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DEALING WITH THE
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Jan Borgonjon and James Sinclair
discuss how multinationals can
respond to the growing pressures of
operating in China today.
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*** This is the second part in a
two-part series. In the first part,
we looked at how 2021 was a
significant year in terms of the
changing business environment
for multinationals operating in
China. In this second part, we
will discuss how multinationals
should respond to the new
business landscape ***.

Entering 2022, China country
managers need to begin by asking
themselves five key questions:

» Where does the 'new China’ stand
in my global strategy in terms of
the market, competition and scale?

» What does it mean to ‘be Chinese’
for our company, and do | need to
decouple from China?

« Am | fully capturing the Chinese
innovation boom and do |

Survey
Results
your China sales growth?

understand (and need to be a part
of) new local technology
ecosystems?

« What is the role of inorganic
growth for our business, and do |
need to consider M&A activity?

* What governance models will allow
our business to be close to China
but still retain our corporate DNA?

We will now explore each of these
questions in turn.

Market,
competition and
scale

As we discussed in the first part of
this article, sector consolidation is
now a huge economic driver across
China and scale is becoming one of

Chart #1
MNC Growth Goals In China
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the main goals for most

multinationals.

Our China Business Forecast
interviewed almost 300 China
country managers in October and
November 2021 from across a
broad range of sectors, and one of
the key questions we asked was
how they expected the structure of
their sector to evolve over the next
three years.

Some 60% of respondents said
their sector would become more
consolidated, while almost 85%
said scale was now either key or
important to being competitive in
China. As a result, almost two thirds
told us they were looking to scale
up and outpace market growth
over the next five years.

Q: To remain/become competitive in terms of scale over the coming 5 years, what would this require in terms of

3%

5X

Outpace market growth,
and x3 in size

Track market growth
to retain market share

Source: InterChina China Country Manager Survey (October 2021, n = 287).

Outpace market growth,
and x2 in size

Increase scale by x5 or over
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What does it mean
to be "Chinese”?

To achieve their growth targets,
multinationals recognize that they
must become more “Chinese” in
China. In our survey over two thirds
said that a fully localised China
operation would be required within
five years, and more than half of
that number said it was necessary
right now.

Selling China entity to local investor

Selling global business entity to local investor

For a given multinational, what it
means to be “Chinese” depends on
the nature of the sector they are
operating in. As we discussed in the
first-part of this article, sectors are
either “open”, where companies are
free to compete as normal, or
“restricted”, meaning they are
dominated by state-owned

companies.

Chart #2
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For those multinationals operating in
more “restricted” sectors, the
primary objective is market access,
and avoiding being disqualified by
central or local governments in
procurement processes. That means
becoming more “politically Chinese”,
which they can do in various ways:
acquiring or entering into a joint
venture with a local player, selling a
minority stake to a Chinese PE
house, or even selling a whole
Chinese operation to a local

investor.

What Does It Mean To Be “Chinese”, For Me?

Goal: Market Access
Keep qualifying as vendor in politically sensitive customer sectors;
Preventing national or local gov't to disqualify foreign vendors.

Tech

3rd
party

Partnerships w.
local tech co’s

Goal:

o
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q:" Selling minority to Chinese PE Be More
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™ < development with ‘In China product manager global product needs
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v In-country Pre-sales Upstream supply In-country
z assembly application chain fully production
plant engineering localized plant

MNCs Being Commercially & Operationally “Chinese”

Source: InterChina Analysis.

Page 3
© 2022 InterChina. All Rights Reserved



Conversely, becoming more
"operationally Chinese” is the
primary objective of multinationals
operating in “open” sectors. That
means building stronger in-market
capabilities to bring decision-making
closer to market, accelerate speed

* R&D: become less reliant on HQ
driven R&D; have joint product
development with local customers;
shift your global product manager
to China; think about acquiring a
local R&D team; register Intellectual
Property locally

