McGraw Hill’s

Economics Web Newsletter

Spring Issue, Number 5 of 7        Covering Week of November 3, 2003

	Do You Remember
	Article Analysis


Note to Instructors

The Economics Web Newsletter is for use as a tool when teaching the principles of economics.  It specifically references the Wall Street Journal editions of selected McGraw-Hill Principles of Economics texts.  Do You Remember presents five or more quick factual questions and answers covering several articles that have appeared in the Wall Street Journal in the week preceding the newsletter.  They make good in-class quizzes when reading the Wall Street Journal is required.  Article Analysis reprints one article from the Wall Street Journal and poses five or more analytical questions and their answers with references to text chapters.

The Economics Web Newsletter is written by Jenifer Gamber.

Publication Date: 11/10/03.

©Published by McGraw Hill.  All Rights Reserved, 2003.

DO YOU REMEMBER?

If you have read the Wall Street Journal from November 3rd- 7th you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article that provides the basis for the question. 
1. According to American furniture makers, producers from which country are wreaking havoc over sales and operating income, prompting U.S. makers to lobby for import duties? Click for answer.
2. Why are ocean-shipping rates skyrocketing and what is the anticipated effect on the price of imports? Click for answer.
3. What White House plan might lead to a higher U.S. savings rate? Click for answer.
4. Why is the EU threatening tariffs on U.S. goods? Click for answer.
5. What is a pay-as-you-go doctor?   Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. China. (See “Furniture Makers Seek Trade Duties” November 3, page A2.)
2. Demand for seafaring vessels is outstripping supply, leading to sharply higher prices. This will likely lead to higher import prices. (See “A Surge in Ocean-Shipping Rates Could Increase Consumer Prices” November 4, page A1.)
3. Establishing new tax-free savings plans. (See “Two Big Tax-Free Savings Plans to Get New Push by White House,” November 5, page A1)
4. The EU is threatening tariffs in response to U.S. tariffs on imported steel and a set of tax breaks for U.S. exporters. (See “EU Trade Chief Warns of Sanctions” November 5, page A2.)
5. A pay-as-you-go doctor doesn’t work with health insurance companies, instead charges patients directly for lower fees. (See “Pay-as-You-Go M.D.: The Doctor Is In, But Insurance is Out” November 6, A1) 
Return to Questions 
China's Rush to Convenience

U.S.-Trained Executive Revamps
Chain to Better Take On Rivals

By LESLIE CHANG 
Staff Reporter of THE WALL STREET JOURNAL
SHANGHAI -- For three years, Hu Fusheng begged his bosses to remove a counter squeezed between the cash register and front door of the convenience store he manages here. Mr. Hu complained that the counter took up space in the 900-square-foot store, and that takeout-food customers ignored it. But his bosses, and the counter, couldn't be budged.

This year, change came suddenly. Mr. Hu now sells baked goods at a 20% discount in the evenings, unloading items that might otherwise be thrown away. He arranges boxed drinks in pyramid displays, where in the past he could only put them out on shelves. And he has thrown out the counter and put in its place a freezer stocked with ice cream and other treats. "I don't need anyone's permission any more to make these changes," Mr. Hu says.

The new look at Mr. Hu's store, where monthly sales are up fourfold since the beginning of this year, is part of a drive to remake the 486-store Shanghai Liangyou chain, one of the largest convenience-store operators in China. Engineered by a U.S.-educated former Starbucks executive, the makeover tests whether the Chinese retail industry can be transformed into outlets that are attractive, user-friendly -- and profitable.

China's $500 billion retail sector appears to be booming. Modern chain-store sales grew 30% last year. And a convenience-store trade has sprung up almost overnight. Shanghai alone has about 3,500 stores, half the national total. Of those, 2,000 were set up just last year. Some Shanghai streets have two or three convenience stores on a single block.

But behind the storefronts, convenience stores suffer from the same problems that characterize most industrial sectors in China and punish foreign investors. Cutthroat competition spawned cramped, look-alike stores from more than half a dozen rival chains. Price wars have driven gross profit margins from 21% several years ago to 15% last year, compared with an international figure of about 30%, according to the Shanghai Chain Store Research Institute.
1. What type of market structure would you characterize the convenience store market in Shanghai? Why?  

In developed markets, convenience stores are viewed as one of the most difficult sectors in the retail trade, marked by sophisticated computer systems to track and reorder goods, a scientific attention to detail and a small space with little room for error. China's version, by contrast, is characterized by little more than opening stores quickly and competing on price.

That's why 7-Eleven Inc., the world's largest convenience-store chain, is avoiding Shanghai for now. The Dallas-based retailer has big expansion plans in China -- through a joint venture it has 137 stores in southern Guangdong province and it is looking at Beijing. But, says Bob Jenkins, vice president of international, "Shanghai is highly competitive right now. Let them fight it out in Shanghai, and we'll go in after the war is over."

2. Would you suspect a convenience store in the United States with sophisticated computer system is more profitable than one in China that does not have such a system? 


