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ﬁ The NEV market

9.QQO...................................

Both 2014 and 2015 were very successful years for new energy vehicle
(NEV) development in China. In 2014, China produced nearly 85,000
plug-in hybrid electric vehicles (PHEV) and electric vehicles (EVs),

265 percent higher than in 2013. In 2015, the production volume hit
340,000, rocketing by 300 percent. In 2016, the volume grew further to
510,000, a 51.7 percent growth.'

At the same time, China’s global ranking in the NEV market improved
from fourth in 2013 to second in 2014, after the US. The high volume
of 340,471 in China in 2015 - far higher than the US market size of
123,000 - helped China jump to first place. In 2016, China’s NEV
volume was more than double the rest of the whole world.’

This type of growth, especially the leap forward in 2015, was not the
result of a demand-driven market — instead, policies and subsidies
played a major role.

However, in January 2017, NEV sales decreased by 50 percent year-on-
year, an alarming signal that the NEV market may become shaky as
the subsidies fade.’

o
':'@ The policy ‘carrots’

NEVs in China are defined as PHEVs and EVs (including battery EVs
and fuel cell EVs). Normal full hybrids are not regarded as NEVs, and
are no longer eligible for subsidies in many countries.

The State Council released the Energy Conservation and New Energy
Vehicles Plan on 18 April 2012, which stated the target for the number
of electric and plug-in hybrid vehicles in operation by 2015 would
reach 500,000 units, and by 2020, the plan is to increase the volume to
5 million.

China’s NEV development formally began in 2009, when China started
the ‘“Ten Cities, Thousand Vehicles’ pilot project. In 2009, the central
government selected 10 cities which would provide NEV subsidies to

1. ‘The growth rate of NEVs was over 50% in 2016, Ministry of Industry and Information Technology (MIIT), 13
January 2017, http://www.miit.gov.cn/n1146312/n1146904/n1648362/n1648363/c5462628/content.html

2. 'NEVs grew at a high speed in 2015’, Ministry of Industry and Information Technology (MIIT), 15 January 2016,
http://www.miit.gov.cn/n1146312/n1146904/n1648362/n1648363/c4600465/content.html
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promote NEV sales. This was expanded to cover 25 cities in late 2010,
and the target volume of NEV pilots was 30,000 units by the end of
2012.*

This three-year pilot project, called Stage 1 NEV pilot, was not
considered successful. Most of the cities were not interested in
spending their local funds to subsidise NEVs made elsewhere.
Through enormous effort, the 30,000 unit target was eventually met,
mostly due to the push by the central government in the second half
of 2012.

Due to the difficulties with this process, the central government did
not launch the Stage 2 pilot project until September 2013. At that time,
88 cities were selected, with the aim of purchasing nearly 330,000
units by the end of 2015.

More than half of the 88 cities issued local policies to subsidise
individual consumers, mostly by matching the central government
subsidy amount. Subsidies to EVs were nearly RMB 110,000/unit, and
PHEVs about RMB 65,000/unit.’

On top of the direct subsidy, the central government decided to waive
the 10 percent vehicle purchase tax for NEV models from September
2014, making the total subsidy value almost 40-45 percent of the retail
price of most NEVs.

In addition, large cities with car licence plate control policies, such

as Beijing, Shanghai, Shenzhen and Hangzhou, all gave free licence
plates to NEVs, valued at about RMB 50,000-90,000 depending on the
city. If this value is included, the total subsidy ratio would hit 60-65
percent of NEV retail prices.

With this large subsidy amount, and more importantly, a free licence
plate, individual consumers were quickly motivated to buy these
vehicles — despite the fact that charging facilities were far from ready.
Individual demand for PHEVs boomed from 2014, accounting for
nearly 75 percent of total PHEV and EV sales, although individual
demand for EVs was more moderate, accounting for less than 30
percent of PHEV and EV car sales.

However, even with such big central government subsidies, similar to
during Stage 1, local cities were not keen to purchase foreign NEVs
using local city budgets. As happened in Stage 1, in the second half
of 2015, local cities were busy trying to reach their promised targets,
though reluctantly. The sales for Q4 2015 alone accounted for more
than 50 percent of the year’s 379,000 units.

4. ‘Miao Wei: Roll up your sleeves and work harder to promote the healthy development of the NEV industry',
MIIT, 17 January 2017, http://www.miit.gov.cn/n1146285/n1146347/n1147601/n1147604/c5466635/content.html
5. AutoForesight research
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Policy ‘carrot’ problems

The US and Japan also subsidise NEVs, but they control the ratio of
subsidies against retail prices between 10 percent and 25 percent.’
China’s subsidy ratio of 40-65 percent is much higher, resulting in
some unreasonable NEV retail pricing by certain original equipment
manufacturers (OEMs). China’s NEV retail prices are generally 30-50
percent higher than the mainstream NEV prices in the US or Japan
market.

