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The ongoing Covid-19 crisis might 
be seen as the perfect time for 
foreign Private Equity (PE) investors 
to enter distressed markets. But their 
investment strategy in China - a 
challenging market even before the 
crisis - may now require different 
thinking, says James Chen.
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The ongoing Covid-19 
crisis might be seen 
as the perfect time for 
foreign Private Equity 
(PE) investors to enter 
distressed markets. But 
their investment strategy 
in China - a challenging 
market even before the 
crisis - may now require 
different thinking, says 
James Chen.

Despite the significant slowdown 
China experienced in the wake 
of Covid-19, with the economy 
contracting 6.8% year on year in Q1 
2020, China remains an attractive 
market with stronger growth 
prospects than most markets 
globally. Furthermore, central 
government’s sophisticated stimulus 
measures will assist a quick recovery 
once the global pandemic is over.

However, this is not to say that 
everything will be back to normal 
in the short term. In fact, we should 
definitely be mindful of investment 
risk in China during the current 
market volatility. As such, in contrast 
to the traditional ‘go big’ approach 
of recent years, a smaller bolt-
on strategy for existing portfolio 
companies may now provide an 
alternative investment option for 
foreign PE investors. 

Betting big
As the chart below shows, foreign 
companies and investors have 
in recent times increasingly been 
doing large deals in China. For 
instance in 2019 M&A deals above 
US$300m involving foreign acquirers 
accounted for more than a third of 
the total number of transactions, 
virtually the same share as smaller 
deals between $25m and $100m. As 
you can see, in 2017 and 2018 larger 
transactions only accounted for 
around a quarter of deals.

However given both the ongoing 
US/China trade war and its impact 
on supply chains, plus the huge 
market volatility in the wake of 
Covid-19, many multinationals will 
now have heightened concerns 
about concentrating their Far East 
manufacturing capabilities solely in 
China. Given the present scenario, 
investing heavily in China via large 
acquisitions - the so-called ‘big 
China hub’ model of the past - may 
no longer be the best choice. 

Instead, and particularly as 
many companies look at starting 
production in neighbouring Far 
East countries to counter risks, 
multinationals backed by foreign 
PE investors with relatively short 
investment horizons may now 
see small bolt-on acquisitions 
as providing better exposure to 
important markets. 
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Chart #1
Number of China M&A Deals Announced

with foreign acquirers 

Source: Bloomberg. China M&A deals excluding buyers from China, HK and BVI

Chart #2
Value of China M&A Deals Announced

with foreign acquirers 

Source: Bloomberg. China M&A deals excluding buyers from China, HK and BVI
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Why a bolt-on 
makes sense
There are several reasons why a bolt-
on strategy is a good fit for foreign PE 
investors right now.

The growing ‘China for China’ 
demand 
Local demand is still growing but 
becoming more sophisticated. As 
such, the traditional business model 
of introducing external products and 
promoting them for local adoption is 
less effective. More clients now require 
tailored local solutions with affordable 
costs. 

We have also noticed some local 
manufacturers offering products at 
less than half the price of equivalent 
products from foreign competitors. 
Home-grown products are not always 
to the highest quality standard, but 
are innovative and cost-effective for 
local clients. In this situation it’s difficult 
for foreign companies to imitate 
these local competitors because they 
generally lack the local entrepreneur’s 
insights of the Chinese market. 
Timing and cost efficiency.

For PE investors it would be time-
consuming and expensive to build 
a full local team if their portfolio 
companies don’t already have a 

sizable business in China. Rising 
labor costs make it expensive to hire 
desired talent and senior leadership 
teams, while the R&D process and 
establishment of production facilities 
for a local fit product will likely take 
years. 

