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Key Points 
*** Bear Stearns and Mercer Management Consulting (Mercer) hosted a conference call on China's car market on Sept. 

22. The call centered on two key themes: 1) value migration in the auto sector from new cars to downstream, and 2) 
the development of spare parts, services, and other downstream opportunities. Replays of the call are available 
through Sept. 29 (see details below). 

*** In this call, we explored after-market opportunities in China in light of declining profitability in the OEM segment. 
Despite unit sales growth, car manufacturers' profits have declined due to price cuts, slower growth in unit sales, 
and a product mix shift toward smaller-engine-size cars. In particular, China's 1H05 auto industry profit declined 
48% YoY to RMB23bn (US$2.8bn). 

*** Mercer believes China's auto market is progressing to stage two of its value migration framework whereby 
downstream profits (service and spare parts, used cars, and financing businesses) start to exceed new car 
profitability. Mercer also expects tier one and tier two cities in China to reach the level of maturity exhibited by 
European markets in less than ten years. 

*** Mercer believes the after-market space is important for OEMs because it can: 1) improve customer loyalty and 
retention, and 2) realize untapped revenue and profit opportunities. Mercer shared its views on the development of 
the after-market space, including spare parts, after sales services, used car sales, and auto financing businesses in 
China. 

*** To summarize, Mercer believes change in China's car market will accelerate. It also believes spare parts and after 
sales services will provide immediate opportunities. Used car sales and auto financing have significant potential but 
should take longer to develop. Mercer believes early recognition of value migration trends and repositioning are 
key to succeeding in the after-market. 

U.S. INVESTORS CONTACT YOUR BEAR, STEARNS & CO. INC. REGISTERED REPRESENTATIVE AT    1-
800-999-2000  

 
 
 
 
Replays are available through September 29, 2005 
Bear Stearns and Mercer Management Consulting (Mercer) hosted a conference call on China’s car market on September 22. Mercer 
was represented by Mr. Raymond Tsang, Director and Shanghai office Head, and Mr. Frank Leung, Principal and one of the leading 
partners of Mercer’s China auto practice. The call centered on two key themes: 1) value migration in the auto sector from new cars to 
downstream, and 2) the development of spare parts, services, and other downstream opportunities. Replays of the call are available 
through September 29 at 1-877-519-4471 (U.S.); 973-341-3080 (International); pin#: 6490120. 
 
China’s car market posting unit sales growth but profit decline 
China was the world’s fourth-largest auto producer in 2004, behind the U.S., Japan, and Germany, producing 5.1mn units. China was 
the world’s seventh-largest car producer in 2004, producing 2.3mn units. At the end of 2004 there were an estimated 26mn vehicles in 
China. In the first eight months of 2005, China’s car sales grew 14% YoY to 1.7mn units. China’s top-three foreign brands by unit 
sales are VW, GM, and Hyundai, with 15%, 10%, and 9% market share, respectively. 
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Despite unit sales growth, car manufacturers’ profits have declined due to price cuts (estimated at 8%), slower growth in unit sales, 
and a product mix shift toward smaller-engine-size cars (unit sales of 1.6L and below cars +40% YoY vs. -17% YoY for 1.6L and 
above cars). In particular, China’s 1H05 auto industry profit declined 48% YoY to RMB23bn (US$2.8bn). Key Shanghai ‘A’-share 
listed auto manufacturers posted a 1H05 profit decline averaging 63% YoY. In this conference call, we explored after-market 
opportunities in China in light of declining profitability in the OEM segment. 
 
Theme 1: Value migration in the car sector: From new cars to downstream 
 
Q1. China’s car market has undergone tremendous change over the past 12 to 18 months. Can you comment on the market’s 
development?  
Mercer defines automotive markets’ evolution in three stages: 
1. In stage one, the majority of profits come from new car sales with some service and spare parts profits. Examples include India 

and Russia. 
2. In stage two, downstream profits (service and spare parts, used cars, and financing businesses) start to exceed new car 

profitability. Examples include Eastern European countries such as Poland. 
3. In stage three, more than 70% of profits come from downstream activities. Examples include Germany and the U.S. 
 