InterChina

Regardless of “open” or "restricted”,
multinationals are also responding
to China becoming more policy
driven. In our survey, almost a third
said they were strengthening their
government affairs function, while a

quarter said they were being more

and responsiveness, and better * People: run an independent local proactive.
develop and deliver solutions to management team; create a China
meet local market needs. There are Advisory Board; abolish the English
many in-house measures that requirement for local managers
multinationals can adopt, and most and sales staff; add Chinese
are someone along the journey directors to your board of
already: directors; shift HQ to China.
* Finance: Introduce flexible
* Supply chain management: have payment terms; have a China
an assembly plant, production holding company; consider an IPO
plant and pre-sales application in local stock markets; give a
engineering operation all in China; Chinese operation full P&L
fully localise the upstream supply responsibility.
chain. « Technology: Forge partnerships
with local technology companies.
Chart #3
Survey Responding To A More Policy Driven China
esults Q: How will you react to a China that is more policy driven?
Pro-actively
Strengthen gov't affairs function (e.g. communication,
(empowerment, activities, enhanced ESG,
Agree on the changing policy resources), but otherwise no donations,
environment, but no reactions significant changes for now foundation work)
6% 39% 31%
T
Do not agree that policy « 559% >

environment is changing

Source: InterChina China Country Manager Survey (October 2021, n = 287).
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Participating in local technology ecosystems

A small but meaningful share of multinationals are already active in building technology ecosystems in China. In our

survey, some 14% said they had either been making related investments for some time already or were actively looking for

these types of investments, most notably in the healthcare sector. A further 22% said this was under consideration for the

future.
Chart #4
Survey China Technology Ecosystem Investment
Result ) ) o o :
esults Q: Are you investing in new technology and ecosystem companies in China?
Overall By Sector
Yes, we have been doing | A B e ——
this some time already - 13% 10% R
Yes, we are actively looking 8% 14% §
for this type of investments 15% 219 35%
o
7% 21% 27%
Our company is not
doing this currently, 22% 26%
but we are considering it 60%
29% :
54%
45%
51%
No, we are not pursuing 37% 71% 60%
or considering this ° 57%
29%
30%
23% 9
Other / not relevant 12% 14% 16% 2%
3% 5%
Total Healthcare  Business Other Large Industrial ~ Consumer  Materials  Automotive
Services Equipment Parts Goods

Source: InterChina China Country Manager Survey (October 2021, n = 287).

Corporate incubators are one vehicle that multinationals use to form technology ecosystems in China, complementing

their in-country R&D functions and joint venture innovation centres. The incubators are investing in local start-up compa-

nies active in foundation technologies and innovative solutions, some now with dozens of portfolios companies.

Chart #5

MNC Corporate Incubators Active In China

Robert Bosch Venture Capital

BOSCH

Invented for life

* RBVC helps secure the Bosch Group's innovation
leadership by investing in promising start-ups
around the world.

+ Target sectors include investment focuses are
automation and electrification, energy efficiency,
enabling technologies, healthcare

* In China, it has invested in AUTOAI and Qushi
Technology in the Al driving field.

Intel Capital

+ Since 1998, Intel Capital has invested in more than
140 Chinese technology companies, with a total
amount of more than USD 2.1 billion.

* Focused fields include Al, data center, cloud
computing, 5G, loT, robot, software & info security
and autonomy.

+ Example portfolio companies include Spectrum
Materials, Mech-Mind Robotics, CloudPick, etc.

Source: Various Sources, InterChina Analysis.

Samsung Venture Investment

imiving

‘SAMSUNG VENTURE
INVESTMENT

+  Its major investment areas include semiconductors,

telecommunication, software, internet, bio
engineering and medical industry from start-ups to
established companies that are about to be listed
on the stock market.

*+ In China, it has invested in Beijing SMARTX

Technology (cloud solutions) and Deepglint
(machine vision).

Siemens Venture Capital

SIEMENS

+ Siemens Venture Capital invests in start-up

technology companies and growth companies in
energy, industry, healthcare and infrastructure
sectors.

* In China, it has invested in Bayeco, a VOC control

solutions provider to petrochemical and other
industrial sectors.

Qualcomm Ventures

Qualcommn

ventures

+ Active in China since 2003, it is managing more than

40 active portfolio companies in China, including
Sensetime, Tensortec, Clinitron, Chukong
Technologies, CreatComm, etc.

*+ Investment areas in China include 5G, Al,

automotive, consumer, enterprise cloud, and loT.

Shell Technology Ventures

U

+ STVinvests in tech companies and externally-

managed funds, in the fields of power, resources,
mobility and multi-industry solutions.

*  Ithas invested in Ningbo Marine Fresh Information

Technology, a provider of convenient and efficient
offshore eco-system services to vessel owners in the
fishing industry in China.

+ Apart from directly investing in startups, STV's

investment in China-based GRC SinoGreen Fund 11l
in 2016 was a step towards expanding venture
investments in Asia.
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M&A activity

Against this backdrop it is clear that inorganic growth will become a key strategic tool for multinationals to achieve their
objectives in China. The good news is that our survey found that two thirds of respondents have had positive or very
positive experiences of M&A activity in China, and three quarters said inorganic growth was an option for the future to
help drive scale and localisation.

