a brand
turns negative within some closed circles, the company may not
be able to identify it quickly and respond in time. For that rea-
son, marketers must establish and maintain constant two-way
engagement with customers. For another, because the engaged
consumers expect companies to respond to their every post,
they may be disappointed when their expectations of a direct
relationship are not met.

In addition to partnering with brands for a marketing cam-
paign on WeChat, Tencent is also testing sending regular adver-
tisements to WeChat users directly. (See the “Are you BMW
worthy?” box.) Since 2014 the market has also seen thousands
of merchants bringing China’s popular direct-sales model to
WeChat. They formed semi-private WeChat groups of 50–100
people each, bringing in friends and friends of friends to sell
everything from organic vegetables to the latest fashion brands.
These are now referred to as little WeChat Stores. As China’s
social networks expand in features and users, new marketing
models will continue emerging from WeChat and other similar
platforms.
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Are you BMW worthy? Or in the Coke camp?

In January 2015, Tencent started including advertisements on its WeChat plat-
form for the first time. That initiative was intended to demonstrate the power
of combining big data with social media. To everyone’s surprise, while targeted
advertisements on social networks such as Facebook were viewed as negative
by most users, in China many WeChat users became anxious when they were
selected not to be shown certain advertisements.

In WeChat’s first direct advertisement trial, it sent out three targeted adverts
to different groups: one group was shown the BMW car advertisement, the other
was shown the mobile phone brand Vivo and the third was shown a Coca-Cola
advert. Soon the Internet community saw the lucky ones receiving the BMW
advertisement “shai-ing” screenshots of the advert as a status symbol. Mean-
while people from other groups protested on WeChat against “discrimination”.
In particular, the Coca-Cola crowds, who were apparently not “BMW worthy”,
began to refer to themselves jokingly as “Diaosi”, the Internet term for losers.

The WeChat users paid close attention to the advertisement they received,
because they considered it an indication of what Tencent’s big data thought of
their net worth and social status. For many, BMW was linked to wealth, Vivo
possibly linked middle class, but Coke was undoubtedly viewed as low income.
The social status anxiety created by those adverts was obvious: this was demon-
strated by one person who didn’t receive the BMW advertisement claiming he
was rich and announcing he would buy a Mercedes right away.

Different theories soon emerged to explain the criteria used by WeChat for
those three targeted advertisements. One theory was that Apple iPhone users
received the most BMW adverts. Another suggested that Tencent looked into
the users’ historical records of mobile payments. Some domestic media reports,
quoting unidentified insiders, suggested that the main factors considered were
the users’ age and location. Of course it could have all been a clever marketing
ploy intended to create brand awareness for all three brands involved by sending
adverts randomly.

Alibaba: Access for Foreign Products

Because the consumption boom in China is mostly a 21st cen-
tury phenomenon, its retail consumer market remains frag-
mented. There is no extensive bricks-and-mortar retailer infra-
structure similar to that in the US, let alone brands of national
retail chains (such as Walmart in the US). Despite the recent
boom of shopping malls, the overall coverage ratio is about two
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shopping malls per one million people (about one-tenth of the
rate in the US).

The growth of internet coverage and e-retailing has filled
the gap. Online marketplaces such as Alibaba have emerged,
which not only connect buyers and sellers, but also provide
related support services such as marketing, delivery and pay-
ments. This levels the playing field for the smaller merchants
to participate in the market. According to Alibaba statistics,
by 2015 there were about 10 million entrepreneurs running
small businesses on Alibaba’s e-commerce websites. Going
forward, online retail is expected to grow at three times the
rate of the overall retail market, with the main growth coming
from the third- and fourth-tier cities, where the shoppers leap
into e-commerce directly.

In a similar way, the e-commerce sector has also cre-
ated a significant opportunity for cross-border trade. In 2014,
Alibaba launched a dedicated Tmall Global site to host online
shops for foreign products. Soon its main rival, JD.com,
also started a new venture called JD Worldwide to com-
pete head on. Smaller players such as Ymatou.com have also
launched similar sites. They are especially useful for small
Western businesses, because by way of this channel to mar-
ket many products are now able to reach the world’s fastest-
growing consumer market without having to set up phys-
ical shops in China. Also, digital access may mean faster
and broader reach to consumers across China than physical
stores would ever be able to provide.

For example, in 2015 the UK’s Royal Mail set up an
online shop front at Alibaba’s Tmall site, serving as a link
between mid-size and small British companies and Chinese
consumers. Royal Mail would handle the necessary documen-
tation for the firms, as well as supporting services such as mar-
keting, promotions and customer services; in return, Royal
Mail would receive commissions on the sale of products as
well as fees for shipping the products through its Parcelforce
express unit. The arrangement aimed to provide the Chi-
nese market with access to British retailers and exporters who
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Figure 2.1 Which Country’s Goods Do You Mostly Buy on Cross-Border e-commerce Sites?
(Data Source: CNNIC, December 2014)

could not afford to set up a physical presence in China on
their own.

The cross-border e-commerce industry is booming in
China. For the new digital middle class, the demand for high
quality goods and services has never been higher. According
to the CNNIC data, as of December 2014, the US market is
the most visited by the users of cross-border e-commerce sites,
as more than half of the Chinese customers (58.2%) placed
orders for US goods (see Figure 2.1). The goods from Korea
(34.3%) and Japan (30.6%) followed.

In particular, because domestic Chinese goods can no
longer fulfill the demand of the Chinese consumers fully,
they increasingly shop online to search for offerings from the
overseas markets. The online food business is now one of
China’s fastest growing markets and therefore an important
sector for Alibaba, JD.com and other e-commerce companies.
While foreign luxury brands have led the trend, the latest cool
products are fresh food and fruit from abroad, such as New
Zealand lamb, Alaskan crab and Mexican avocados, this is not
only the result of consumer aspirations, the Chinese public
have strong concerns about food safety issues.

In recent years, Chinese customers’ faith in local food was
shaken by a slew of food safety scandals, which appear to have
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turned everyone into food safety experts. The discovery of
tainted baby formula milk in 2008 was a high profile incident
that raised the alert level for many Chinese customers. Later
the wide use of cooking oil retrieved from city drainage also
shocked the country. (See the “Di-gou-you (Gutter Oil)” box.)
Foreign companies operating in China had their share of safety
issues too, with McDonald’s from the US and Fonterra from
New Zealand among those forced to recall products due to
quality concerns.

As a result, information technology companies have
responded with some creative suggestions, but they are still far
from being able to offer a complete solution. Some innovation
uses data techniques to track the food transportation process
to ensure the food has not been contaminated during the jour-
ney. For instance, Joyvio Group, a Legend Holdings’ portfolio
company, is the largest end-to-end fruit company of its kind
in China. It has large-scale farming operations in China and
abroad that produce high quality fruit, and it has also devel-
oped a “whole chain traceability” app to track the food from its
plantation field to the end-user’s dinner table. Using the smart-
phone app, shoppers can simply scan a code on the food item
to find information on the fruit’s journey as well as examine
the soil and water tests from the farm.

“Di-gou-you” (Gutter Oil) and Smart Chopsticks

Cooking oil is traditionally used heavily in Chinese cuisine, but “di-gou-you” is a
new phenomenon. To the shock of many Chinese customers, some cooking oil
in the market is derived from, as the name suggests, gutters. Apparently, waste
oil is collected from restaurant fryers, grease traps, or even sewer drains before
being recycled into illicit cooking oil.

Gutter oil is frequently involved in urban legends on China’s social networks.
On April Fools’ Day in 2014, China’s search engine giant Baidu offered a video
clip on smart chopsticks that could determine whether a dish contained gutter
oil. According to Baidu, when the video was made, it had no serious intention
to pursue it as a product. However, because the fake advertisement generated
so much buzz on social media, Baidu decided it could be a timely innovation.
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At the company’s annual technology conference in September 2014,
Baidu’s Chief Executive Robin Li unveiled the “smart chopsticks” prototype that
was called Baidu Kuaisou. They were equipped with sensors to collect data on
pH levels, peroxide value and temperature, and they could be connected to a
smartphone app to provide users with analyzed readings on the oil being tested.

So far, Baidu has only manufactured a small batch of smart chopsticks
prototypes for testing. But some food experts have already warned that gutter oil
producers could outsmart the smart chopsticks. Because the sensors only take
a small number of variables into account for its analysis, the gutter oil producers
could, according to the experts, easily add relevant chemicals to give its oil
products a false safe reading.

However, because the widespread food scandals have
shaken consumers’ trust, Chinese consumers are also suspi-
cious of the certificates generated by their smartphone apps.
They worry that this verification can be fabricated as well. Even
with smart devices designed by tech companies to detect chem-
icals, such as the smart chopsticks from Baidu, they are still con-
cerned that unscrupulous food producers could easily outfox
them. Therefore, the demand for imported food has grown
rapidly. A recent study by the China Market Research Group
showed that many consumers are willing to pay premiums of
30–40% for imported milk, meat, fruits and vegetables as a
result of their perceived safety.

In 2013, Tmall.com, Alibaba’s online marketplace, started
allowing US food companies to ship directly to customers
in China. The enthusiastic response from Chinese customers
made this venture a huge success. For example, farmers in the
Pacific Northwest sold 180 tons of cherries to China in 2013
through Alibaba’s platform. It set off a cherry frenzy in China,
and the sales in 2014 more than tripled to reach 600 tons.

Encouraged by the market growth, the e-commerce com-
panies are now in a race to sign up foreign governments and
producers for fresh food and fruit supplies. JD.com, Alibaba’s
main rival in e-commerce, has also made a major push into
the imported food business with partnerships in the US,
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Australia, France and more. In 2015, it led a $70 million
investment round in FruitDay, which claimed to be China’s
largest online fresh produce firm and on course to hit 10 mil-
lion customers the same year. SF Express, one of China’s biggest
logistics firms, also launched a portal in 2015 to sell food prod-
ucts it sourced from retailers.

The cross-border e-commerce field still involves significant
challenges for foreign merchants however.