Due to the high subsidies, there was a lot of subsidy fraud in coastal
regions. The Ministry of Industry and Information Technology (MIIT)
and Ministry of Finance jointly started investigations in early 2016, and
penalised more than 10 companies accused of fraudulent behaviour.
This explains why many rental companies emerged in 2014 and 2015,
purchasing large numbers of EVs in 2015. These ‘rental companies’
were sometimes established by car manufacturers, who sold EVs to
their own rental companies or a related third party. After getting the
subsidies, they disassembled the EVs and took back the batteries for
the next round of ‘manufacturing’ of new EVs.

Due to the number of fraud cases, the government realised that the
NEV industry could not develop into a mature industry while it had
government subsidies, so it decided to phase out the subsidies by the
end of 2020. The 2017-2018 subsidies are 80 percent of those in 2016,
while subsidies in 2019-2020 are only 60 percent of those in 2016. In
addition, the central government decided there will be no Stage 3
pilot projects.’

Since the present NEV sales were mostly achieved through policy
stimulus, after the reduction, OEMs will have even more pressure to
reduce their prices. OEMs will need to be able to run independently by
the end of 2020. Those whose EVs are priced too high will lose market
share, while those who can reduce costs in the next five years will
stand to gain market share.

Unfortunately, most OEMs are not responding quickly enough to
lower prices and costs. Why have OEMs been slow to act? This could
be because there have been too many carrots, but not enough sticks.

6. AutoForesight research
7. ‘Circular on Financial Support Policies for NEVs’ Popularisation and Application in 2016-2020', MIIT, 22 April
2015, http://www.miit.gov.cn/n1146285/n1146352/n3054355/n3057585/n3057590/c3617158/content.html
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& The policy ‘stick’

The main stick so far is the fuel efficiency limits of passenger cars, or
Corporate Average Fuel Economy (CAFE). By the end of 2020, the average
fuel consumption of traditional cars from OEMs wiill likely be 5L/100km,
while that of energy-saving vehicles should be 4.5L/100km.?

To hit this target, the industry needs to ensure that around 7 percent of
total passenger cars produced in 2020 are NEVs, or around 2 million units
of a total of 26 million cars.® With the current pricing structure and lower
subsidies, it is less likely that consumers will be willing to buy this many
NEVs in 2020.

On 1 May 2013, China issued Passenger Vehicle OEM Average Fuel
Consumption Accounting Method. This defines how to deal with OEMs if
they fail to meet the standards. The OEMs will be fined up to RMB 12,000
for each vehicle they produce - in other words, if a car manufacturer
produces 1 million vehicles, the fine could easily be RMB 10 billion. This
punishment seems too strict, and unrealistic.

There have since been four updates and modifications, which introduce
the credit trading system into the auto industry, and the penalties have
been reduced over time. At the moment, no one really knows how this
policy should be enforced.

It seems that currently, the stick is not big enough. The industry still
seems to have the mentality that the government cannot punish
everybody, as many companies cannot meet the standards.

8. ‘Energy Saving and NEV Industry Development Plan (2012-2020)", MIIT, 9 July 2012, http://www.miit.gov.cn/
n1146295/n1146557/n1146619/c3072778/content.html
9. AutoForesight research
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Consumers tend to be practical and are generally willing to pay a fair cost for new technology,
and for environmental protection purposes. However, they will probably not purchase NEVs at
a high price when there is no subsidy at all.

On the other hand, subsidies cannot become car manufacturers’ excuse to keep the NEV
product price high for too long. Relying on government subsidies and fleet purchases from the
government are very short-term tactics, rather than a strategy.

The key here is, after giving out too many carrots, the government may shift to sticks and force
OEMs to follow market rules. Though nobody knows how severe the penalties will be, it will
still put pressure on OEMs to reduce costs more quickly. If the price can be lowered to

30-50 percent of the same size traditional car by 2020, there will be no need to worry about
NEV sales, as it will be possible to meet the target of 7 percent of total car sales. Otherwise, it
will be difficult to maintain even the 2016 volume.

The recent move by the National Development and Reform Commission and MIIT on NEV
development suggests that the NEV credit scheme for each OEM should be at 8 percent
(2018), 10 percent (2019) and 12 percent (2020) of total production/import. That puts even more
pressure on all OEMs to think about their localisation strategy for NEVs.

As this regulation is still under discussion — and it looks like no major changes are
expected — OEMs should think about a strategy to meet these requirements. The MIIT has
issued a revised formula to calculate the NEV credits required, however, it is still unclear how
NEV credit points trading will be managed and controlled. To offset the negative NEV balance,
manufacturers can only purchase positive NEV credits from other manufacturers. However,
what will be the market price for the credit points? This leaves a lot of uncertainty for all OEMs
which are not yet fully prepared for NEV production in China.