Chart #6

Survey

A Key Tool: M&A
Results

Q: Does M&A work for MNCs in China?

of companies
O had positive or
0 very positive
experiences

1 0/ of companies had a
0 “neutral” experience

Q: Is inorganic (M&A) an option for the future?

/6%

Say yes, in order to:

» Expand market share

« Build new businesses

+ Better WTM or market access

160/0 of companies had
“bad” experiences
P » More localized offering

Source: InterChina China Country Manager Survey (October 2021, n = 287).

One of the most striking findings of
our survey was the re-emergence of
partnerships. Two thirds of
multinationals said they were ready
to enter into partnerships, much
higher than in previous surveys we
have run, and almost a third said they
were open to a 50/50 or minority
share (as opposed to majority
control). There were quite significant
variations according to sector. In
automotive, healthcare and materials
the appetite for JVs was particularly

strong, less so in business services.

Consistent with previous surveys,
high valuation expectations remain
the biggest deal challenge for doing
deals, with multiples of more than 12x
EBITDA in many sectors. That said,
Chinese listed companies have now
become much more attractive with
the valuation of such companies no
longer at a premium.

The two-phase deal structure, taking
a minority share first, and then
enlarging to a controlling share at a
later point in time, has become
increasingly popular. This has
proven to help attract owners that
are considering IPOs, bridge
valuation gaps, and incentivize a

smooth transition.
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Governance models

Reshaping your organisation to
achieve flexibility, speed and
responsiveness in China is now a key
part of becoming more “Chinese”.
Central to any reshaping is
governance, and there are a number
of specific measures that could be
introduced.

Shifting global HQ

Multinationals could relocate their
global, divisional or APAC
headquarters to China in what can
be a highly symbolic move. The
number of multinationals which have
now established regional HQs in
China increased by 53 in 2020 to
953, continuing the significant
upward trend of recent years, with
four fifths based in Shanghai.
Numerous multinationals have also
shifted divisional HQs to China in
recent years, including ABB, AMD
and Pfizer.

Corporate reporting lines

It has never been more pressing to
have a clear alignment between HQ
and China teams. For instance: a
China head could take full control of
all business units and functions in
China and report directly to the
global CEO; the China head could
also be part of the global board;
more of a global management team

could be moved to China; and a
global R&D champion could be
moved into the China organisation.

China Advisory Board

Setting up a China advisory board
can be an effective way to facilitate
communication in a more focused
and systematic way, creating an
effective bridge with HQ and
sharpening the China strategy. The
Board would ideally be composed of
the multinational’s China country
manager, APAC or international
head, corporate representatives, a
few external ‘old China hands’, and a
previous CEO or Vice President.

InterChina

Summary

To achieve their growth targets,
multinationals recognize that they
must become more “Chinese” in
China, with a fully localized
operations. For those operating in
“restricted” sectors, this is needed
for market access, while the
imperative for those in “open”
sectors is improved
competitiveness. Acquisitions will be
an important vehicle for many in the
pursuit of localization, as well as
participating in China's technology
ecosystem. Not all will have the
answers to the questions posed, but
as we enter 2022, these are
questions that now need
addressing.
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Jan Borgonjon

President, Shanghai
jan.borgonjon@interchinaconsulting.com

Jan Borgonjon pioneered China’s business education in the late 80's and early 90's as one of the founders of the China

Europe International Business School (CEIBS) in Shanghai. Mr. Borgonjon established InterChina Consulting in 1994, and
has led the company to become one of the leading advisory companies in China. In addition to the management of the
company, Jan has been mainly involved in advisory work for industrial projects in China, including strategy projects, joint
venture negotiation and M&A projects.

James Sinclair

Partner, London/Shanghai

james.sinclair@interchinaconsulting.com

James Sinclair is a Partner in InterChina’s Strategy Practice. He is also the leader of the firm’s Consumer & Retail Group,
advising international C&R companies on the development of their businesses in China. During the 20 years that he has
been living and working in China, he has supervised over 250 engagements, spanning food & beverage, personal care,
leisure goods, fashion retail, luxury goods and food service among other sectors.

About InterChina

InterChina is the leading advisory firm specialized in China. Our multinational and Chinese clients choose to work with us
because we provide real understanding, deliver practical results, and know how to get things done. We are a partner led
firm, and distinguish ourselves by the deep level of engagement partners have in client projects.
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