First, for cross-border e-commerce, logistics and delivery
are natural challenges. Even for the largest e-commerce plat-
forms in China, the whole value chain may take some time
to function smoothly. What is promising is that the latest
government policies on cross-border e-commerce have encour-
aged e-commerce sites to upgrade overseas shopping services,
and the internet giants have already put some advanced sup-
ply chains in place. For example, through Alibaba’s Tmall web-
site, New Zealand kiwi orders could arrive in Shanghai cus-
tomers’ hands within two days. For JD.com, which operates as
a direct sales channel and views its own logistics network as
a main differentiator from Alibaba’s online marketplaces, its
commitment to cross-border e-commerce should lead to sig-
nificant investments in its own distribution infrastructure for
overseas products.

Second, the competition on pricing is fierce, as most daily
necessities are available through domestic sources at much
lower prices and, in many cases, offer same-day free delivery.
Standard products that have higher base pricing before addi-
tional import duties and shipping costs will have a hard time
being competitive in the over-crowded mid and lower ends of
the market. It is critical for the foreign suppliers to distinguish
their products from those of their domestic peers. Fresh food
and fruit from overseas farms are a good example, as their pop-
ularity is a result of the Chinese consumers’ safety concerns.
Another example is Western fashion brands. These can charge
a premium to cover taxes and transportation costs because Chi-
nese customers in general still perceive foreign brands as more
stylish and of a better quality than local brands.
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In addition, while the foreign merchants do not have to
set up shops in China, the e-platforms are certainly not free
(as transaction commissions and other charges apply). Further-
more, some physical presence or partnership in China may still
be needed for the merchant to be able to scale its operation and
to understand the subtle details of a completely new market.
The bottom line is that in an ultra-competitive market, a physi-
cal shop is still a proven way to stand out and grab the attention
of consumers. For example, the US brand Gap has set up a pres-
ence at Alibaba’s Tmall, has launched its own online shop and
also has its physical stores in China.

Thirdly, and probably the most complex issue to deal with
for an outside vendor, is that the foreign businesses need
to team with the online marketplace to combat counterfeits.
Counterfeits and gray market goods affect e-commerce plat-
forms around the world, but the scale of the Chinese market
makes this an especially important issue. Alibaba is well known
as the powerhouse of e-tailing and the main channel for foreign
brands’ online sale in China. It is at the forefront of this compli-
cated battle, which involves multiple stakeholders of customers,
marketplaces, brand companies, vendors and regulators.

As mentioned earlier, Alibaba’s Taobao site is a bazaar-
like platform for smaller merchants, whereas the Tmall site is
mainly intended for larger retailers and global brands. Both
sites have faced complaints from foreign companies and indus-
trial groups about counterfeit goods or unauthorized listings,
such as fake cosmetics and knockoff handbags.

Some counterfeits are obvious: these goods may be labeled
as “special factory direct sale” items, and typically their offering
price is at a huge discount to the retail price. However, some
consumers are more sensitive to price than quality, and some
are just happy to own a branded product, whether it is authen-
tic or not. So they may buy these questionable products without
questioning whether they are authentic. Some non-authentic
products are not outright fakes, however, so they are harder to
categorize.

Some so-called “web products” are known as gray market
goods, such as factory overruns that are authentic products by
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definition; yet they are sold cheaply without the authorization
from the brands, and this may have an adverse impact on the
brand’s market positioning. Some products are imitations of
foreign brands, but they also add in specific new features to
cater to domestic consumers’ needs, such as cell phones with
an ultraviolet light setting that could detect fake bank notes.
For those, it is debatable whether they are pirated products or
alternative versions of existing products that fill a vacuum that
major brands have either abandoned or not yet exploited. (See
the “Shanzhai” box.)

Shanzhai (“Knock-off” or “Copycat”)

“Shanzhai” is the Chinese term referring to fake or pirated products as well as
the businesses based on these products. When smartphones were introduced
to China a few years ago, cheap “shanzhai” phones flooded the market. The
“shanzhai” phones are more affordable, which was an important factor for the
fast adoption of smartphones in China.

The term “shanzhai” came from traditional Chinese literature. It means
“mountain fortress”, and refers to a stronghold of regional bandits who are free
from government control. The most famous of these bandits was probably the
gang in the Song dynasty depicted by the Chinese classic literature Tale of the
Marshes (Shui-hu-zhuan, which is also translated as “Water Margin”).

After gaining popularity with smartphones, “shanzhai” soon became a gen-
eral social term for low-cost imitations of cars, mansions, movies or even events,
where the once high-end and exclusive ones were made accessible for the con-
sumer at a lower point of entry. For example, some rural areas organized Spring
Festival variety shows involving performers who looked like famous movie stars
so that the people who could not afford to engage with the real stars could enjoy
a “shanzhai” show.

Many internet firms in China that were once viewed as “shanzhai” web
firms themselves, have developed core competencies to differentiate them-
selves from the other firms. They have grown into innovators, creating products
and services that are different from (or even superior to) those of their Western
counterparts. When the State Internet Information Office Deputy Director Peng
Bo commented at the recent 2014 China Copyright Annual Forum that “China
is on a fast lane to become an innovative nation”, his opening sentence was that
“China is saying goodbye to shanzhai”.
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From time to time Alibaba has been criticized for not
adequately policing fake and substandard goods. To some
extent, the fake goods problem stems from Alibaba’s own
success, i.e. its dominant position (with close to two-thirds
of the e-commerce market). Alibaba insists that it has a
robust system in place to protect brand owners and con-
sumers and will continue to improve it. In recent years, Alibaba
made public filings to the US Trade Representative and the
World Intellectual Property Organization, providing details
on the measures it takes to reduce counterfeit goods on its
marketplace sites.

To combat fakes, Alibaba employees and volunteers moni-
tor the platforms by conducting random checks, employing big
data to target their checking and also maintain an online com-
plaint forum. If consumers discover counterfeits, they may be
refunded five times the amount they paid for the products. In
order to discourage fake merchants, Alibaba may shut down
their online stores, seize their security deposits and impose
penalties. In its 2014 report filed with the World Intellectual
Property Organization, Alibaba stated that it spent more than
$16 million a year fighting counterfeit goods.

The issue was highlighted in January 2015, when China’s
main business regulator, China’s State Administration for
Industry and Commerce (SAIC) sent a stern message to
Alibaba. The SAIC publicly criticized e-commerce companies
for not sufficiently cracking down on the sale of counterfeit
goods as well as other harmful practices by online vendors,
which included advertising with misleading messages and fak-
ing transactions to manipulate online sales volumes.

The SAIC’s report in early 2015 was based on its inspec-
tion of online products between August and October 2014. The
inspection process sampled 92 product categories across sev-
eral e-commerce marketplaces. Among the three major B2C
websites, JD.com’s rate of authentic goods (90%) is slightly
ahead of Alibaba’s Tmall (85.71%) and another site Yihao-
dian (80%). But the eBay-like C2C (consumer to consumer)
site Taobao only had a 37.25% rate of authentic goods. In
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other words, the inspection result suggested that two-thirds of
the products on Alibaba’s Taobao platform were not genuine
products.

In its report, the SAIC also highlighted four areas of issues
among e-commerce companies. The first was the lack of back-
ground checks on online vendors; second, the lack of review on
products’ information; third, the lack of supervision of sales
activities; fourth, the flaws in the products’ online rating sys-
tem. The report also touched on bribery and other illegal activ-
ities in e-commerce marketplaces. Because Alibaba had “long
failed to take effective measures to control the problem”, the
SAIC report concluded that Alibaba was “facing its biggest cred-
ibility crisis since it was founded”.

In response, Alibaba emphasized that the company had
complied with China’s laws and regulations, while acknowledg-
ing that it had more to do to crack down on counterfeit sales.
As would be expected in the mobile era, Alibaba challenged
the SAIC inspection methodology and procedure through an
open letter posted on Taobao’s verified account on the social
messaging service Weibo (known as the Twitter of China). The
letter said that Alibaba “welcomes fair and just supervision”, but
that the regulator’s approach was not objective. It went to con-
siderable lengths to illustrate that the SAIC’s inspection process
had flaws (for example, the small number of samples).

As the confrontation escalated, the SAIC published a white
paper summarizing its findings of the deficiencies on Alibaba’s
sites. The white paper was based on discussions between
Alibaba and SAIC in July 2014, and it highlighted five main
problem areas on Alibaba’s sites. The white paper was com-
pleted in the summer of 2014. But according to SAIC’s explana-
tion, it decided not to publicize the white paper then to avoid
causing disruption to Alibaba’s IPO plan. (Alibaba had its US
IPO in September 2014.)

Within days of the SAIC announcement, Alibaba’s founder
Jack Ma met with the chief of SAIC and pledged to work
more closely with the regulator to combat counterfeits. Alibaba
stated it would strengthen its internal systems and announced
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a plan to hire 300 people to form an anti-counterfeiting task
force. The regulator maintained that the e-commerce compa-
nies like Alibaba needed to improve their self-policing, and
SAIC would work with them to develop new supervisory mech-
anisms. With that, the SAIC removed the white paper from its
website and categorized it as an “internal” document that did
not have any legal implications. (Nevertheless, the white paper
triggered interest from US securities lawyers, and class actions
quickly showed up at the courts in New York, where Alibaba was
listed.)

Alibaba has since tightened up on its internal rules on
accepting merchants to the popular goods categories at the
Tmall site. Some of those categories, such as women’s bags
and cosmetics, are known for gray market products. Under the
new rules, only those merchants with quality products and ser-
vices, as determined by Alibaba, will be invited directly to the
Tmall platform. For others, vendors need to apply and prove
the authenticity of their offerings. It has also shortened the
time required to investigate vendors who are suspected of being
involved in selling fake products and imposed more severe pun-
ishment on vendors selling counterfeit goods.