 The Liangyou chain is already in the war. But then, bets with long odds are nothing new for Wang Jinlong, president of the Liangyou chain since January. Mr. Wang, a Beijing native, was part of the first wave of Chinese students to go to the U.S. to study. In 1985 at Columbia Law School, he initially sat in class without understanding a word of what his professors said. Later he left a cushy job in corporate law to join a then-obscure company called Starbucks Coffee, which at the time had about 100 stores. He led the chain's expansion into 20 countries, including China.

 Late last year, Mr. Wang returned to China -- to a drafty office with peeling paint, stained swivel chairs and a walk up three flights of stairs. Through a private investment company he heads, he set up a joint venture with the state-owned Shanghai Liangyou Group to operate its convenience-store chain under the "Buddies" brand name.

Liangyou's history offered little encouragement. Its stores were originally part of a network of rationing stations set up in the 1950s under the State Grain Administration to supply rice and cooking oil to the masses. In 1998, the Shanghai Liangyou Group (liangyou means "grain and oil") was split from the city grain administration and charged with turning the former rationing stations into convenience stores.

The legacy weighs heavily on them. Most store employees are in their 40s or 50s, relics of the state system. So hidebound was management that store managers weren't permitted to vary a store's layout or adjust its product mix to suit the neighborhood -- death in an industry that makes or loses money based on such tweaks.

How does one change such a system? Inside and outside, all at once. At a mock-up that is the model for new-look stores Liangyou began launching in June, shelves reach to the ceiling, giving a feeling of abundance absent in rival stores. Aisles are an inviting five feet wide -- compared with the standard three feet -- to inspire leisurely strolling and impulse-buying. Space beside the cash register, where metal taps used to dispense cooking oil, was remodeled to serve ready-to-eat foods such as popcorn and steamed pork buns. By the end of the year, the company plans to have 50 new stores and 100 renovated ones.

Some reforms are invisible to shoppers. The company is installing computer systems to allow store managers to check inventory and analyze sales data. Managers currently track inventory the old-fashioned way -- they calculate in their heads when to restock, and are often wrong. A new incentive scheme will reward employees if their store hits targets for monthly sales.

3. How would you expect incentives to affect sales? 
4.What does the convenience-store remake suggest about consumer sovereignty? 
Another big push: company-wide training -- traditionally a weakness for domestic retailers. In one computer class, Xu Jianhua, a store manager in a Shanghai suburb, stares at her computer screen for 20 minutes before navigating the cursor clumsily around the screen with the mouse. "I haven't used this kind of computer before," says the 30-year-old. "It's difficult for me, but I need to learn it."

Store by store, managers are being given more power to make decisions, unusual in Chinese companies where orders from above can dictate the tiniest details. Mr. Hu, the store manager, has added two new freezers and tripled his baked-goods offerings. He moves rice lunch boxes from the refrigerator to a space next to the cash register just before noon, and sells 50 a day rather than two before the improvements.

"A lot of people were very nervous about the changes at first," admits Mr. Hu, a 28-year grain-bureau veteran. Now, he relishes the new freedom. "In the past, there was a lot of pressure to be orderly. We could not develop our own strengths."

Early signs are good. Same-store sales, an industry measure that tracks sales in stores open at least a year, were up 25% in the first nine months of the year compared with the year-earlier period. The company's target is sales of $130 million this year, up 21% from last year. Still, the joint venture says it won't turn a profit until 2005. In the face of growing competition, the time frame for results is narrow. "We are looking to reposition ourselves," says Mr. Wang. "You only have one chance to change."

5. What does it mean to say you have only one chance to change? 

--Ann Zimmerman in Dallas contributed to this article 

ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to Chapters 11 and 14 in Colander’s Economics and Microeconomics (fifth edition).

Refer to Chapters 23 and 26 in McConnell and Brue’s Economics and Chapters 10 and 13 in Microeconomics.

1. I would characterize it as close to pure competition because there are a large number of chains selling similar goods. The fact that competition is on price supports this characterization.  Return to article.
2. It is likely that other U.S. competitors also have sophisticated computer systems so that no one has an edge on the market. Since both markets are highly competitive, the additional net income in the United States is just enough to provide a reasonable return to the investment on the computer system. So, the U.S. store is not likely to be more profitable. If a Chinese store were to obtain such a system before its competitors, it could earn a higher-than-normal profit ….. but only until other competitors also purchased such systems.  Return to article.
3. People are motivated by self-interest and will therefore do things to increase their own income or prestige.  Providing incentives to increasing sales will likely increase sales.  Employees might also find ways to circumvent the incentive program and look for ways to boost sales by “cooking the books”. Monitoring is always an important component of oversight.  Return to the article
4. It’s difficult to say. It’s possible, however, that making the store look like it is of abundance will make customers feel more abundant and more likely to purchase products. On the other hand, it could be that consumers are looking for a store that exhibits abundance and the chains are responding to consumer desires rather than forming them. Return to article.
5.  To the extent that these chains have a competitive edge on their rivals, they have only a certain amount of time in which to reap profits before other chains follow suit and drive profits back to normal.  Return to article.
Return to Top