Mercer believes that China’s auto market is progressing from stage one to stage two. Signs of this transition include: 
1. Profitability of new car sales for OEMs has declined over the past 12 months. 
2. OEMs show increased interest in expanding their service networks. 
3. Used car sales have grown rapidly over the past 12 to 18 months. 
4. OEMs are cautiously moving into auto financing. 
 
Mercer believes we should expect value migration from new car sales to after-market services over the next 18 months. OEMs that 
can best adapt to the changing playing field will succeed. 
 
Q2. How quickly will China reach the level of maturity of markets such as the U.S., Japan, and Europe? Will it progress faster or 
slower than other developed markets? 
While it took the U.S., France, and Germany 15 to 20 years to evolve from stage two to stage three, Mercer expects China’s auto 
market to evolve much faster, because: 
1. China’s auto market has experienced very fast growth, which Mercer expects to continue. Mercer expects China to become the 

second-largest car market in the world after the U.S. by 2010. 
2. Most of the large global OEMs have invested heavily in China and brought with them experience and best practices. 
3. Intense competition for new car sales forces OEMs to turn to the after-market as a way to differentiate offerings. 
4. The government has the power and the will to bring transparency and healthy competition to the after-market. 
 
As a result, Mercer believes that in less than ten years, tier one and tier two cities in China will reach the maturity exhibited by 
European markets. Another implication is that profits and losses will be magnified as a result of this rapid evolution. 
 
Q3. The outlook for new car sales seems to be quite muted, both in terms of margin and growth. What should OEMs do to protect 
their share of the market and improve profitability? 
Mercer believes it is still possible to make money from new car sales. For example, BMW and Toyota are still managing to achieve 
5%-plus operating margins through high-quality products, superior brand and loyalty management. In China, the car market has 
endured significant price cuts over the past two years. However, Honda has been able to cut prices by only 7% to 8% compared with 
more than 15% by its competitors. Honda has done so through a strong product portfolio and brand management across the entire life 
of the vehicle, particularly in the after-market. Mercer found in their Chinese auto consumer price elasticity study that brand equity 
accounted for 40% of a premium vehicle's value. This illustrates that strong brand management is a much better lever than price cuts 
for profitability. Mercer concludes that OEMs that suceed in differentiating their brands across the customer lifecycle are able to 
generate profit from new car sales. 
 
Q4. You spoke of value migrating to the after-market space. Can you elaborate on the potential of the after-market for OEMs and 
other operators? 
Mercer believes the after-market spaces are critical for OEMs in two ways: 
1. Improving customer loyalty and retention: 

•  Mercer found that more than 55% of brand-switching was due to dissatisfaction with exiting OEMs’ after-market services. 
•  Tailored after-market service packages that target different customer segments are proven to be effective in improving 

customer retention in mature markets. 
•  Customers’ experiences in the after-market will influence the market price of a car. 

2. Realizing untapped revenue and profit opportunities: 
•  Revenue: In mature markets new car sales make up just 25% of revenue throughout a vehicle’s lifetime. The remaining 

revenue comes from: 1) after sales and financial services (50%), and 2) used car sales (25%). In China, the after-market 
currently accounts for just 35% of revenue. 
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•  Profit: After-market services in mature markets account for about 80% of all profits across the value chain. In China the after-
market currently accounts for just 40% of profit. 

 
Mercer believes that OEMs should redefine their after-market strategies to capture more profit from downstream opportunities. OEMs 
also need to differentiate their offerings to enhance customer experience. 
 