However, most major brands still believe that counterfeits
on Alibaba’s marketplaces – the C2C site Taobao, in particu-
lar, primarily because its standard of entry is low – remain a
serious challenge to their businesses in China. In April 2015,
the American Apparel and Footwear Association, in letters to
the US SEC and Trade Representative, described Taobao as one
of the biggest platforms for counterfeit goods world-wide. The
letter to the US Trade Representative stated that Alibaba was
either incapable of or not interested in addressing the prob-
lem. The letter to the SEC called the US capital markets’ regula-
tor to increase scrutiny of Alibaba’s efforts to supervise Taobao
for counterfeit products. Later in May, several luxury brands
including Gucci and Yves Saint Laurent filed a lawsuit in New
York alleging Alibaba had failed to combat counterfeit goods
on its Tmall marketplace.
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Of course, Alibaba is incentivized to build up its efforts to
tackle fake and unauthorized goods listings further. With bet-
ter control of the quality of the merchandise sold from its plat-
forms, it will be able to defend against attacks from its com-
petitors better and strengthen its market leading position as
well. However, because of the sheer number of transactions
and enormous number of vendors on Alibaba’s marketplaces,
it is hugely challenging to eliminate gray market products out-
right. To put the issue into a bigger context, the lack of trust
and credibility is a prevailing problem in the consumer goods
industry in China beyond e-commerce, as shown by the exam-
ple of food safety scandals. On the other hand, there is the pres-
sure on consumers to be “upwardly mobile” and to demonstrate
their consumption to their peers, which is driving the trend
of less expensive, but passable “counterfeits”. These issues will
only be fully resolved by the maturing of the market ecosystem,
including regulation and the change of consumer spending
habits.

Investors: Among the Biggest Winners

As China’s mobile economy and e-commerce leap forward, for-
eign financial investors have emerged as some of the biggest
winners. They invested in BAT (Baidu, Alibaba and Tencent)
in the early years in exchange for sizable stakes in these compa-
nies, and by now they have had tens of billions of capital gains.
For example, the Japanese investor Softbank started investing
in Alibaba as early as 1999 and it held a 34% stake in the com-
pany’s IPO. Naspers, a South African TMT company, bought a
large stake in Tencent in 2001 and it had 38% ownership when
Tencent went public.

Figures 2.2, 2.3 and 2.4 illustrate the foreign ownership of
BAT’s IPOs and their market capitalization as of December 31,
2015.

JD.com is a relative newcomer and is smaller in size, but
its multi-billion market capitalizations have also brought hefty
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34%

23%9%

43% Softbank (Japan) – 34%

Yahoo (US) – 23%

Jack Ma – 9%

Others

Figure 2.2 Alibaba ($200 billion)
(Data Source: Bloomberg)

returns to the foreign institutions and venture capitalists (see
Figure 2.5).

The investment themes for these Chinese mobile e-
commerce players are obvious: they are basically directional
bets on the fast growth of China’s consumption power as
well as the irreversible trend of mobile e-commerce being
a more important channel to market than traditional retail.
Their high valuation not only reflects their dominance in the
world’s largest mobile commerce market, but also includes the
investors’ optimism in the special business models or product

38%

9%

53%

Naspers (South Africa) – 38%

Pony Ma (Founder) – 9%

Others

Figure 2.3 Tencent ($184.5 billion)
(Data Source: Bloomberg)
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Integrity Partners (US) – 11%

Peninsula Capital (US) – 10%

Robin Li (Founder) – 9%

Others

Figure 2.4 Baidu ($65 billion)
(Data Source: Bloomberg)

features that they are pioneering. Relating to the same theme,
in the recent past there has been an unprecedentedly large flow
of venture capital from both domestic and foreign entities into
Chinese start-up companies.

Throughout this book there are many examples of capi-
tal investments in younger internet companies in China. If the
first generation BAT were stories of “adapted to China”, where
the entrepreneurs adopted internet business models of West-
ern markets into China, then the new generation start-ups are

2% 1%1%

60%

36%

Ontario Teachers Pension
(Canada) – 2%

Capital World (US) – 1%

Temasek (Singapore) – 1%

John Liu (Founder) – 60%

Others

Figure 2.5 JD.com ($45 billion)
(Data Source: Bloomberg)
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mostly stories of “innovated in China”. Taking advantage of
the enormous size and fast growth of the Chinese market, new
companies are creating advanced features and unique busi-
ness models. In addition, they are steadily expanding in over-
seas markets to become global technology powers. For financial
investors, this is a promising landscape.

For example, Xiaomi, the fast-rising Chinese smartphone
maker, was valued at $45 billion in December 2014 when it com-
pleted the latest round of financing. Its investors include Singa-
pore’s sovereign wealth fund GIC and Russian billionaire Yuri
Milner’s DST Global fund. In 2015, US investment funds Tiger
Global Management, Coatue Management, Farallon Capital
Management and other institutions became investors in the
Didi Dache-Kuaidi Dache taxi-hailing company, a Chinese ver-
sion of Uber. The 2015 financing round pushed the company’s
valuation beyond $10 billion.

Disruption: All Are Not Winners

Of course, not every player is a winner in China’s mobile com-
merce revolution. Some consumer goods companies failed to
realize how deeply and rapidly the retail business is changing
in China. According to a recent Nielsen Survey, about half of
Chinese consumers are already buying groceries online (almost
twice the ratio for global consumers). Yet even some of the
largest multinationals in China have been slow to react to this
important trend.

For example, competition from online grocers is one of the
biggest threats to bricks-and-mortar sales at chains such as Wal-
mart. Walmart was forced to focus more on its online strategy,
as the number of its in-store customers had fallen steadily in
recent years. Although Walmart was one of the first retailers
to set up online shopping in China, only in 2015 did it create
a mobile app enabling customers to place an order on their
smartphones and then choose whether to pick it up or have it
delivered. When compared to its rivals, as well as new online
grocers, Walmart’s mobile presence was lagging behind.



Users, Partners, Investors and Competitors: Global Stakeholders 63

In fact, according to a 2015 report by OC&C strategy con-
sultants, almost all the major grocers in China had experi-
enced near-consistent negative growth since 2010. During that
period, their sales growth had come almost entirely from new
store openings. Consequently, the shrinking role of large tra-
ditional retailers hurt the major consumer-products compa-
nies that occupied their store shelves. For example, Unilever
has been a dominant player in China for more than two
decades when it comes to buying daily necessities. But in the
last two quarters of 2014, the company surprised the market
when it announced consecutive 20% drops in quarterly sales
in China.

In short, the emergence of mobile e-commerce means the
major consumer brands may have to rethink their strategy fun-
damentally. In the past, the major brands could easily domi-
nate the store shelves of traditional retailers with their branded
products. But in the mobile era, technology has massively dis-
rupted the competition landscape.

Firstly, online marketplaces like Alibaba have aggregated
all the brands and offerings, so customers have many more
choices when they shop online. Furthermore, as in the case of
fresh food and fruit, customers also have access directly to for-
eign offerings through cross-border e-commerce. Therefore,
established makers of consumer products who want to take
advantage of online sales may have to develop more complex
brand and product portfolios for the online market.

Secondly, in the context of mobile e-commerce, every brand
is competing for the users’ attention on the smartphone screen,
where the advantage of big players who can dominate physical
store shelves is neutralized. At the same time, the tech-savvy
young generation is watching fewer broadcast television pro-
grams and TV advertisements are not holding their attention,
which means that the marketing on mobile devices is becom-
ing increasingly important. In order to respond, major brands
may have to refocus their attention on digital marketing plans.

Thirdly, and probably the most challenging aspect of
this change, is the fact that the e-retailing market favors
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early movers. For brands that are latecomers to the online
marketplaces, the sales figures of their products will most likely
start small, so their search ranking at sites like Alibaba tend
to be lower (as sales figures are an important parameter for
ranking). This makes it harder for those products to be picked
up by online customers, resulting in steady small sales volumes
that are difficult to increase irrespective of the size of the brand
behind the product. In other words, for companies that are
slow to adopt online strategies, their move to mobile is an uphill
battle.

Adding complexity to this revolution is the overall trend for
integrating online and offline consumer activities and blurring
the line separating the two. For example, JD.com is a direct
sale e-commerce site, but it has also partnered with conve-
nience stores to distribute fresh and frozen products. The cus-
tomers may choose to pick up the products at the shops or have
them delivered to their homes. In the same way as the options
for products online are hugely varied and have expanded, the
options for delivery are another game changer as the real estate
price for physical stores has rocketed in China, while the fulfill-
ment centers for online retailers could locate in cheaper areas.
For delivery, there are armies of economical delivery teams who
cover the streets in China with every possible transportation
tool, including bicycles and electric scooters.

As a result, the traditional multinational retailers are fight-
ing back by expanding both online and offline to develop
multi-channel capabilities. In this context, they are rethink-
ing the role of malls, the types and sizes of stores, the prod-
uct categories they select to show online and the invento-
ries they keep. It would be a mistake for online entrants to
ignore the major groups’ scale advantage (the strongest buy-
ing scale in many categories) and their first mover’s advantage
(holding prime shopping locations that will continue to draw
customers).

Therefore, the traditional players’ game plan is to turn their
stores into distribution hubs, to leverage their brand trust to
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attract online shoppers, and to use their existing store net-
works to deliver multi-channel shopping experiences such as
click-and-collect. In 2015, Unilever opened a store on JD.com’s
cross-border e-commerce platform, JD Worldwide, to create an
online channel. Walmart’s 2015 activities included renovating
existing shops, a plan to increase the number of physical stores,
and a new shopping app for smartphones. It remains to be seen
which side will become the ultimate winner of the retail con-
sumer market.

In summary, the mobile transformation has had pro-
found implications for all companies doing business in the
Chinese market. In this, China’s digital boom, foreign investors
are richly awarded, more consumer goods companies see new
avenues to reach the expanding middle class, multination-
als who have had an early presence in China are rethinking
their strategies in this fast changing market, and Silicon Val-
ley tech giants are taking notice of new competition arising
from the East. No doubt, the global tech industry’s competitive
landscape itself will, in the future, be significantly altered by the
emergence of the internet and tech companies in China.

In the last decade, the US tech firms such as Amazon
and eBay were attracted to the Chinese market primarily
due to its enormous size and therefore potential opportu-
nity, but their early entries did not really take off due to lan-
guage, regulatory and cultural barriers. Their focus remained
on the US and other developed markets. Similarly, with the
size and growth pace of China’s mobile economy second to
none in the world, a generation of homegrown companies
in China like BAT chose domestic dominance as a prior-
ity over overseas expansion. But now, there are some sizable
Chinese players analogous to their counterparts in the US in
each sector and product category. Going forward, interestingly
for both sides, the other side’s home market is the most impor-
tant market for continuing growth.

BAT and other Chinese firms are now expanding globally.
At the same time, the internet companies in Silicon Valley like
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Uber and Linkedin are focusing on China as the single largest
market for growth after the US.

