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The number of
divestments by
foreign companies
in China continues
to accelerate.
Barry Chen looks
at what is driving
the trend and how
multinationals
thinking of a
divestment should

While 20 years ago western
multinationals had pretty much
an open goal when it came to
targeting their markets in China,
today that is no longer true.
Indeed, as the Chinese economy
continues to go through a major

transformation with its companies

moving into higher-margin sectors

and competing with scale against

overseas multinationals, so this
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McDonald’s, Metro, Carrefour, M&S,
Associated British Foods and Jollibee
have all made recent divestments in
China. In healthcare and chemicals
we have seen Pfizer, Medtronic,

BP Fujitsu, Deutsche Post DHL and
Telstra do the same. And across

the industrial sector leading names
such as Saint Gobain, Fujifilm, Total,
Suzuki, Schneider Electric and Ford

have been divesting too.

challenging landscape has led many

foreign companies to rethink their

China strategy.
For instance if you take the retail

and consumer market the likes
of Coca Cola, General Mills,
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To be clear, divestment does

not necessarily mean that a
multinational is withdrawing from
China. In fact some have used
Chinese investment to further grow
their business in the country while
retaining stakes in their Chinese
operations.

For instance McDonald’s sold
the bulk of its China and Hong
Kong business to state-backed
conglomerate CITIC and Carlyle

Group with the fast food retailer
retaining a 20% stake. At the time of
the deal McDonald'’s said it planned
to double the pace of new store
openings in China to 500 per year,
aiming to increase the total number
of its locations to 4,500 by 2022.

Elsewhere the divestment can be
part of a specific global strategy.
For instance in October German
wholesaler Metro sold a majority
stake of its Chinese business to the

InterChina

Wumei Technology Group, which
operates Wumart hypermarkets.
Metro, which will retain a 20% stake
in a JV called Metro Wumart China,
has 97 stores in China as well as real
estate assets in cities such as Beijing
and Shanghai. The company has
been restructuring in recent years
to focus on its European cash-and-
carry business.
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Deals

Here at InterChina we have

witnessed first-hand how this trend
has accelerated in recent times. For
instance over the past year our firm
has advised on a string of divestments

specialist Tesca Group on a Joint
Venture (JV) with Huafon Microfiber,
Spanish rail group CAF on a JV with

Changzhou Tiansheng New Material,

for overseas businesses across a broad

range of sectors.

Among our transactions we have
advised French auto-interior trim

Source: InterChina

and Norwegian tank storage provider
Odfjell on the divestment of its equity
holdings in Odfjell Terminals (Jiangyin)
to Yangzijiang Shipbuilding.

We have also advised Aviko, a Dutch

potato processor, on the sale of a

Chart #2

majority stake of Aviko SnowValley
Food (Hebei) to SnowValley Group,

InterChina’s 2019 YTD transactions
5 of 7 transactions have been divestments
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a leader in China for potato planting

and processing. And we advised

Dongwoon Anatech, a Korean

semiconductor company, on a JV with

Shenzhen Challenge Technology, a

distributor and agent for consumer

electronics and transmission parts.

tesca
Tesca Grou

World-class Auto Interior Trim Specialist

on the global strategic alliance via
Joint-Venture with

fuofon #m

Huafon Microfiber (Shanghai) Co., Ltd
Largest Microfiber Material Provider

SHF

CAF
Leader of the railway industry
Spain

Joint Venture with

DKETE )

Changzhou Tiansheng New Material
Specializes in manufacturing polymer
foaming materials
China

=
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Odfjell Terminals Asia
Leading global tank storage service provider
Norway

on the divestment of its indirect equity
holdings in Odfjell Terminals (Jiangyin) to

ggv-wm-w Shipouiing (Holdings) Lt

Yangzijiang Shipbuilding
Ore of largest private shipbuilding
companies globally
China
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Aviko Dongwoon Anatech ALS Limited Unecol Group

Worldwide leader of potato processing
Netherlands
sold majority stake of Aviko SnowValley
Food (Hebei) Co,, Ltd. to
P BNR L
SnowValley Group
Domestic leader in China for potato

planting and processing
China
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Leading Korean semiconductor company
Korea

divests its assets
and forms a Joint Venture with
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Shenzhen Challenge Technology
Distributor and agent for consumer
electronics and transmission parts

China
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Leading Testing, Inspection
and Certification business
Australia
on the divestment of its equity holdings in
China Environmental Business to

suea
Nws
Suez NWS
jorld leader in smart and sustainable resource|
management

France
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Leading Adhesives Products Provider
Spain

on the divestment of its ety holdings in
Gymcol China to

CORPORATION

1PS Corporation
Leading Adhesives Products Provider
UsA
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Divestment drivers

So what generally is driving this
trend? The answer can be down to a
multitude of factors which will affect
each foreign company in different
ways. These can include the slowdown
in the Chinese economy, overcapacity
as Chinese players become more
competitive, increased property and
labour costs, and the difficulty of
achieving alone the scale needed to
run operations in such a huge country.