Theme 2: Development of the spare parts and services markets, and other downstream opportunities  
 
Q5. Given the proliferation of “gray” (or counterfeit) parts in China, is there money to be made for OEMs in this sector? To whom 
will the profits go? 
Despite Chinese car owners’ tendency to use “gray” (or counterfeit) parts, Mercer believes it is still possible to make money from 
spare parts because: 
1. OEMs are increasing their control over service centers. Three years ago, 70% of Shanghai VW’s service centers were non-

exclusive. By way of a comparison, currently only 25% of Hyundai’s service centers are non-exclusive. 
2. The sector will become easier to regulate as consolidation occurs, with large-scale fast-fit chains driving out “mom-and-pop” 

shops. 
3. Beijing is focusing on restricting gray part sales. The Ministry of Communications released a new policy that prohibits the use of 

gray parts and encourages the development of large-scale service centers. 
 
Mercer believes OEMs will capture most of the profit for safety-critical parts and suppliers will capture most of the rest of the parts 
market. 
1. Mercer finds that Chinese consumers are much more willing to buy an OEM-branded safety-critical part because the perceived 

quality is better, even though it may cost more. 
2. For non-safety-critical parts, however, 60% of consumers are willing to buy from a fast-fit chain or parts dealer. 
 
Mercer believes excellent supply-chain and distribution controls are key to winning in the spare parts market. 
 
Q6. How about after sales services? How does the emergence of 3S/4S shops impact the service sector? 
Increasing convergence of sales and after sales stores over the past two years has increased the number of 3S (sales, service and spare 
parts) and 4S (sales, service, spare parts, and customer service) stores. In China 3S store penetration has increased to over 70% for 
some OEMs today from 15% of all service centers in 2003. Despite the large upfront investments, Mercer finds that customers 
overwhelmingly prefer to bring their cars for servicing to the same people who sold them their cars. From the OEM’s perspective, 
3S/4S stores are also easier to manage and ensure consistent brand experience. 
 
Mercer believes three trends will influence service formats in China: 
1. 4S shops are expected to account for more than half of the market in five years, and several mega-dealer groups with multiple 

dealerships and service centers will likely emerge. Many of these will be global dealers of a given OEM in other geographies such 
as Taiwan or Hong Kong. 

2. Fast-fit chains are also expected to grow to 30% of the market over the next five years. They will expand their portfolio to higher 
value-added services with the theme of “convenience” from a focus on vehicle safety and performance services. Examples include 
Japanese fast-fit chains like YellowHat and Autobacs. 

3. Independent service centers’ market share is expected to contract to less than 20% within the next five years from more than 50% 
today. They lack economies of scale and specialized knowledge and are likely to be impacted by future regulations. 

 
Q7. Based on your description of market evolution stages, the next big opportunity in the after sales market would be used car 
sales. How do you see development in that sector over the short to medium term? How critical is it for OEMs to participate in this 
sector? 
Mercer estimates average vehicle age in China to be about three years versus six to seven years in mature markets. As a result, China’s 
used car market is under-penetrated, accounting for only 30% of total vehicle sales versus 70% in mature markets. However, over the 
past year used car sales increased more than 30% and accounted for half of all vehicle sales in some cities such as Guangzhou and 
Shanghai. 
 
Currently, most used car transactions in China are consumer to consumer without any intermediary. As a result, the system is opaque 
making it difficult to assess vehicle quality, service history, and pricing. Several developments could help overcome these obstacles: 
1. Beijing is putting together a used car policy that should help clean up and professionalize the used car market. 
2. Global information providers are looking to provide standardized pricing information in the near future. 
 
With OEM involvement, Mercer expects the used car market to experience rapid growth over the next five years. OEMs such as VW 
and GM have begun to offer basic trade-ins to achieve repeat purchases and manage residual vehicle values. In addition, operators 
such as Japan’s Qinland have entered the market by forming a joint venture with Shanghai Xietong. Large U.S. used car dealers are 
planning to enter the Chinese market. 
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Mercer believes a strong accreditation system, distribution network, and understanding of price elasticity across different regions are 
key ingredients to succeeding in China’s used car market. 
 