Uber’s explosive growth in China may be the best perfor-
mance by a US tech company in years. Inevitably, Uber and
its local rivals in China (backed by Alibaba and Tencent, as
one would have expected) are on a collision course in the
world’s largest car-hiring market (detailed discussion of this can
be found in Chapter 10). In a new twist to their rivalry, their
merger discussions took place in mid-2016 with Uber offering
to sell its China operation to its major local rival Didi in order
to create a cross-holding alliance. Of course, such a merger
would first need to pass the Chinese government’s often strict
antitrust scrutiny.

Whereas the last decade saw Chinese and US innovators
establishing themselves in two isolated home markets respec-
tively, the competition between them is set to heat up. In addi-
tion, in order to fight more directly in each other’s territory,
the Chinese and US tech players are also beginning to compete
with each other in other global markets, especially in emerg-
ing markets in South-East Asia and Africa. Very likely because
the intrinsic nature of a mobile economy is interconnected-
ness, the Silicon Valley giants and China’s internet firms are
developing a delicate relationship of both competition and col-
laboration in many of the market sectors to be examined by
this book.



3C H A P T E R

Xiaomi: The Most Valuable
Start-up in China

A few days before the end of 2014, Lei Jun, the founder
and CEO of Xiaomi, the fast-rising Chinese smartphone maker,
announced the receipt of $1.1 billion in investment funds fol-
lowing its latest round of fund-raising. Just months before,
in the Summer of 2014, Xiaomi took the No. 1 position in
China’s smartphone market – the world’s largest. That invest-
ment round valued Xiaomi at $45 billion, making it the high-
est valued start-up in the world at that time (close to Yahoo’s
market value), even ahead of $41 billion achieved by the US
car-sharing service Uber Technologies Inc. earlier in the same
month. (Uber’s valuation exceeded Xiaomi later after addi-
tional fund-raising rounds.)

Consistent with Xiaomi’s signature online-first marketing
for its smartphones, the founder announced the investment
terms in a post on his verified account on Weibo, China’s
Twitter-like messaging service. The mobile world, both in China
and the West, immediately erupted into heated debate about
whether this rising star could justify a $45 billion valuation.
Was Xiaomi just an Apple copycat? Could it maintain its lead-
ership position in the fast-maturing market of China when
competing with domestic technology conglomerates as well as
foreign behemoths like Samsung and Apple? Most importantly,
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how likely was it that Xiaomi would be able to apply its success-
ful model for low cost smartphones into other product areas to
create a new global internet powerhouse?

The Black Horse in a Crowded Market

Xiaomi, whose name means “millet” or literally “little rice” in
Chinese, was founded as recently as 2010, yet has become the
biggest success story in China’s smartphone market. With about
$40 million in initial financing, Mr. Lei teamed up with a for-
mer Microsoft and Google engineer, Lin Bin, and five other
engineers to set up Xiaomi in a small office on the outskirts
of Beijing. The company was originally a lean start-up look-
ing to sell phones at cheap prices over the internet, and it
also started a software platform named MIUI adapted from
Google’s Android system to power these phones.

In August 2011, Xiaomi introduced its first smartphone,
the Mi-1, which meant that Xiaomi was decidedly late to the
hardware game. (As a point of reference, Apple was releasing
the iPhone 4S at the same time.) But Xiaomi never positioned
itself as a premium device manufacturer. Instead, it insisted
that it was an internet company; or if one had to associate the
company with smartphones, it was a smartphone company with
internet DNA. As discussed in detail later in this chapter, that
positioning was reflected in its user base on social media as well
as its online marketing strategy. Xiaomi’s initial target demo-
graphic was young users, and the online buzz around its prod-
ucts attracted frenzied attention from young and trendy Chi-
nese consumers.

In less than 5 years (by 2014), Xiaomi became the leading
smartphone brand in China (although various market research
firms in China occasionally publish conflicting ranking). From
time to time Xiaomi was referred to as “the Apple of China”
owing to the excitement it generated among Chinese con-
sumers. Xiaomi’s high growth and leadership position are not
unchallenged. The iPhone6 release at the end of 2014 put
Apple Inc. back into the top vendor position in China. More
importantly, with help from its premium brand positioning,
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Apple took the lion’s share of the profits of the smartphone
market in China.

In 2015, the battle among the smartphone brands became
ultra-competitive as the domestic market started to show signs
of maturity and slowing growth. During the second quarter
of 2015, according to reports from two analyst firms, Xiaomi
regained its crown as the top smartphone firm in China. Shortly
after that, in the third quarter of 2015, Chinese technology
giant Huawei Technologies Co seized the top place in smart-
phone sales, while Xiaomi’s year-on-year shipments declined
for the first time since 2010. As one would expect, doubts arose
about whether the most valuable start-up was able to sustain
its high growth in an increasingly cut-throat and maturing Chi-
nese smartphone market.

Before the discussion on the current competition and chal-
lenges that Xiaomi is facing, it is helpful to first examine several
factors that have made it the dark horse in the world’s largest
smartphone market:

First, the young Mi-fan base before its smartphone release.
Before Xiaomi launched its first smartphone in August 2011, it
had worked on its Android-based MIUI software platform for
more than a year. The MIUI system had gathered more than
300,000 fans (who called themselves Mi-fans), who became the
initial core consumers for Xiaomi smartphones. The phones
suited young, college-educated consumers who wanted a smart-
phone but could not afford a premium brand. Despite their
limited purchasing power, these young users were internet
savvy and active in social networking, and their online interac-
tions with the company and among themselves at the internet
forums further strengthened the Mi-fan base.

Because of its existing fan base, Xiaomi’s first smartphone,
the Mi-1 sold out in two days, and its Mi-2 and subsequent
products sold out in a similarly quick fashion. Each new model
would initially be sold in a limited quantity (perhaps 50,000
units) through a flash sale on its website. The lucky ones who
managed to get the phones would “shai” them at the Mi-
fan forums, creating a pent-up demand for the product. One
may argue that Xiaomi simply created artificial shortages to
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generate buzz through “hunger marketing”, but in reality the
loyalty of the fan base was more critical. Xiaomi’s “hunger mar-
keting” does not seem to be as effective as it has been in the
past, which could be attributable to the fact that the offer-
ing is no longer novel or, possibly, to a permanent erosion of
the fan base due to comparable offerings from the company’s
competitors.

Second, using low price strategy to grab market share
quickly during the Chinese market’s explosive growth. Smart-
phones are like personal computers (PCs) in China ten years
ago. For many people in China, smartphones are a status sym-
bol. People pay close attention to what kind of phone their
circle of contacts is using, and even the people in the lower
income buckets are eager to have a “presentable” a functional
smartphone. Focusing on a niche passed up on by premium
brands like Apple and Samsung, Xiaomi’s low price, high per-
formance devices have played well into the wider Chinese pop-
ulation’s desire to own a smartphone and to access the internet
for the first time.

Both Xiaomi’s Mi (flagship) series products and Redmi
series (budget) products are price-competitive devices. Its 2014
flagship model the Mi-4, whose hardware specifications were
only slightly inferior to those of the iPhone 6, was sold at about
$330 per unit, less than half of the latter’s price, and the Redmi
phone was sold at about a quarter of that of the iPhone’s price.
It is important to note that the telecom carrier environment in
China has been a favorable factor for Xiaomi. The decline in
the telecom carrier subsidy has pushed the majority of Chinese
consumers to buy devices that are not associated with a carrier,
creating room for entry for a new low-cost brand.

At the same time, Xiaomi has been generous in offering
top-notch metal material, screen resolution, chip processor,
camera and other features, in order to ensure that its low price
is associated with a quality brand instead of a “cheap” product.
The similarity of the design to that of the iPhone almost makes
it an easy alternative to the Apple brand for many Chinese
consumers. Furthermore, its online marketing strategy and the



Xiaomi: The Most Valuable Start-up in China 71

buzz in social media continue to create an attractive image
linked to the young and chic lifestyle. With all that, Xiaomi has
successfully created an inspirational brand for the consumers at
the lower end of the spending power spectrum. As the domestic
market begins to saturate and the incremental demand is gen-
erated from consumers looking for upgrades instead of their
first ever smartphone, Xiaomi’s products are moving towards
consumers with higher spending power, and it is adjusting its
brand identity accordingly.

It is worth noting that Xiaomi willingly accepts a lower
profit margin on smartphone sales as part of the internet
business model envisioned by the founder Mr. Lei Jun. In
recent public interviews, Mr. Lei commented that on the Inter-
net “the best products” – the products that the netizens use
and enjoy the most, such as emails and most entertainment
content – are all free. He believed that the quickest way for
an internet company to attract users was through a flagship
product that is offered free of charge, and this is the reason
Xiaomi has been attracting and accumulating its users by sell-
ing its products as close to cost as is possible.

Of course, not all Xiaomi products and services will be
provided at cost. Xiaomi’s game plan is to use its high quality
smartphone to build a loyal following at a large scale quickly
(again, like Apple). Subsequently, a major revenue source
will come from charging for services and accessories that
accompany the phones. It also plans to generate revenue by
providing proprietary software solutions for users’ other needs
on the internet, which is similar to the way Amazon released
low-price Kindle tablets to motivate customers into buying
more e-books and entertainment content. This is the reason
Xiaomi’s founder likes to call Xiaomi an “internet company”
instead of a smartphone company. The smartphone is simply
the platform grabbing market share, the profit is connected to
it, but lies elsewhere.

Third, a low cost structure based on the internet. Unlike
other domestic smartphone players such as Lenovo, Huawei
and ZTE that sell a large volume of smartphones through
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telecom carriers, Xiaomi sells almost all of its phones by way
of the e-commerce channel. From the very beginning, Xiaomi’s
logistic system resembled the “just in time” model from Dell PC
computers. Because the phones are ordered and distributed
online, Xiaomi has shortened the circulation period of con-
sumer data significantly and thus developed a speedy and very
efficient supply chain.

This online model ensures that Xiaomi does not have to
worry about the costs for middlemen and distributors, because
the e-commerce sales only involve fulfillment and shipping
costs, which is also consistent with Xiaomi’s vision to be an
“internet company”. It is worth noting that because online sales
are less transparent, the industry ranking data compiled by the
independent research firms are sometimes in conflict, and the
corresponding ranking of the brands becomes uncertain and
controversial as a result.

