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The following article was written by Boaz Rottenberg, an IsCham member who is
the Managing Director of Maverick China Research, a Beijing-based market research firm.

8 Key Factors Shaping China's e-Commerce
and e-Payment Markets

China is in the midst oh major shift to electronic commerce. In recent years we have seen a
dramatic increase in thadoptionof electronic payment cards in China, an initial growth spurt of the
credit card market, and the emergence of internet giants such as Alibaba and Taobao

The following are the key factors shaping the development of Ghiegommerce and online
payment markets today. These factors are crucial to understand how '€rétammerce market
developed to date, and what are the obstacles facing incumbent @aged newcomers to this
market in the future.

1. Internet Users: 360 million

As of thethird quarter of 2009 there were an estimated60 million internet users in China,
according to the China Internet Network Information Center (CNND@Jing the first 9months of
2009 Chinaadded a whoppin@?2 million users almost 7 million new users each month.

Although many dispute these numbers (some claiming higher numbers, others claiming lower
numbers) and the methods used to obtain them, it is clear that irgeuse ishecomingwidespread
and China has now eclipsed the U.S. as the largest online population in the world.
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Figure 1: Internet Users in China, 2001 - Q3 2009 (M)
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Source: Maverick China Research, CNNIC, MIIT 2009

One mustnote, however, that khough China has the largest online population in the world, internet
penetrationrates are still low, around 25.5% as of June 2009.

2. Chinese Internet Users and the Role of Internet Cafes

The majority of China's internet users arader the age of 25have at least secondamducaton,
and are living in cities. They are not necessarily wealthy, though;the figure below shows,
approximately 74% percendf internet users have a monthly income of less than RMB 2,000 (~USD

300).
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Figure 2: China Online User Income Distribution, 2008 (RMB per Month)
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One of the main causes of the conflicting numbers of internet users derived by surveys is the
predomirant use of Internet bars in China. Internet bars in China remain the only internet access
points for many of China's youth, as ownership of a personal computer is not common outside

China's most industrialized cities.

Figure 3: Most Popular Locations for Internet Access in China, 2008 (%)
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Beloware somepictures of typical internet bars in Chinlt is not uncommon for a
single internet bar to hold several hundred people at the same ftiamel may bars have a steady
clientele 24 hours a day.

Figure 4: Typical Chinese Internet Bars
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Theimportance ofinternet bars in China's rural areasaigjuablyeven greater. Although many small
villages wil not always have running water and a functioning sewage system in all houses, mo
often than not an Internet bar will still be available.
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Figure 5: An Internet Bar in Rural China
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3. Taobao and the Dominance of the Alibaba Group

Taobao is the largest online marketplace or online retail store in China today, controlling over
three-quarters ofthe domesticC2C and B2C markeBaipai, the second largest online marketplace
in China, controls less than 10%aloe market.

Taobaois sometimes referred to as ChieaBay, but it has become a criticat@mmerce platform
for businesses as well. Since the company was forine@004,it has managed to overcome
formidablechallengegrom global incumbents such &Bay and Amazon.
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Figure 6: Taobao Market Share of e-Commerce Market in China, 2008 (%)

Other C2C and B2C
Websites
23%

Taobao

Source: CNNIC, Maverick China Research, 2009

The success dfaobao(and consequentlyhat of Alipay its payment processdisin large partdueto
its innovative escrow service, which provides users with an extra layer of sedurisyhas proven to
be aparticularly important issuén China given the relative immaturity of the-eommerce market
and a lack of consumer trust ibuying online. The escrav service allowsa buyer to withhold
payment untilthey have receivethe product from the seller.

Taobao is aubsidiaryof the Alibaba Groupwhich also controls Chitalargest payment provider
Alipay, and China largest online B2B platformi\libabacom. The Alibaba Group, therefore, is a
major force in China ecommerce market today, controlling both the largest online fetaiand
online payment providedwarfing all other playersurrentlyin the market.

4. A Late Start to Electronic Payments

Dueto the late development of the domestic credit card market, China's electronic payments market
is essentially developing 50 years later than the US and other developed markets. This late start
presents some challenges for consumers and companies interasteelw payment systemdt also

has left fewer legacy systems in placéowever, and China's market remaingnore open to
alternativee-paymenttechnologies and companies

The first Chinese credit card was not issued until 1986 by the Bank of ChinaioAdegs slow over
the following two decades due to a lack of consumer demandearth of merchants which accepted
card paymentand the lack of a unified appraisal system in the banking sector. It was not until the
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founding of China UnionPay in 2002 tHadnkcards in China were finally unified
under a nationwide network and began to be used in large numbers.

Without a widespread credit card network to leverage, online (and mobile) payment models in China
are based on a mix business models pieced togefttoen banks, mobile operators, online payment
providers, and international paymemrocessors Currently all forms of nenash payment are still
relatively immature in China, including online payment, credit cards, prepaid cash cards, mobile

payment, and dbers.