Q8. The auto financing market has received a lot of hype, but so far has not lived up to its potential. Will this market take off? Why 
or why not? 
Mercer believes that China’s auto financing market has not taken off because of: 
1. The lack of a central credit system, which has led to 30%-50% non-performing auto loans in Chinese banks. 
2. The lack of risk management experience in Chinese banks. 
3. The lack of a legal framework and difficulties in vehicle repossession. 
4. The difficulty facing foreign auto financing companies to secure long-term cost-effective funding and hedge interest rate 

exposure. 
 
Mercer believes there are substantial opportunities in auto financing, however: 
1. China is far behind international standards in terms of market penetration. Auto financing penetration for U.S., Germany, India, 

and Taiwan is 80%, 70%, 60%, and 50%, respectively, versus about 5% in China at the end of 2004. China’s peak was in 2003 
when penetration reached 25%. 

2. Financing can be highly profitable. 
3. U.S. and European credit rating agencies are looking to enter the China market, which will help establish higher standards and 

best practices. 
 
VW, GM, Toyota, Ford PSA, and DaimlerChrysler have all received Chinese auto financing licenses. Hyundai is applying. Mercer 
believes local financial institutions are unlikely to be able to win in this market due to auto companies’ overseas experience and dealer 
relationship advantages. Mercer also believes auto financing is likely to take a further three to five years to develop versus other 
downstream markets. 
 
Q9. To wrap things up, any additional comments on the development of China’s car market over the next 18 months? How should 
the OEMs prepare? 
Mercer believes change in China’s car market will accelerate. Second-stage development signals should soon be clear. They include: 
1. Further decline in new car sales profitability. 
2. Massive investment in sales and distribution networks and other downstream business infrastructure. 
3. Emergence of a large number of non-OEM operators competing in the after-market. 
 
Mercer believes spare parts and after sales services will provide the most immediate opportunities among downstream businesses. The 
used car market could provide an even larger opportunity for profit, but not until further down the road. While Mercer is bullish on the 
auto financing market, it is probably five years away because of all the structural barriers that need to be overcome. Mercer believes 
the after-market winners will be the ones who recognize the value migration trends before their competitors and reposition their 
business models accordingly. 
 
Questions from the audience 
 
Q10. In terms of the used car market, and probably relating to auto financing, is there any emerging standard in China for 
accreditation in terms of used cars? 
Mercer indicates the lack of an accreditation system is affecting the emergence of a used car market, and also auto financing. There is 
currently no standard for accreditation similar to the blue book or black book in the U.S. Mercer believes the eventual standard bearer 
will need to have good access to information and a neutral position in the market. Mercer believes potential candidates could be banks 
or specialized publishing houses, but are unlikely to be OEMs. It is likely to take several years for the standard to emerge. 
 
Q11. Which categories are dominating in the used car market? 
Mercer categorizes China’s car market into three groups: 
1. Low cost (i.e. local operators). 
2. Mainstream (i.e. most of the Chinese OEMs, like Shanghai VW and Shanghai GM). 
3. Premium (i.e. Mercedes and BMW). 
 
Mercer indicates that the majority of used cars belong to the mainstream segment because: 
1. Low-cost cars are perceived to be of low quality and hence there is limited demand in the second-hand market. 
2. Premium cars are mostly imported with no rigorous pricing standard. Their stock is also limited; therefore, there are few second-

hand transactions. 
 
 
Q12. Where do car exports fit into Mercer’s three-stage automotive evolution framework? 
Mercer indicates that there is no direct relationship between exports and the three stages of the framework. Mercer believes the key 
factors for exports include: 



 

BEAR STEARNS ASIA LIMITED, 26/F CITIBANK TOWER, 3 GARDEN ROAD, HONG KONG 852-2593-2700  WWW.BEARSTEARNS.COM 5

1. The ability to produce high-quality cars at a competitive cost, and the availability of excess capacity for exports.  
2. Policy and regulatory frameworks that promote exports (e.g. tax and financing). 
 
Mercer believes China currently lacks these factors but is likely to develop them over time. China’s exports to developed markets are 
currently insignificant. Mercer believes the more mature a market is, the more likely it is to have economies of scale and product 
quality to achieve exports. 
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