Following the same rationale, Xiaomi does not invest in tra-
ditional marketing. Instead it focuses on word-of-mouth adver-
tising and social media channels, which are a lot less expensive
than traditional advertising. Xiaomi management is also good
at using creative strategies to generate buzz on social media
to gain free publicity and potentially attract new customers.
For example, after an executive meeting in late 2014, the com-
pany’s co-founder and President Mr. Lin Bin proposed a push-
up competition to his executive team. With a Xiaomi tablet
on his back, Mr. Lin and other executives did push-ups until
they all eventually collapsed from exhaustion. A photo of the
competition was released and was broadly shared by the Mi-
fans on the social media. This type of internet-based public-
ity is essentially free promotion for Xiaomi, and it also high-
lights Xiaomi’s brand identity as a young, fun start-up. There
is an important lesson here for innovators and entrepreneurs
out there – the public face of the company can be a potential
asset and a key part of a marketing strategy. Whether it is Steve
Jobs or Lin Bin, consumers respond more strongly to a brand
represented by a persona with whom they can connect on a
personal level.
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Fourth, the ongoing deep engagement with the fan base.
Xiaomi intentionally and carefully develops, invests in and nur-
tures a fan community that drives purchases through lifestyle
affinity. Thanks to social media, Xiaomi has more than 10
million fans that extend well beyond China’s most developed
coastal cities to lower-tier cities. These communities are well
organized and share a common passion (even to the point of
idolatry) for Xiaomi and its products. The company’s online
forum has hundreds of thousands of posts a day and many Mi-
fans make new friends that way. Those who spend a massive
number of hours on the Xiaomi forum may eventually become
a “VIP” in the community and be invited to parties that are
specifically set up for select fans. This has the effect of making
membership and online activism all the more desirable.

One particularly important way in which Xiaomi has been
able to strengthen user loyalty is by involving its fans and users
in software updates. Xiaomi releases a new version of the oper-
ating system every Friday and it listens to the online suggestions
on design and features from its Mi-fans. This “updates based
on user feedback” approach is also applied to hardware test-
ing. The suggestions from the fans once they are adopted are
quickly reflected in the new versions, and the fans enjoy a long-
lasting sense of participation, achievement and ownership.

Essentially, the core value of the brand lies in its customers’
engagement. In a way Xiaomi is not selling a product, but the
invitation to be a part of a virtual community. This is best illus-
trated by the many Mi-fan events and Mi Fan Festival organized
by Xiaomi each year. At the fifth anniversary of its founding in
April 2014, many new products were launched to celebrate the
company’s major milestone. What was remarkable was that in
addition to more than 1 million handsets being bought by the
fans on that single day, Xiaomi also sold hundreds of thousands
of Mi Rabbits – Xiaomi’s mascot, a stuffed toy bunny that wears
a Chinese army hat. Nothing else demonstrated more strongly
that the consumers in this instance went beyond simply buying
a chic smartphone with a high performance-to-price ratio and
were actually buying into the brand itself.
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Changing Landscape, Fierce Competition

Although Xiaomi was the leading domestic smartphone brand
in China in 2014 according to some research firms’ statis-
tics, currently its sales volume are neck and neck with Lenovo
and Huawei, the two most important domestic competitors of
Xiaomi. Since Apple and Samsung are the two undisputed mar-
ket leaders, Lenovo, Huawei and Xiaomi are now competing
directly for the No. 3 position in the global market. (The two
domestic rivals and Apple’s Chinese business will be discussed
in detail later in this chapter.)

It’s worth noting that just like Xiaomi (and many other
smartphone producers in China), Lenovo and Huawei have
also adopted the Android operating system for their smart-
phones. So, from an operating system perspective, Google’s
Android system wins by a landslide (over Apple’s iOS system)
in China and globally, boosted by faster growing Android-based
handsets from the Chinese manufacturers. (Of course, as dis-
cussed later in this book, the profit share of the global smart-
phone market is a totally different story. In recent years, Apple’s
iPhones have steadily been the most profitable phone business
in the world by a huge margin.)

As China’s smartphone market continued to mature, it
started to show early signs of saturation in 2015, according to
a recent study by the industry research firm IDC. The IDC
report put the smartphone shipments during the first quar-
ter of 2015 at 98.8 million, down 4.3% from a year earlier,
which was the first decrease in new orders in the past six
years. Of course, China’s smartphone market is still the largest
in the world, with Chinese brands still comprising roughly
50% of smartphone shipments globally in 2015 (and a similar
share expected for 2016), but its pace of expansion is slowing
down.

Amid ever higher smartphone penetration, the Chinese
consumers’ tastes are shifting away from low end smartphones.
Consequently, the domestic brands need to focus more on
existing smartphone owners’ potential device upgrade than on
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the first-time buyers, and the battle for winning market share
from competitors or, preferably, retaining buyers who have a
tendency to gravitate to the major brands when upgrading has
never been more intense.

In response to this change in market conditions, Xiaomi has
developed a full product line that covers low, middle and high
end price categories, with the middle and high ends as its new
focus. Despite its attempts to be nimble it is clear that Xiaomi is
facing fierce competition from both domestic and foreign rivals
in every category. In the low price category, brands like Meizu
and LeTV that people outside of China may never have heard
of are using the same strategies as Xiaomi, selling their price
competitive phones online throughout the country. Because
their phones are even more competitively priced than Xiaomi’s
phones, these lower-tier manufacturers, if successful in attract-
ing market share, may take a significant part of the lower end
market share away from Xiaomi.

In the high end category, there is no easy way for Xiaomi to
win the battle with the formidable Apple brand and its ultra-
desirable premium products. As a result, Xiaomi has had to
focus on the mid-price products category, which is crowded
with domestic players like Lenovo and Huawei as well as the
strong foreign rival Samsung. (The case of Samsung’s early suc-
cess and current struggle in the Chinese market is discussed in a
different context in this book.) All are competing, at the cost of
lower profit margins, to attract Chinese consumers who want to
upgrade to phones with premium features. Apple, Xiaomi and
Huawei were respectively at the top of the market share rank-
ing in the first, second and third quarters of 2015, according to
the statistics by the research firm Canalys.

Lenovo

Lenovo Group Ltd, formerly known as Legend, was founded
in 1984 in Beijing. After more than 30 years, it has grown into
a tech manufacturing conglomerate producing PCs, tablets,
notebooks, servers and a wide range of devices. Lenovo now
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has three major business lines in traditional PC manufactur-
ing, enterprise solutions and smartphones. Since 2013, Lenovo
has surpassed Hewlett-Packard and Dell to become the world’s
largest personal computer (PC) maker by volume, but it has
also made significant investments in the smartphone sector to
balance the decline in global PC sales.

Compared to Xiaomi whose business is centered on smart-
phones, Lenovo’s multiple major business lines are likely to be
an advantage in the low margin competition in China’s smart-
phone market. However, when Xiaomi reached the $45 billion
valuation at the end of 2014, that number was roughly three
times the market capitalization of Lenovo. That was an interest-
ing phenomenon, as the net profit of Xiaomi in 2014 was most
likely only a fraction of Lenovo’s (due to the low price margin in
Xiaomi’s core business in smartphones), even though accurate
numbers were not readily available as Xiaomi has remained a
private company.

Part of Xiaomi’s high valuation definitely came from the
market’s optimistic expectation of the growth of smartphone
penetration and the potential high profitability from the add-
on products and services that it offered. Lenovo’s leadership,
however, have expressed their view publicly that the smart-
phone market will soon become saturated, just like the per-
sonal computer (PC) market had been previously. Using the PC
market as a reference, Lenovo expects the Chinese smartphone
market to become less crowded in the near future as some
weaker players have to drop out as a result of the cut-throat
competition. With its experience in the earlier price wars for
personal computers, and its multiple product streams, Lenovo
is set to be a formidable rival of Xiaomi in the price war of
smartphones.

Lenovo also provides “trendy” smartphone offerings to
compete with rivals like Xiaomi. While Lenovo traditionally
sells its phones through carriers, it has also expanded into
the non-carrier retail market, as well as online sales through
social media. For example, in 2015 it launched a sub-brand
ShenQi (“Magic” in English) that was offered exclusively online
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to attract the young netizens. Also, after its acquisition of
Motorola Mobility in 2014 from Google for $2.9 billion, Lenovo
relaunched Motorola in China with a festival event modelled
on Xiaomi events. Fans of Motorola were flown in from differ-
ent parts of the country to appear on the center stage, with
interactive social media feeds on the big screen.

The Motorola acquisition adds a new dimension to
Lenovo’s smartphone strategy in China. Motorola was a pio-
neer in mobile phones and a household brand in China many
years ago, and it dominated the Chinese market before any
real Chinese domestic brand ever surfaced. But it collapsed
under the pressure of disruptive technologies and changing
consumer behavior. After the merger, Lenovo decided to mar-
ket both brands in the Chinese market, apparently hoping that
its foreign-flavored brand could gain some advantage in the
competition for the middle to high end market. Unfortunately,
most young Chinese consumers do not remember the earlier
glory days of the Motorola brand in China. (Motorola having
departed from the Chinese market years ago.) As discussed in
later chapters, the Motorola brand may end up helping Lenovo
in its attempts at overseas market expansion rather than in the
domestic market.

Huawei

Huawei was established 1987 in Shenzhen, the tech innovation
and manufacturing hub in Southern China. During the last
decade or so, Huawei has grown out of the domestic market to
become one of the most competitive and dominant players in
the global telecommunications markets. It is best known as the
leading telecommunications equipment company in the world.
It is also a major multinational networking services provider
globally, with footprints in most of the world. Just like Lenovo,
the profit from Huawei’s smartphone business represents only
a fraction of its networking business.

There are two possible reasons for Huawei joining the
highly competitive smartphone field. One reason is that the
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telecom equipment market, just like the PC market for Lenovo,
is growing increasingly saturated and is expecting slow growth,
so the smartphone market is a potential high growth area for
the company. The other reason is probably more important:
Huawei has long predicted the convergence of the telecoms
and IT businesses, and its leadership seems to believe that this
convergence is happening with the emergence of smartphones,
wearable devices and the internet of things.