Figure 7: China's Late Start: Banking and e-Commerce Milestones 1950-2008
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5. Bankcards Issued: 1.8 billion

The phenomenal growth of bankcard issuance (and banking in general) is one indicatiGhitiese
consumers who grew up in a purely cash economy are open to adopting hew methods of electronic
payment. According to China UnionPay, the sole interbank fund transfer network and card issuer in
China, about 1.8 billion bankcards had been issuethéyend of 2008, up from 762 million in 2004.
Included in this figure wer&45million credit cards, up from 90 million at the end of 2007.
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Figure 8: Bankcards in Circulation in China, 2004-2008 (M)
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6. Credit Card Use Remains Low; POS Terminals Limited

While credit card issuance has grown quickly in the last two years, overall numbers remain very low.
According to the PBO@, the end of 2008, China had an estimated 145 million credit cards, up from
90 milion in 2007.

Figure 9: Credit Cards in Circulation in China, 2006-2008 (M)
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7. Bankcards Used in a Quarter of Consumer Spending

According to the PBOC, Chindsnkcard penetration rate(defined as theotal bankcard payment

for consumer goodsexcluding wholesale and real estate transactions) as a percentage of gross
national retail sales was just under 26% by the end of September 2008. At the end of 2007, this
figure was at 22%, and as recently as 200 was below 10%. In tejer cities such as Beijing,
Shanghai, and Guangzhou, the figure is higher butksltbw those ofdeveloped economies. The
rapid growth and utilization of bankcards, however, shows that Chinese consumers are willing to
adopt dternative payment methods and is a positive sign for the development of electronic
payments.

8. Consumers still favor cash

The flip side of having'dankcard penetration rateof 26% is that bankcards are still not being used

for most payments. As in margeveloping countries, cash remains the most widely used form of
payment in China. For convenience, for perceivafity, for a lack of other payment options, and
even for no better reason that it being a lifetime of ingrained habit, cash is king. Evemneasht
advancements in payment and money transfer services (such as debit cards and interbank fund
transfers), it is still quite common in China to settle major transactions with cash.

The players in Chite online payment market, albeit growing at ast@unding rate, have to
overcome these inherent obstacles in order to reach consuméhss hagesulted in an online
payment sector quite different from its western counterpartsAccording to a survey of online
merchants conducted by my company, Maver€kina Research, in 2008ver three quarters of

respondentsstill offer some form of cashased purchasing option, most often casidelivery and

cashon-pickup.

IsCham — Israel Chamber of Commerce in China T DL 2 1 4

www.chinaisrael.org www.chinaisrael.org

E-mail: info@chinaisrael.org k4 info@chinaisrael.org

Phone: +86-158-1052-5494, +86-10-6530-1837 F-Hl: +86-158-1052-5494, +86-10-6530-1837

Fax: +86-10-6530-1636 {3 +86-10-6530-1636



) * ISRAEL
MAVERICK XX e

china research Y  CHINA

Figure 10: Most Popular Payment Options Offered by Online Merchants in China
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This high figure does not take into accouhét online storedvalue accounts or-gvalletsare often
topped up by cash apost offices banks, or through the cash purchase of-tgqpcards.According to
our surveygcash-based payments still make upproximately 25% of atinlinetransactiors volume

As high as these numbers may seemg believeChina, like the rest of the world, is still headed
toward a future based on electronic payment. Géstsed paymentsvill continue to decline as more
consumers switch tahird-party online payment providersuch as Alipay99Bill,and Tenpay.The
shift away from castbased payments will depend on several key factors:

1 Continued increases iaredit card issuance, which will encage more norcash spending
by consumers

9 Theeliminationof barriers imposed bhina's majobanks on online payment (such te
need for a dedicated online banking account that requires registration)

1 Increased exposure to-eommerce anddomestic payment providers, whichshould help
alleviate current trust issues

1 Increased activity by regulators to guarantee user safety.(by requiring that albayment
providers be licensed by the governmént

The following figure displays our forecast for the graduahsfer of payments from traditional
cashbased methods towards online payment in the next five yeslve beleve that by 2013,
approximately three quarters of purchases in Chinaommerce sector will be made with online
payment methods, and cadbasedpayment will decrease to approximately 10% ef@nmerce

payments.
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Figure 11: China E-Commerce Payment Channel Usage Forecast, 2008-2013
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Maverick China Research provides business-to-business research and market entry services for clients seeking
opportunities in China. Our Beijing-based team provides on-the-ground research through regularly published

market reports and customized consulting services.

Boaz Rottenberg is co-founder and Managing Director of Maverick China Research. His current research
focuses on China's mobile payment, online payment, wireless value-added services (WVAS), and mobile
music markets, among others. He has managed projects for clients such as Visa, France Telecom, Deutsche
Telekom, SK Telecom, HP, and Nokia. Boaz directs Maverick China's market research operations and oversees

all customized projects and market reports.
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