KPMG analysis of the current regulation indicates that many OEMs may miss the target for
2018 — this will likely also be true for 2019. The need for a flexible and agile NEV strategy

is even more important to maintain competitiveness in a fast-changing and uncertain
environment.

Finally, the question still remains whether consumers will buy NEVs despite the strong push
for them, as NEV users’ major concerns still remain — the lack of competitive pricing for NEVs
and the shortage of conveniently placed charging infrastructure.
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15 Donghai West Road

Qingdao 266071, China
FEESRRBARKISS
HIEEREAR

HBEL4RAS : 266071

Tel BB3& : +86 (532) 8907 1688
Fax f£& : +86 (532) 8907 1689

Shenzhen Rl

9th Floor, China Resources Building
5001 Shennan East Road
Shenzhen 518001, China
FRERIERIRERS001S
1ERAKREME

HBE4RES : 518001

Tel BB3F : +86 (755) 2547 1000
Fax £ & : +86 (755) 8266 8930

Hong Kong SAR and Macau SAR FH#E1Fa1TEIX AR MFR1THEX

No.3 Danling Street

Beijing 100080, China
PEIERAEEIS
REEFAEBECRCIE
HREIZRES : 100080

Tel EBiE : +86 (10) 5875 2555
Fax f£E : +86 (10) 5875 2558

Foshan f#LL

8th Floor, One AlA Financial Center
1 East Denghu Road

Foshan 528200, China

REFHLIT RIS
EHERAL—ESR

BB B 4RES : 528200

Tel BBi& : +86 (757) 8163 0163
Fax f&H& : +86 (757) 8163 0168

Hangzhou #i/M
12th Floor, Building A

Ping An Finance Centre, 280 Minxin Road

Hangzhou, 310016, China
FREHNEROEE2805

TR OANELE
HRELZRES - 310016

Tel BB3E : +86 (571) 2803 8000
Fax f£HE : +86 (571) 2803 8111

Shanghai &

50th Floor, Plaza 66

1266 Nanjing West Road
Shanghai 200040, China

FE LB EARK1266S
1EFEI37508%

HBEL4RES : 200040

Tel EBiE : +86 (21) 2212 2888
Fax f€& : +86 (21) 6288 1889

Tianjin X2

Unit 06, 40th Floor, Office Tower

Tianjin World Financial Center

2 Dagu North Road

Tianjin 300020, China

FREXZEAGILR2S
RBRFIKERL A

BB EFHA0F068 T

HREL4mAS : 300020

Tel BB3E : +86 (22) 2329 6238

Fax f£H : +86 (22) 2329 6233

No. 1, Section 3 Hongxing Road
Chengdu, 610021, China

HE RO ERIEZLS
EfrERP OIS AT
HREL4RAS : 610021

Tel B83E : +86 (28) 8673 3888
Fax fXH : +86 (28) 8673 3838

Fuzhou @M
Unit 1203A, 12th Floor

Sino International Plaza, 137 Wusi Road

Fuzhou 350003, China
FEFMNAEMEKIITS

SR 1H1281203A8 5T

BB EL4mAS: 350003

Tel BBiE : +86 (591) 8833 1000
Fax f5E : +86 (591) 8833 1188

Nanjing @@=

46th Floor, Zhujiang No.1 Plaza
1 Zhujiang Road

Nanjing 210008, China
FEREREKIRLS

BI1S KEA6HE

HRELZRAS : 210008

Tel BBi& : +86 (25) 8691 2888
Fax f£& : +86 (25) 8691 2828

Shenyang JFH

19th Floor, Tower A, Fortune Plaza
61 Beizhan Road

Shenyang 110013, China
FRELRAICIEER61S

W EFOAELIE

HBE4mES : 110013

Tel BiE : +86 (24) 3128 3888
Fax f¥& : +86 (24) 3128 3899

Xiamen [E|7]

12th Floor, International Plaza
8 Lujiang Road

Xiamen 361001, China
hEETETESS
EPRBITAE 128

HBE4RES : 361001

Tel BBiE : +86 (592) 2150 888
Fax f£& : +86 (592) 2150 999

Hong Kong &#

8th Floor, Prince's Building
10 Chater Road

Central, Hong Kong
ERPIFEITEIS
KFKRESE

23rd Floor, Hysan Place
500 Hennessy Road
Causeway Bay, Hong Kong
EBHETLHEIFES00S
HIE 17238

Tel BBiE : +852 2522 6022
Fax fE : +852 2845 2588

kpmg.com/cn

Macau ;&|7]

24th Floor, B&C, Bank of China Building

Avenida Doutor Mario Soares
Macau
BAITALEF ST K
FPERITARE24EBCE

Tel EBi& : +853 2878 1092
Fax f£& : +853 2878 1096


http://kpmg.com/cn