Although in the middle of a pricing war, all the middle-
market Chinese brands (which includes almost everyone, since
Apple is the unquestionable top premium brand) are aiming
to move into the premium brand category. Instead of seeking
bigger sales volumes, Huawei’s strategy has focused on heavy
investment in R&D to offer superior technological features
permitting them to charge a premium price. Huawei is justi-
fiably proud of its extensive investment in R&D as well as its
mobile network equipment background is also an advantage.
Huawei is also a global leader in fixed broadband and mobile
broadband technology, which translates into expertise in
making phones that could work best with the latest network
technology.

Recognizing the advantages of Xiaomi’s online marketing
approach, Huawei succeeded in increasing the ratio of sales
through retailers and e-commerce sites to 80% and reduced
sales through telecom operators to 20% by 2014. Interestingly,
although Richard Yu, the head of its consumer business group
and a Huawei group Executive VP, publicly acknowledged
that Huawei’s marketing model transformation came from
Xiaomi’s business practice, he nevertheless publicly insisted
that “Xiaomi was never a competitor of Huawei”.

Indeed, Huawei has seen encouraging success in the mid
to high-end category, and its Mate7 phone has been one of
only a few domestic brands whose price tag has reached $650.
The premium comes primarily from unique technological fea-
tures (for example, Mate7 phones could work with removable
hard disks). Meanwhile, Huawei’s low-price brand Honor has
also proved popular, creating a real challenge to Xiaomi in that
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lower end market. Richard Yu of Huawei said in a recent pub-
lic interview that “at most, Xiaomi is a competitor to Huawei’s
Honor brand (the budget phone model)”.

During the 2015 Chinese New Year season, Richard Yu
posted a public comment on Weibo (the Chinese version of
Twitter), sending a “friendly reminder” to a “Diao-si brand” that
its plan to move up to become a “Gao-Da-Shang” brand may not
work out easily without unique core capabilities. Richard Yu’s
post didn’t specifically mention the name of the target of his
comments, but people naturally concluded that Xiaomi was the
“Diao-si brand” he was addressing, because his comment high-
lighted the brand’s fan base and good price-to-performance
ratio. (See the “Diao-si” box.) In addition, Mr. Yu warned that
Xiaomi might lose its original “diao-si” consumer base when it
tried to move into a premium brand.

That Weibo post was deleted after only seven minutes
online, but still stirred up angry remarks from the Mi-fans. Irre-
spective of the intended meaning of his post, Richard Yu made
his point: Xiaomi could have a difficult time in repositioning
its brand in the changing market. It needs to either seek high
sales volumes at a low profit margin (like the PC market that
Lenovo has dominated), or find a way to transform itself into a
premium brand which either offers distinctive features (as with
Huawei’s success in its Mate series), or is an aspirational prod-
uct that once again unites its fans.

“Diao-si” (grassroots) vs “Gao-Da-Shang” (high society)

The term “diao-si” involves a vulgar reference to the male genitalia, and it
became a popular term in the Internet era as a synonym for “loser”. It was
originally a term for the young men who lived on the margins of an otherwise
booming economy. They were in the workforce after a basic school education,
but were paid so poorly that they could not even afford to contemplate a rela-
tionship. Nowadays the term is broadly applied, sometimes self-mockingly, to
any people who work in entry-level positions, have not purchased a home, or
have little in terms of personal assets.
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Overall, the term is no longer derogatory; instead it is more of a reference
to the purchasing power of a specific demographic. In 2014, Peking Univer-
sity’s Market and Media Research Center released a national report on the “Liv-
ing Conditions of Diao-si.” Using a collection of over 200,000 questionnaire
responses from people in 50 large, medium and small cities, the study calcu-
lated the average monthly salary to be about RMB2919.7 (approximately $480).
To put this in context, this average one month salary of a diao-si youth in China
is less than the price of a premium brand smartphone. Consequently, a diao-si
brand smartphone has to be offered at a low price to be attractive to its target
market.

In contrast with diao-si, “gao-da-shang” is an internet buzz word linked
to the high society and the luxury lifestyle. The term is a combination of three
words, including “gao duan” (high end), “da qi” (elegant or regal) and “shang
dangci” (high grade). It is often used to flatter, with a touch of humor and some-
times sarcasm, and to describe a luxury product or upscale lifestyle. Chinese
smartphone brands have to offer a wide range of products to cater to the differ-
ent purchasing powers of “diao-si” and “gao-da-shang” consumers.

Because Xiaomi’s brand identity was previously linked with high quality and
low price, the risk it faces is that some Xiaomi users may use Xiaomi phones as
a transition product before they can upgrade to a luxury brand smartphone.
When those customers have a greater surplus of purchasing power, they may
not remain loyal to Xiaomi. Xiaomi’s branding must therefore evolve with its con-
sumer base’s growing purchasing power, because deep in the hearts of many
diao-si, they aspire to join the gao-da-shang class someday.

Apple

Examining the Xiaomi phone’s overall design, one will quickly
notice that its device contours and display style show a remark-
able degree of similarity to Apple’s iPhones. From time to time
the company has been criticized for borrowing so extensively
from Apple and other rivals (such as Samsung). It is unclear
whether it would have been possible for a company such as
Xiaomi to offer a product such as this if intellectual property
protection was more robust in China, but this is an issue for
Xiaomi (and its rivals) and the courts. This book is simply
noting the existing situation. Some critics suggest that Xiaomi
has simply taken advantage of Apple’s high-end brand identity
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in China: many Chinese consumers have idolized the Apple
brand, and Xiaomi provides a similar product at a much lower
price point so that customers are effectively buying a product
that is viewed as an “affordable iPhone”. Given the opportunity
and greater earnings, those same consumers will happily leave
Xiaomi behind.

Traces of imitation of Apple can also be found in Xiaomi’s
management team, who do not hide their attempts to emu-
late closely Apple and its late founder Steve Jobs. When Xiaomi
releases new products, founder Lei Jun typically comes to the
stage in a black T-shirt and Converse shoes, similar to Mr. Jobs’s
signature outfit. In recent Xiaomi events, founder Lei Jun has
also started to use the line “One more thing…” at the end of the
presentation, which was the line that Jobs famously used for a
surprise announcement of new innovations at Apple’s product
introduction events.

There is one notable difference however. Xiaomi phones
are more “accessible” than the iPhones. Xiaomi takes a more
open and dynamic approach to its software updates than
Apple’s iOS. Xiaomi invites “fans” on its forum to suggest new
features, and it sends updates to users every Friday. Soon after
each new version’s release, thousands of Mi-fans on the internet
forums quickly provide feedback to the company on functions,
designs, bugs and potential solutions.

In contrast, Apple handles system development internally –
Steve Jobs once famously said “customers do not know what
they want”, and the customers receive iOS upgrades much less
frequently in bundled form. Apple’s system design is opaquely
controlled by the company itself; therefore no matter who the
customer is, there is only one set of standard solutions. Whereas
Xiaomi develops a strong fan group based on engagement
and community engagement, Apple accumulates its fan group
based on exclusivity and a community centered on the cult of
design and usability.

Apple opened its first store in China in 2008 and began sell-
ing the iPhone in the country in 2009. From the very beginning,
Apple made the decision to maintain the iPhones’ high prices,
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making Apple a luxury brand in China. When the iPhone
5 series was introduced to China in 2013, its golden version
quickly became a status symbol in China’s high society. (See the
“Tu-hao-jin iPhone 5s” box.) In 2015, Apple ranked as China’s
most coveted luxury brand, according to the Hurun Research
Institute’s annual survey of 376 ultra-wealthy individuals (whose
average net worth exceeded $6.8 million). The survey found
that Apple overtook traditional luxury brands including Her-
mes (2014 top ranking), Louis Vuitton, Cartier, as well as its
immediate competitor Samsung as the “best” gifting brand of
choice for China’s wealthiest individuals.

Tu-hao-jin iPhone 5s: Gatsby’s golden phone?

In China, the golden color symbolizes wealth. When Apple introduced the
iPhone 5s in China in 2013, they were offered in three colors – gold, silver and
black. Among them, the gold-colored version was the runaway winner for Apple.
It was sold out almost instantly online, and the gold-colored phone quickly
became a status symbol in China. Soon a new term was created on the Internet
known as “tu-hao-jin”, meaning the gold (“jin”) of “Tu-hao”.

Tu-hao is not a new term. The word is the combination of the character
“tu” (meaning dirt in English) and the character “hao” (meaning despot), and
in traditional Chinese it was understood to mean “local tyrant”. In the modern
society setting, the “tu” character is more of a synonym for unrefined or unedu-
cated, and “hao” picks up a new tone from the Chinese phrase “fu-hao”, which
means rich and powerful. Thus, Tu-hao is analogous to the phrase “nouveau
riche” that still has some currency in the West. It tends to denote an individ-
ual who has recently acquired wealth and who is perceived to be ostentatious
and/or vulgar.

Tu-hao-jin is one of many words repurposed by Chinese internet users to
mock the nouveau riche in China, who tend to spend newfound wealth lavishly
on tasteless goods. To some extent, the term (and a few similar ones) also offers
a way for ordinary people to vent their anger about the widening wealth gap.
The term “tu-hao-jin” quickly went beyond the reference to Apple’s iPhones,
and it was used to describe all luxury goods and settings with the similar color,
including gold-plated sports cars, extravagant decoration of apartments and the
golden exterior of office towers.

After the Hollywood movie The Great Gatsby hit the movie theaters in China
at the end of August 2013, Chinese filmgoers readily attached the “tu-hao” label
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to Leonardo DiCaprio’s Jay Gatsby role. The Gatsby story reflected the American
dream in the 1920s, and the lavish poolside parties and excesses of the period.
Many commentators on social media commented that if Gatsby was to live in
China today, most likely he would have picked up a tu-hao-jin iPhone for himself
as well. It is the author’s view that the term would better be applied to another
of Di Caprio’s characters connected to Wall Street.

However, in all the years before the iPhone 6 release at the
end of 2014, Apple’s highest ranking in China’s smartphone
market was fourth place in the first quarter of 2014, accord-
ing to data from research firm Canalys. At the end of 2014,
the strong demand for the iPhone 6 and iPhone 6 Plus helped
Apple to win the No. 1 market share spot in China for the first
time, and this sales momentum carried on into the first quarter
of 2015.