PE investors with a typical five- to 
seven-year investment horizon may 
not benefit from such a ‘build from 
scratch’ approach. Instead, the bolt-
on option provides access to ready 
products and an established team, 
while post-acquisition integration is 
also easier when the target is small 
and relates to an existing business.  
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China story to enhance value for 
future exit
After years of relentless growth, 
largely fuelled by exports, China has 
now shifted its focus towards domestic 
consumption. So establishing a 
footprint in the world’s second largest 
economy helps add more flavour to 
the growth story when PE firms are 
looking at exiting portfolio companies. 
Another point to make is that the 
appetite of Chinese corporates and 
investors to go hunting globally for 
assets has dropped. Instead they have 
become much more sophisticated 
with their outbound acquisitions, 
looking for the ‘China angle’ with any 
investment. 
There have been a number of recent 
examples of this trend. For instance 
dairy products group China Mengniu 
has been looking at overseas 
acquisitions amid growing appetite 
for milk and infant formula products 
in China, and recently acquired two 

Australian businesses. It bought 
organic infant formula maker Bellamy’s 
Australia for $1bn, then just weeks later 
acquired Kirin’s Lion dairy and drinks 
business in Australia for $407m. China 
Mengniu says owning both companies 
now gives it a “stronger foundation to 
excel in the Asia Pacific markets”. 

Other good examples of deals which 
bring targeted international brands 
and products to the Chinese market 
include Shandong Ruyi’s acquisition of 
Invista’s apparel and advanced textiles 
business, a portfolio which includes 
the famous Lycra brand, and Fosun’s 
acquisition of German fashion chain 
Tom Tailor. The latter deal further 
expanded Fosun’s reach into Europe’s 
fashion sector following previous 
investments in French group Lanvin 
and Austria-based Wolford.

Smaller businesses lack funding 
channels and value-adding 
business partners
During our recent assignments 
assisting clients (mostly multinationals) 
find potential local targets, we have 
been surprised to see many smaller 
but good quality (i.e. healthy gross 
profit, strong R&D capability, growing 
client base) companies struggling to 
obtain funding for growth. 

A few unique local factors are 
contributing to this funding challenge. 
Firstly, achieving an IPO on the A 
share main board is a lengthy process. 
There are now more than 8,000 
companies listed on the China NEEQ 
board, which is supposed to be the 
pathway to the main share board. 
Yet as the table below shows, their 
chances of being promoted to the 
main board are slim. The NEEQ board 
lacks liquidity and therefore adds little 
value for accessing funding.

Chart #3
No. of NEEQ companies transferred to Main board

Source: Public Information from NEEQ website

No. of NEEQ companies transferred to Main board

Type of board 2017 2018 2019 Total 

Shanghai Tech Board 14 14

Shanghai Main Board 7 12 11 30
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Secondly, local banks are risk averse 
and reluctant to lend to non-
government backed businesses. 
Since the start of the systematic 
deleveraging process in China, 
shadow bank funding has also 
become unavailable. 

Thirdly, in contrast to the ‘earn 
out’ mechanism used by many 
international deals, local corporates 
and investors have been overly 
relying on the so called ‘betting 

against each other’ mechanism. 
This performance guarantee and 
valuation adjustment mechanism 
penalises sellers (usually the 
company founders) if the target 
company doesn’t achieve an 
earning target, as the penalty can 
be as high as the purchase price. 
This problematic mechanism has 
resulted in overpay of purchase 
price and subsequent goodwill 
impairment issues, as you can see in 
the chart below.

More sellers are starting to realize 
the need for true partners who 
can share technology/operations/
management/channel resources to 
assist them to grow their business, 
not someone to ‘bet’ against them. 

