Missing the Point: the Chinese Yuan
People who do not live in China might have a misperception of why Chinese goods are relatively cheap.  Certainly, in developing countries, the wage-per-unit-of-work is lower than that enjoyed in a more developed country that relies heavily on capital to reduce the amount of work that people have to do.  In the caser of China, that is also true, but there is a much more salient factor that makes Chinese goods relatively cheaper than those in the Western World.  China’s preeminent advantage in world markets is that the Chinese Yuan is so undervalued.
When I first moved to China, several years ago, I made friends with Steve, a Texan who had retired early from the fast-paced corporate world of the USA, to travel in China under the guise of a college English teacher.  Steve was also getting paid as a Chinese college English professor would, and one day Steve told me that a ¥35 sandwich was too expensive for him.  I responded that it is only $US 4, but he said I was missing the point: he doesn’t think in terms of dollars because he is living in China, and that is not the way to think of things, here.  For him, lunch costs ¥4, the going rate at local Chinese restaurants for a decent hot lunch.  To him, he told me, a Yuan is the same as a dollar is to me.  Although fried dumplings might cost me $US 6 at a Chinese takeout restaurant on Maryland’s Eastern Shore, it costs me only ¥5 at any of the little local restaurants in our neighborhood, in China.
I had already begun to catch on to a difference, here.  When I arrive, in China, I bought a power strip at the local shop to plug in my computer, etc. (moreover, Chinese apartments are generally lacking in the number of electrical outlets that we Americans are used to).  I was so excited because it had cost me only ¥5.  I was less excited when it burned out within a week, and I calculated that at that rate, I would end up spending about $US 30 per year for power strips. But Steve’s words made me scrutinize and test his hypothesis, at every turn.  

Over a very short time, I had discovered that not only was Steve right, in his advice, but there was even more at work than he had said.  In the local Guangzhou monthly magazine, I can see ads for executive apartments for foreigners, quoted in US$ prices of around $4,000 per month, which is not bad for a multiple-room apartment in a major U.S. city.  However, I have a huge 2-bedroom apartment with great city views, in a highly-secure complex, complete with a third-floor common garden with fish-pond, badminton court, plants, gazebos, and playground that extends between two 26-story apartment towers.  The price that we pay is ¥3,000, or about US$ 400, one tenth the price in the magazine.  I began thinking more and more in terms of Yuan, and I noticed that often a price would be quoted to me (many stores do not put prices on merchandise, here) that seemed alright in dollars but was too high in terms of the buying power of the Yuan.  Through observation, advice, and learning more and more about Chinese morality, sociology, and language, I began to discover that there are multiple pricing schemes everywhere.  The greatest distortion is in prices that are quoted to foreigners versus those quoted to natives for the same item.  Early on, for example, I was given a quote of five Yuan for pineapple on a stick when I know that the going rate is 5 Mao, 1/10th the quoted price.  However, even when the price is tagged on an item, the price is still, usually, negotiable.  

There are really two problems with business in China.  If you compare purchasing power parity figures of GDP with US$ values, a proper value for the Yuan versus the dollar would be 2 to 1 instead of the more than 7 to 1 actual rate, making allowances for quality differences.  To be sure, many of our friends who are operating factories that produce export goods, here, tell us that the locals are getting wise to the arbitrage profits that are being made on those goods and have been substantially increasing their asking price for wages.  In that regard, non-static PPP tells us that the Yuan is being revalued, internally, by those wage increases.  
The other problem we can call price confusion.  Take, for example, the simple problem of pricing rooms at a Chinese hotel.  In Hong Kong, where the economy is developed and had been, virtually, part of the Western world, for the past 100 years of development, prices of things are like Western prices, including hotels, from dives to palace suites.  In China, since locals are the main business, and locals are paid and think in Yuan, prices, in the main, must be keyed to that, and hotel owners realize that.  Of course, there are high-quality hotels, in larger towns, like Guangzhou, that cater to (prey on) foreigners.  The Garden Hotel, in our neighborhood, has chic shops on its lower floors and charges over ¥1,000 per night for a room, while the Dong Yue, across the street from us, which has nice rooms and even a decent suite, has mainly Chinese guests and charges only around ¥300 per night for a suite.  
As someone who cut his “i” (for investment) teeth in the cut-throat world of Wall Street proprietary trading, I understand greed.  The saying goes: bulls make money, bears make money, and pigs end up broke or in jail.  Coming from an agricultural economy, only a generation ago, faced with over-night millionaires (it’s only about 1/10th as good as being an American or European millionaire) and other stories of success from running your own business, many people, drawn by innate thirst and greed, open businesses without forethought as to what it takes to start and run a business.  In these developing days of transition to a market economy, nouveau riche is actually “in”.  In our neighborhood, in Guangzhou, we see businesses go in and out very quickly.  You must see the point: the macro economy is built from the micro economy.  By understanding the micro economy, you will have a much better understanding about where it is and where it is going.    
The focus on riches, not sound business practices, combined with price confusion, leads, too often, to mis-pricing.  In many cases, merchants will try to really overprice things for a foreigner, but they will also try to overcharge a local, too.  Those who are onto the game will put out a counteroffer and walk away.  Most of the time, the merchant will actually chase you to come back and take your counteroffer, but many will just let the business slip through their fingers.  The difference between the two is that the former will at least stay in business for a while, but the former will soon wither on the business vine.  If they all realized that prices make the business, they would all be better off.  When I created my internationally-recognized country inn, Auldridge Mead, in the 1990’s, even though it was on the covers of major magazines, like Country Living and Vogue, and even though the inn was a lovingly-restored 18th century gem of an estate, museum-like in its furnishings of half a million dollars in period antiques and art from well-know period artists, I never raised the price of an 800-square foot suite above $250/night.  To me, the inn was an arbitrage in real estate and art.  I knew the value of my art collection and my mortgage payments.  I knew the rental market for housing.  I studied the market in inn rental.  And I priced rooms, based on that information.  I could have gotten blind with greed and have tried to charge $500 a night for a suite, but earning 100% per year on my investment, give or take a few percentage points, over the 10 year life of the investment, was good enough for me.  Would the woman at the boutique who gave my girlfriend a price of Y250 for the DKNY (at least the label said so) Merlino wool, shawl-collar sweater and eventually ran after us to take our counteroffer of Y150 sell more clothing, if she priced things more realistically, to begin with?  

In the end, there are several countervailing forces facing the Chinese business person, pulling them hither and yon.  They see success and think that it can be achieved by simply opening a business.  On the other hand, they know what their own cost of living is and what the cost of higher living is.  Then, they see international pricing in some of the goods that they purchase from other markets, like energy, even though they are sheltered by subsidies for that particular item, and they have a rudimentary idea of prices for goods in other countries.  As a result, most try to price from the wrong end.  Worse, still, is that they do not even realize the importance of proper pricing to business success.  Chinese business people are focused on profit without real thought of price.  Of course, as I tell my finance students at the University where I teach finance and economics, it’s the discounted value of all future cash flow that is the value of a business, not short-term profits.  
It is these kinds of insights into the heart of business in China that provide the impetus for Red Hill Trading, In-country China, and Nana Craig to help you navigate the microeconomic waters of Chinese products.  We understand greed, and we abhor it.  We understand ethics, and we steer clear of the unethical.  We know quality, and we hate cheesy products.  So, let us help you with research into companies and markets.  Allow us to, personally, escorting you around the markets, if you come to China to hunt.  Or permit us to find, choose, and deliver quality retail or wholesale made-in-China products to your door, at a fair price. 
Contact us today.  Call or email.    

clm@clmattioli.com
Cell: 136 3241 0877
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