There were several reasons for this iPhone 6-led jump in
market share for Apple. The most obvious one is the increase
in purchasing power of the middle class during the past sev-
eral years. As the average monthly salary and disposable income
continue to increase in China’s major cities, Apple’s target
market keeps expanding. Second, and perhaps more impor-
tant given the sudden nature of this shift, in December 2013,
Apple was able to strike a partnership deal with China Mobile,
the largest telecom network operator in China, to sell the new
series of iPhone.

The third key factor, however, was Apple’s response to its
customers’ requests to increase the screen size on the iPhones.
For the young demographic, and other active Chinese users,
the smartphone is the device used most frequently for enter-
tainment and e-commerce (instead of, and not in addition
to, laptops or PC computers). The screen of the earlier ver-
sions of iPhones was too small for comfortable video viewing or
efficient mobile payment transactions. Also, the small screen
made inputting text more difficult because current Chinese
character input methods still require users’ paying very close
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attention to the character keyboard displayed on the screen.
The iPhone 6 series gained from the pent-up demand for such
a product in 2014, particularly from the middle income group
who liked the iPhone as a status symbol, but had picked up an
Android phone earlier because of the latter’s bigger screen.

As opposed to typical Western companies that would team
up with a local partner to offer localized products, Apple played
to its global core strengths and advantages, betting on the same
premium brand strategy in China. So far, the successful sales
of the iPhone 6 series have proved the strategy to be a success.
By focusing on the mid- to high-end consumer demographic as
the exclusive target for Apple apps and services, Apple has been
able to maintain the high price of the iPhone and protect the
integrity, as well as premium value, of its brand. This case offers
an interesting reference point for other brands in China: in this
booming market, should a brand go with a low price and mass
distribution, or keep a premium brand and specifically target
the purchasing power of the rapidly expanding upper middle
class? The Apple case in China illustrates that the latter strat-
egy could also lead to enviable market positioning and strong
profits.

Of course, it remains to be seen whether Apple will be able
to hold on to its top position after the wave of pent-up demand
for the larger-screened iPhones. Using the gray market dur-
ing the release of the iPhone 6 series as a reference point, the
Apple phones’ scarcity premium seems to be on the decline.
During the last few years, scalpers in Hong Kong rushed to
purchase the new devices at almost every new Apple phone
release and quickly flipped them to smugglers to generate a
profit. The scalpers mobilized Hong Kong residents with local
identity cards to pre-order phones before they collected them
to transport across the border. But in the case of the iPhone 6
and the iPhone Plus, the gray market had mostly dried up.

The reason for this was not difficult to discern: the iPhone
today is just one option among many for Chinese customers.
Local players like Xiaomi, Huawei and Lenovo are offering
high quality phones at lower prices, while also competing with
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Apple’s “coolness” factor. The local brands are also more sen-
sitive to the local users’ needs, offering Chinese-oriented fea-
tures such as large screen sizes, optimized connectivity for Chi-
nese networks and dual SIM cards. In fact, Xiaomi and Huawei
took the No. 1 market share position from Apple in the sec-
ond and third quarters of 2015. And their ability to compete
will likely improve going forward. As Xiaomi and other Chi-
nese brands expand rapidly into the global markets, the battle
is very likely to extend into the global marketplace.

Beyond Smartphones: The Future of Xiaomi

Because it is a private company, Xiaomi does not disclose its net
income and profitability, but the news media have nevertheless
reported on its estimated financial position. Just like Alibaba
and other US-listed Chinese internet companies, Xiaomi’s cor-
porate structure includes a mix of domestic and offshore enti-
ties. At the top of the group structure is Xiaomi Corp., a Cay-
man Islands incorporated entity. Xiaomi H.K. Ltd., an offshore
entity that is wholly owned by Xiaomi Corp., is believed to
be the unit of Xiaomi that directly or indirectly controls the
company’s domestic units. When Xiaomi closed its latest fund-
raising round that valued the company at $45 billion, some
media entities that had gained access to some of Xiaomi’s inter-
nal documents reported that that Xiaomi H.K. Ltd. had a profit
margin of 13% and net profit of $566 million in 2014.

Those margin and profit numbers appear to be consistent
with Xiaomi’s “selling close to the manufacturing cost” strat-
egy. On the one hand, Xiaomi chooses to sell cheaply priced
phones to capture a large number of users for Xiaomi’s mobile
e-commerce businesses quickly before monetizing this com-
munity of users at the next stage. On the other hand, the
fierce competition in the Chinese market has led to a price war
among the smartphone brands based on the Android system,
forcing everyone to use a low price as a key differentiating fac-
tor. Xiaomi has had to accept a thin profit margin for its smart-
phone business, as have its competitors.
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According to a research report by the investment bank Mer-
rill Lynch Securities on the state of the global smartphone
industry in 2014, Xiaomi, Huawei and Lenovo were barely prof-
itable, and the gross margin for each smartphone business was
estimated to be at a single digit percentage level. Now that the
Chinese market is showing signs of saturation, their profit mar-
gins will most likely be squeezed further going forward. Thus
some people argue that Xiaomi is in a weaker position than
Huawei and Lenovo in this war of attrition, because the latter
two have additional business lines that are well established and
profitable, whereas Xiaomi’s revenue is mostly tied to its smart-
phones.

Insisting that it is an “internet company” instead of a smart-
phone company, Xiaomi explains that it focuses more on the
internet software and services it sells to its loyal user base.
Whereas most mobile phone brands see a sale as the end of the
relationship, the company sees it as the beginning. Xiaomi’s
software and services are supported by its proprietary MIUI sys-
tem, and Xiaomi is confident that the higher profit margin on
them will more than compensate for the low profit margins on
the phones.

However, one need only look at Apple – which Xiaomi
strives to emulate – to find that this strategy, while effective, may
need some time to generate profits. Unlike other smartphone
manufacturers who use the open platform Android operating
system, Apple uses its proprietary operating system and keeps
this entirely under its own control. There is no question that
Apple has developed an enormous user base for its product
family of iPhone, iMac, iPad and iWatch. But when it comes
to Apple’s operating income and net profit, it is the iPhone
sales that have consistently contributed the lion’s share, while
the income from software and services is only a small frac-
tion of the total. According to some news reports in late 2014
that quoted Xiaomi’s management, Xiaomi’s hardware division
contributed 94% to its total income.

Connected to the “user” strategy, an even bigger issue is
the bifurcation between the smartphone hardware and mobile
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apps. Xiaomi does not fully “own” its phone users for internet
services and transactions, because the Xiaomi device may sim-
ply be a medium for the users to access the mobile commerce
platforms of other internet entities.

For example, using their Xiaomi phones, Chinese neti-
zens may find the latest online gaming recommendations from
their virtual network of friends through Tencent’s WeChat, or
make online purchases through Alibaba’s mobile marketplace
Taobao, or search for nearby restaurants’ locations and book-
ing information using Baidu’s search engine. Furthermore,
each of these mobile platforms includes almost all e-commerce
services, and the user could accomplish much without ever
leaving the app ecosystem. Since the apps, as well as users,
are “phone agnostic” for online activities, they may choose to
ignore Xiaomi’s own ecosystem of internet services as they con-
tinue to engage with the virtual world through their favorite
apps. In other words, the activities (or “contexts”) supported
by the dominant e-commerce players may be a more impor-
tant gateway for users’ activities than those offered by the smart-
phone manufacturer itself, irrespective of how well entrenched
its hardware is with its end users.

Xiaomi has fought back by creating an interface called
Xiaomi Yellow Page which links the providers of local services
to end users and vice versa (see Figure 3.1). The users of Yel-
low Page do not have to pre-install apps that they do not use
frequently, such as those for express delivery tracking and train
ticket ordering. To some extent, the Yellow Page helps Xiaomi
to keep users of internet services at its own platform. However,

Xiaomi
Yellow Page

Xiaomi
Smartphone

Service Apps
from Third Party

Figure 3.1 Xiaomi Yellow Page
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the Xiaomi Yellow Page is more of an app consolidation than
an innovative platform in its own right. So its “stickiness” – the
ability to attract users, capture their attention and keep them
coming back – remains questionable. As in the case of the killer
apps from BAT, the users will surely install their favorite apps
directly if they visit them frequently.

At the end of the day, the high valuation of Xiaomi
by the market is a forward bet and is mostly linked to
Xiaomi’s future, which in founder Lei Jun’s own words is
“software + hardware + internet”. He considers the mobile
phone to be a converged system of software, internet services
and hardware, instead of a simple device for communication;
he also believes Xiaomi could apply the same “internet think-
ing” to many other smart devices. The future of Xiaomi is to
become an important player in the “internet of things”, and
the “smart home” is among the company’s top development
and growth priorities.

Essentially, Xiaomi has evolved into a company of three lay-
ers of product offerings (see Figure 3.2). At Xiaomi’s core are
its well-established products of smartphones, TV set-top boxes
and routers. The immediate next level is the internet services

Smart Home;
Software +

Hardware + Internet

MIUI system/
Internet services

Smartphones,
TV boxes,
Routers

Figure 3.2 The Future – Three Layers of Xiaomi
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based on Xiaomi’s MIUI system that supports the hardware
products. According to the company’s data, the MIUI system
supported 27 languages and had 85 million users at the end of
2014. (In comparison, the main apps from the internet giants
BAT already had hundreds of millions of active users.)

A third level aims to develop a family of smart home devices
that are seamlessly cross-linked under the Xiaomi “ecosystem”.
For a start, the company has jumped into consumer electron-
ics like cameras and even home appliances like air purifiers. In
2015 alone, Xiaomi spent nearly $1 billion on acquisitions and
investments in 39 companies offering a wide variety of prod-
ucts. In a recent public announcement, Xiaomi indicated that
it plans to invest $5 billion into 100 smart device companies to
further augment its system.