The latter point has particular
resonance for many foreign
companies. For instance when US
company Cardinal Health announced
it was divesting its Chinese operations
to Chinese state-owned drugmaker
Shanghai Pharma earlier this year,
Cardinal Health chairman George
Barratt said that company “recognised
that significant scale is required to be
a market leader in China and with that
in mind, we announce that Shanghai
Pharma has agreed to purchase our
distribution business in China”.

China Divestment Triggers

«  Lack of meaningful scale,
competitiveness, and growth
potential.

* Increasing taxation of global
management time.

«  Deteriorating financial
performance, ongoing
funding needs.

»  Problematic relationship with
JV partner.

+  Scaling down on capacity.

Trade dispute

And what about the US/China trade
dispute, is that having any impact?

In my view we are not seeing any
direct impact from this yet in terms of
divestments. But | certainly think we
will begin to see an effect in two to
three years' time if the dispute persists,
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especially as export-driven companies
look for alternatives.

In this context a recent survey by the
US-China Business Council of more
than 220 member companies, many
of them among the world’s largest and
best-known brands, made interesting
reading.

The survey highlighted how trade
frictions were harming US company
competitiveness in the China market
with 80% of members reporting an
adverse effect and only 20% optimistic
about their prospects in China five
years from now, the lowest level

since the annual survey began. The
survey summed up that although US
companies operating in China were
increasingly profitable, the ongoing
trade dispute was “putting at risk years
of steady progress”.
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Exit options

For some companies this powerful
mix of factors driving divestments
will eventually force their hand.
Sometimes, in the absence of a
better way of fixing the problems
that a foreign company might

be experiencing in China, exiting
altogether is actually the best
option.

In this scenario managers have

to ask themselves some tough
questions. Is the company
positioned competitively in the long
term in China and will it ever achieve
meaningful scale? Is the Chinese
operation consuming too much
management time relative to its size
within the wider business? And what
is the impact of these challenges in
China on global customers and the
company’s core offering?

We would argue that the best

timing for any divestment is before
your business deteriorates to the
extent that its value is impaired and
it becomes unsellable. But when
do you know whether you have
reached this point?

Because of vested interests,

internal indecision, and lack of exit
planning, the divestment option can
sometimes become the option of

last resort when everything else fails.

Unfortunately, by then the value

of the business may have been
impaired to such an extent that the
vendor has to sell at a significantly
reduced value.

However even when you have made

the decision to exit, just shutting
down operations overnight is
rarely feasible. Not only is there the

complexity of potentially dismantling

supply chains that may have been
built up over many years, as is

InterChina

typical in industrial markets. There
is also the problem of potentially
extracting your business from a JV
with a Chinese company and all the
complexity that that might entail.

That all said, Chinese companies
have a strong appetite for picking
up the assets of multinationals for a
number of reasons. For instance the
foreign company could be better
managed from a compliance point
of view. It may have a very strong
management team. And it may
have excellent technology, plant and
equipment already in place. These
are all major plus points for Chinese
buyers.
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Key questions

When thinking about a potential
buyer, sellers also have to ask some
fundamental questions. For instance,
do potential buyers have the
financial capacity to consummate

a deal? Have they done some
transactions before? Are there anti-
trust or regulatory approval issues

to overcome?

There are also questions about what
kind of process you want to adopt.
In an open auction a broad range of
potential buyers, maybe more than
ten, are contacted. The advantages
are that the competition of buyers
achieves a greater chance of getting
the best price, while you also get

an accurate test of what buyers are

Open Auction

willing to pay for the business. The
disadvantages are that it is easy
for information to leak, there is a
high risk of business disruption,
and given the number of buyers
involved there is a big draw on

management time.

Alternatively you could adopt a
limited auction which may involve
just a few potential buyers. The
advantage is that it is an accurate
test of what buyers are prepared to
pay, and that the process is more
controlled and easier to manage,
while also minimising confidentiality
breaches and disruption to the
business. The drawback is that it
can be difficult to achieve maximum
value as you omit potential
acquirers.

Chart #3
Open Auction vs. Limited Auction
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Qualifying Potential Buyers
In China

+  Has the financial capacity to
consummate a deal.

*  Has a record of conducting
transactions.

«  Low level of internal
decision-making complexity.

«  High level of synergy with
the asset.

«  Offers security for
employees, or minimal
redundancies.

«  Low risk of anti-trust or
regulatory approval issues.