Chart #4
Total Value of China Listed Company’s Goodwill

Source: http://data.eastmoney.com/sy/
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Challenges
Even if investors opt for such a bolt-
on strategy M&A challenges remain 
and many foreign PE firms struggle 
to make acquisitions in China. 
Here are some common reasons for 
why, and our suggestions on how to 
overcome them: 

Lack of local knowledge 
(i) Language barriers, culture 
differences, an unfamiliar legal 
system, and changing government 
policies are all among the reasons 
quoted for not pursuing a China 
acquisition. Yet for most smaller 
to medium sized foreign PE firms 
whose dominant region is not in 
APAC, it’s simply not feasible to 
set up an Asian investment arm to 
pursue a couple of small deals in 
China. To overcome this, the first 
‘go to’ place can be the investor’s 
existing portfolio companies. Many 
of them may already have clients 
in China, or China forms part 
of their supply chain. These in-
house insights can help investment 
managers to make sensible initial 
judgements. 

(ii) An analysis of public data can 
be highly valuable. Although many 
criticize the reliability of published 
data in China, it can be surprisingly 
comprehensive and continuous. 
With some sensitivity tests, 
investment managers can find major 
trends and overviews of particular 
industries. 

(iii) Many published policies and 
regulations are principally based in 
China, which means they may lack 
detailed application guidance. In 
practice, different local governments 
may implement them according 
to their own situation. Instead of 
guessing what these policies might 
be, advice from local lawyers who 
are experienced in dealing with 
specific local governments can save 
a lot of effort. 

Deal sourcing and execution risk 
(i) Most smaller local companies 
don’t have international exposure 
which makes it hard for them to be 
identified by foreign buyers. Market 
insights from portfolio companies, 
plus a local target search exercise, 
can find the most suitable targets.

(ii) During deal execution, due 
diligence process in China 
differs significantly to traditional 
international deals. Local companies 
are used to a concentrated period 
of onsite due diligence, which 
typically takes about two to three 
weeks and focuses on verifying 
supporting documents for accounts 
and legally related areas. However 
many local companies don’t have 
experience of preparing data 
rooms and are reluctant to upload 
sensitive contracts and commercial 
information. To avoid lengthy data 
preparation, a detailed checklist 
should be provided as early as 
possible which will also allow foreign 

investors to prepare their onsite 
agenda.

(iii) Foreign PE investors need 
to manage the legal document 
expectation. Under the scrutiny 
of various regulators, foreign PE 
investors generally have high 
compliance standards and those 
requirements will also translate into 
their invested portfolio companies. 
Notwithstanding growing regulation, 
many smaller private companies in 
China still operate under some grey 
areas. For instance many inbound 
acquisitions collapse during the 
final stages because the local seller 
has found the legal documents too 
complicated to negotiate, or they 
have tried to fight on every single 
clause. If the foreign PE investor 
is determined to protect itself 
against any legal risks, it should 
communicate clearly the key legal 
topics in the non-binding stage. 
This reduces the chance of a broken 
deal after spending significant legal 
costs and management resources.
  
(iv) Have a good sponsor deeply 
involved at the beginning. When 
the bond is built with the target’s 
founders or senior management, it 
makes life easier for post-acquisition 
management. 
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Local protection and 
discrimination of foreign 
investors
This has been largely reduced 
in recent years. The recent new 
Foreign Investment Law in China 
sends a clear signal that the country 
is continuing to open up its market 
and protect the rights of foreign 
investors. We now have access 
to a more simplified investment/
divestment process, together with a 
reduced negative control list. 

For instance in the once strictly 
controlled finance sector, we have 
recently seen approval for majority 

ownership of companies by foreign 
security houses. Major global 
players such as UBS, JPM, Goldman 
Sachs and Morgan Stanley have 
all recently been allowed to own 
majority stakes in their JVs. 

Summary
A challenging market often offers 
unique investment opportunities. 
Given that the global PE industry 
had a record high of $2.5tn of dry 
powder at the end of last year, just 
as the Covid-19 virus spread, there 
is plenty of capital looking for a 
home.  

For non-China focused foreign 
PE investors searching for growth 
opportunities - and to enhance 
the exit story for their portfolio 
companies - a bolt-on acquisition 
in China could be a very viable 
economic option at the present 
time.
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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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