This “software + hardware + internet” strategy, however, is
not without its own challenges:

First, many internet firms are also working on integrat-
ing software and hardware businesses. While Xiaomi builds
an internet company from smartphone hardware origins,
other major internet companies are expanding into the hard-
ware business from their existing core strength in mobile e-
commerce. Just as the MIUI system and its app store are pre-
installed on Xiaomi’s own phones, the e-commerce players are
investing in smart hardware so that they can fully shape their
own users’ mobile experience, starting with the mobile termi-
nal or access point. The best example is the e-commerce giant
Alibaba, which has not shied away from investing directly in
smartphone manufacturing.

In January 2016, in a move that surprised the market,
Alibaba bought a minority stake in Chinese handset maker
Meizu Technology Co., whose earlier version of the MX4 smart-
phone runs the YunOS system from Alibaba. The cloud-based
mobile operating system YunOS (“yun” is the Chinese charac-
ter for “cloud”) was developed by Alibaba in 2011, but only had
limited success in attracting users. (Right before the investment
into Meizu, according to some news reports it had just collected
10 million users, a tiny proportion of the gigantic Chinese
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Figure 3.3 YunOS Smart Home

market.) Compared to Xiaomi, Lenovo and Huawei Technolo-
gies, Meizu has a tiny market share in China. At the time of the
Alibaba investment, Meizu’s 2015 smartphone shipment target
was about 20 million units, whereas the three top players were
targeting 100 million units of annual sales. It remains to be seen
whether the backing of Alibaba, and access to its funding, will
provide a strong boost to the market share of Meizu phones in
China.

The more interesting consequence of the deal, however, is
that the two companies are collaborating to further develop
Alibaba’s existing YunOS system in the context of a “smart
home” (see Figure 3.3). When this is considered, Alibaba’s
investment in smartphone hardware is not that surprising:
since the major smartphone brands are not likely to give up
their autonomy in terms of design and marketing, Meizu was
probably the only available smart hardware partner for Alibaba.
Just like Xiaomi, Alibaba is working on various smart hardware
products, and the YunOS system opens the way to partnering
with manufacturers.

For example, in mid-2015, Alibaba teamed up with the Chi-
nese film company DMG Entertainment and the Hunan Satel-
lite TV station to offer smart set-top boxes and bundled con-
tent to cable TV subscribers. For the first time, subscription-
based internet, cable and mobile entertainment content was
all offered as part of a bundle, similar to those offered in the
US. The service reportedly began with six million cable TV sub-
scribers in Hunan province, and it was expected to expand
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across China. The bundled content service and set-top box
have included Alibaba’s YunOS operating system, which may
gain wider adoption as Alibaba continues to link smart devices
with its strength in entertainment content and e-commerce.

Tencent has a customized version of the Android operating
system called Tencent OS, which has also expanded into the
fields of internet-connected smart hardware such as TVs and
fitness bands. In a model similar to Google’s Android OS, Ten-
cent seems content to be a pure software player that offers its
system as an open platform for device manufacturers (see Fig-
ure 3.4). It is worth noting that as the phone market profit mar-
gin has been driven to a minimum on the hardware side, some
phone makers may choose to form an alliance with Tencent,
akin to Meizu teaming up with Alibaba.

Second, Xiaomi is a late entrant to the internet content com-
petition. In particular, entertainment content is being viewed
by all internet firms as strategically important to attracting
internet users to the mobile world, because the main theme of
China’s internet is entertainment. On the one hand, the enter-
tainment business can be an important line of revenue growth
by itself. On the other hand, when the e-commerce sector for
consumer goods becomes increasingly saturated, unique con-
tent can effectively serve as a distinguishing factor to draw users
to a particular e-commerce ecosystem, keep them hooked,
and potentially lead them to related mobile transactions. (In
later chapters, the explosive growth of the entertainment busi-
nesses on mobile platforms will be discussed in detail. All the
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Figure 3.5 Xiaomi’s Content Alliance

major internet firms have invested aggressively to build an
expansive content set, as well as platforms, that integrate online
and offline entertainment businesses.)

The content business is drastically different from Xiaomi’s
origins in hardware manufacture and distribution, and Xiaomi
has responded by providing a unique set of offerings. In par-
allel with Xiaomi Yellow Page that integrates service apps,
Xiaomi has set up a loose alliance with almost all the major
video streaming companies to share their content within its
own aggregating system (see Figure 3.5). In this new platform
called Xiaomi Video, the users can easily access content from its
alliance partners without having to install their respective inter-
face content from Youku Tudou, Tencent Video and iQIYI as
it is all available via a single interface. As Xiaomi’s founder Lei
Jun stated, Xiaomi “offers twice as much content as its competi-
tors without charging customers their annual fees”. Of course,
the content offered is also freely available on those platforms,
which retain control of their unique content, hidden behind
subscription walls. The benefit to them is the ability to market
directly to Xiaomi users.

The the only major internet content company that is not
part of the Xiaomi alliance, LeTV, is Xiaomi’s most direct com-
petitor because it offers its own “smartphone + content” ecosys-
tem. Originally a video streaming company that has been com-
pared to Netflix, LeTV has expanded its hardware business into
smart TV-boxes, and then smart TVs, and more recently smart-
phones. Its new product, Superphone, is being promoted as
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a new kind of smartphone that gives access to a collection of
exclusive content. If the customer also uses a smart TV from
LeTV’s product family, the user can use the phone as a remote
control.

LeTV’s offering is content-centric, and delivers premium
content across different devices within its own software ecosys-
tem. From LeTV’s perspective, a content alliance is unlikely to
provide users with high quality content, because no alliance
member will contribute their unique content for free in this
loose partnership with Xiaomi. On offer on Xiaomi Video is
content that is freely available and could be watched without a
subscription to their platform.

LeTV employs a subscription fee model based on exclusive
content (and it is worth noting that this annual fee could be
applied to offset the LeTV phone cost). Because it has substan-
tial lead time in the content area, LeTV has developed a rich
content library and has its own production team. By offering
internally-produced content as part of its subscription package
LeTV believes that it can offer users a much better “experi-
ence” than would be available as part of Xiaomi’s alliance.
For example, in 2015 LeTV announced a new partnership
with NASDAQ-listed Immersion Corp. to provide viewers with
four-dimensional (4D) videos on their smartphones. When
watching 4D videos on smartphones, viewers could expe-
rience special effects like bomb explosions, car races
and the wind blowing by interacting physically with their
mobile phone.

These two different approaches to internet content led to
a war of words between Xiaomi and LeTV in mid-2015. In
practice, however, Xiaomi has quietly stepped up its efforts in
acquiring and controlling unique content, as have the inter-
net giants Alibaba, Tencent and Baidu. (As will be seen in the
later chapters on the mobile entertainment business, the pro-
duction of unique content has proven to be extremely costly for
the internet firms, but the fee-paying model is gaining momen-
tum in China where viewers have been used to free content.)
Xiaomi has not only invested significant capital into several
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major online video sites, but also plans to set up its own con-
tent production capabilities.

One of the biggest investments ever made by Xiaomi, was
ploughing $300 million into the Baidu-backed online video
portal iQIYI. iQIYI is one of the largest online video sites in
China, and it also has a division called iQIYI Motion Pictures,
which, among other things, co-produces movies in collabora-
tion with foreign partners. This investment should give Xiaomi
important access to high quality content to further supple-
ment its video streaming capabilities. At the beginning of 2016,
Xiaomi also announced that it is building up a new unit to be
named Xiaomi Movies for the film business. Because the con-
tent business is drastically different from Xiaomi’s core compe-
tence, it remains to be seen whether its efforts in this direction
will be successful and whether it can catch up with the compe-
tition.

Finally, when Xiaomi expands into overseas markets and
much broader products offerings, it will be increasingly diffi-
cult for the company to maintain its existing business model.
The $45 billion question is whether Xiaomi can replicate its
smartphone success in other smart devices and integrate them
seamlessly into its mobile ecosystem.

To a large extent, Xiaomi’s success in China’s smartphone
market has much to do with Chinese users’ particular pref-
erences and unique market dynamics. There is no guarantee
that the model can be replicated elsewhere. For the Xiaomi
model to work, the target market may need to have a large pop-
ulation, a developed e-commerce culture and weak telecom
service providers. All these factors are important for Xiaomi’s
low-cost business model. For example, in a developed market
like the US, the subsidies from telecom carriers could easily
neutralize Xiaomi phones’ price advantage. In another exam-
ple (to be discussed in detail later in this book), Xiaomi’s inter-
net distribution model could not work well in some parts of the
Indian market due to the lack of internet infrastructure.

As a young start-up company, Xiaomi is also constrained
by the relative absence of existing resources when expanding
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abroad. For example, Xiaomi does not have much in the way
of a patent portfolio, so when it expands to the US or Europe,
it may not have access to a sufficient number of patents to
strike cross-licensing deals with other smartphone manufactur-
ers, making the company vulnerable to lawsuits from competi-
tors as it tries to innovate to match the features their products
offer. Will that make access to overseas markets prohibitive, or
simply mean Xiaomi’s advantage will be a little less pronounced
(because it has to pay for the use of others’ patents for exam-
ple)? The answer will only become clear as Xiaomi engages with
markets outside of China.

Xiaomi spreads itself thin as it expands into such a large
variety of “smart home” devices. The value proposition repre-
sented by Xiaomi’s smartphone, means that the brand is linked
to high quality in the minds of consumers. As Xiaomi launches
a variety of new product categories, however, quality control
could become an issue. Also, as the variety of devices expands it
becomes increasingly difficult for Xiaomi to maintain its close
contact with its users, something that it depends on for both
innovation in terms of features, as well as ability to maintain
an engaged community of users around the device. The Mi-
fan culture has been instrumental to the success of the Xiaomi
smartphone – in fact, Xiaomi had developed its Mi-fan base
from its MIUI system before its very first smartphone release.
With three layers of Xiaomi businesses, the company now has
a much larger consumer base than before. But as a result, cus-
tomers who are further away from the core business may have
difficulty thinking of the company in a manner similar to the
loyal fans that launched it on the path to success. It could
be argued that it is these challenges that go to the heart of
Xiaomi’s brand identity, core culture and business model that
may be the most critical to the company’s future.

Despite all these challenges, Xiaomi’s grounding in hard-
ware and its successful smartphone business may prove invalu-
able in the smart device competition. Because its core business
in smartphones has focused on competitive pricing, Xiaomi has
developed extensive knowhow in supply chain management. As
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