Limited Auction

= Broad range of potential buyers contacted.
Number of bidders can be >10

Define

«  Competition of buyers achieves greater
chance of getting best price

«  Accurate test of what buyers are willing to pay
for the business
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»  Easy for information to leak — lack of
confidentiality even with CA in place

« High risk of business disruption

»  Time consuming given number of buyers
involved

Disadvantages

Source: InterChina

Define

Disadvantages Advantages

Limited number of buyers — only potential
logical buyers are contacted. Number of
bidders can range from a few to 10 buyers

Reasonable accurate test for what buyers are
prepared to pay

Process is more controlled and easier to
manage

Minimizes confidentiality breach and disruption
to business

Difficulty in achieving maximum value for the
seller, as you omit other potential acquirers
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Divestment

challenges

Alongside this there are other
challenges to overcome, not least the
potential for disputes which can be
high. So what can you do to avoid
them?

Firstly, try and identify deal-breakers
prior to sale such as ongoing financial
performance and likely synergies with
the potential buyer. A realistic base-
line valuation will also provide a good
foundation for negotiation and later
stage decisions. And set expectations
early to avoid wasting time with buyers
which are not financially capable of
completing a transaction.

Dealing with buyers in China can
also be a very different experience
compared to dealing with buyers
elsewhere in the world. Chinese

buyers have a tendency to bargain
hunt and they place great value on
tangible assets. Sometimes it is also
challenging to have Chinese buyers
stick to a timeline. Often they like to
ask for valuation guidance early on
before proceeding, as opposed to
providing a valuation range at the
Indication of Interest stage after the
Information Memorandum has been
distributed.

Keeping potential divestments
confidential and limiting the number
of people within the organisation
who know about the divestment is
also essential. If news of the planned
divestment leaks, the potential
impact on the business could be very
significant, both from a commercial
and reputational perspective. And if
there is a leak, the potential for the
buyer to withdraw at the eleventh
hour is also heightened.
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China Specific Issues In
Divestment Process

*  Maintain confidentiality,
and minimize business
interruptions.

+  Seek valuation guidance
before committing
significant resources.

* Avoid a strict auction
process unless it is a
competitive asset.

*  Expect a relatively small
pool of MNC buyers for
“distressed assets”.

*  Slow approval times
for state-owned and
listed enterprises create
uncertainty.

« 2 rounds of bidding may
not work.
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Due diligence

More often than not the biggest
deal-breaker can be due diligence.
Multinationals need to invest a lot of
time to prepare an extensive amount
of data and it is important to fulfil the
extensive due diligence requests from
prospective buyers, otherwise you risk
deal failure, the possibility of lower
valuation, and a lengthened timeline.
It is essential to spend enough time
on preparation and also to start due
diligence as early as possible once an
interested buyer has provided a Letter
of Intent or non-binding offer. Missing
information requested at the due
diligence stage will only prolong the
process, and this includes obtaining
relevant documents from government
authorities and the preparation of
financial information in a suitable
format for the buyer - particularly if
accounts are in another language or
another accounting standard.

It also goes without saying that it

is important not to misrepresent

any data or facts throughout the

process, and to be honest about
crucial issues that may have led to
any underperformance in the past.
Consistency is vital and problems
identified and communicated early can
help at due diligence or negotiation
stages.

If a subsidiary is included in the
transaction structure at the start,
then make sure that is clearly
communicated too. And if there is a
brand involved or any geographical
restrictions, make it clear at the
beginning of the process. This helps
confirm interest levels at an early
stage, and avoids wasting time or

misunderstandings later on.

It is also essential to impose a
timeline. If the assets are attractive,

it is relatively easy to do so, as there
could be many competing bidders.
However if the entity being divested is
non-performing and incurring heavy
losses, expect a longer time frame as
the buyers will need time to assess the
risks.
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External advisor

For all the above reasons it is essential
to engage an external advisor

with experience of dealing with
Chinese buyers when considering a
divestment. This will ensure objectivity,
confidentiality, an expanded buyer’s
pool, and optimisation of the exit
value. The advisor will also have the
right reach to prospective buyers

and will understand the Chinese
buyer’s real interest in the transaction,
negotiation style and capacity to
complete the deal.
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Barry Chen
Partner in Charge, Corporate Finance
Shanghai
Barry.Chen@interchinapartners.com
Barry Chen provides overall leadership to InterChina's
M&A advisory, corporate finance, and investment advisory
practice. He has over 20 years investment banking and
corporate development experience, and led and advised
successful completion of over 300 acquisitions and divestiture
transactions in China and globally. He advises global Fortune
1,000 multinational and Chinese clients on matters related
to acquisitions, divestments, JVs, restructurings and growth
strategies.
About InterChina
InterChina  InterChina is the leading advisory firm
\k\v specialized in China. Our multinational
-—ﬂ and Chinese clients choose to work with
us because we provide real understanding,
deliver practical results, and know how to
3"& !I:‘ iilz'- 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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CONTACT US

+ 86 2163410699
marketing@interchinaconsulting.com
Suite 1201, 100 Bund Square

100 South Zhongshan Road
Shanghai 200010, P R. China

www.InterChinaConsulting.com
www.InterChinaPartners.com
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