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1. Implications of China's New Economic Normal

For over two decades, the
impressive performance of China’s
economy lifted the fortunes of most
companies. In this context,
management in China focused on
the challenges of growth: how to
support it and how to finance it.
Effectiveness and resilience of
internal processes, quality strategic
reassessments and their
implementation, productivity or
resource optimisation were deemed
of secondary importance at best and
contrary to profitable growth at
worst. But as the saying goes, when
the tide goes out, the rocks become
exposed.

As China morphs into a more complex, moderate-growth economy, many multinational companies are
struggling to remain relevant in their markets, and this is affecting their financial performance. The
pressure tends to be greatest in those sectors where there is surplus production capacity, a still muted
consumer sentiment, or what seems exuberant investment in innovation by cash-rich new entrants and
state-owned enterprises.

Companies need to be clear about the causes of deteriorating performance. To what extent is this due to
a cydlical fluctuation in the market, and to what extent is it due to inherent weaknesses within the
business? Now more than ever before, it is time to address these weaknesses, stem the value erosion,
and avoid the risk of solvency and liquidity problems. The effective implementation of a well-defined
‘Performance Improvement Plan’ (PIP) should result in a more resilient organisation set for a return to
profitable growth.

But the turnaround process is complex and challenging. It requires an honest and often painful
self-assessment that questions long-standing practices. Many changes that need to be made may be
difficult for certain stakeholders to understand and thus meet with resistance, imposing a hefty political
and emotional cost to realise. For this reason, the implementation of PIPs can suffer from a lack of
adherence and follow-through, with this being the main cause of turnaround failures.

Turnarounds in China present a number of specific challenges. To begin with, the process requires a set
of skills that is often in short supply in China's corporate world, with few executives having had prior
experience of turnaround situations in the past. China’s legal and financial systems are less mature than
those of OECD countries, which can make PIPs more difficult to implement. And to be effective, it can be
more important in China than elsewhere to build and leverage relationships with a range of relevant
government bodies.

InterChina’s Approach

This is where external support may be valuable. InterChina Partners has an approach to turnarounds
that has been adapted to the singularities of China, tested and proven with multinational companies of
various scales active across different industries. In this article, we share our experience of how best to
understand and lead the turnaround process in China.
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2. The Value Erosion Cycle

The chain of events that could
ultimately lead to asset liquidation is
gradual and complex but by no
means irreversible. Analysis of
struggling companies typically traces
the source of problems to actions
and decisions (or, more often,
inaction and complacency) that were
taken during periods of relative
success. Understanding and
recognising the leading indicators of
future value erosion enables
management to take preventive
action.

Stages of Value Loss

We have categorised the process of value loss across three main stages, as shown in Chart #1. It begins
with an 'early warning phase' in which companies perform somewhat below expectations, although they
may still show reasonably healthy financial ratios. This, however, can then quite quickly turn into a
'stressed' phase, where companies start displaying signs of loss-making, excessive debt and/or debt
with maturity imbalances. Finally, they reach the 'distressed' phase, which starts with liquidity problems
and may end up with an insolvency crisis as losses accumulate. Typically, the rate at which value is
destroyed peaks in the second half of the stressed phase, with technical bankruptcy being the final
denouement of a longer malady.

Chart #1
The Value Erosion Cycle

Time

Early Warning Distressed

Stressed ‘ ‘

Signs Of Underperformance

« New products/initiatives fail to deliver
as expected.

« Missing performance targets, declining
market share, worsening financial
ratios.

« Parent company redirects resources to
more attractive opportunities (under-
invests in future growth).

« Loss of key talent.

A Self-Reinforcing Cycle Starts

= Stagnant top-line and low profitability,
or emphasis on top-line growth despite
unprofitability.

« Turn to alternative financing given
overleveraged balance sheet and poor
cash flow generation (short-term loans,
supplier funding).

» Market myopia, with limited resources
allocated to immediate needs, and plans
devised but not well implemented.

» Excess/idle capacity.
» Widespread loss of talent.

Bankruptcy Mode
« Fast declining sales.

= Liquidity squeeze and credit tightening
(unable to renew loans/financing),
freeze on discretionary projects and
CAPEX.

» Accumulated losses, negative net
assets, off-balance sheet liabilities.

+ Insolvency crisis.

» Further loss of human capital.

Source: InterChina Analysis.

Company
Value
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Early Warning: Signs Of Under-Performance

In our experience, symptoms of deterioration can appear early. We have determined a set of leading
indicators that can predict with a good deal of accuracy when a crisis within a business may be
symptomatic of severe value erosion rather than a specific cyclical fluctuation within the market.
Recognising them enables preventive action to be taken and progressive value erosion to be avoided.

Chart #2 offers an example of the dimensions used in our assessment framework for future value
erosion. The score for each is based on the analysis of 50 indicators and metrics tailored to China and
the specific industrial context. An aggregate score of 45 or more across the seven dimensions, or 30 if
contributed by four dimensions or less, would result in at least a 75% probability of value deterioration
in the coming year.

Chart #2

InterChina’s Future Value Erosion Assessment Framework
(Illustrative Results)

Financial
Performance

Geopolitical Customers, Channels
Exposure & Suppliers
Stress Index 43
R&D Flindn .
Capital Value Erosion
= >75%
Probability
Access To
Products Resources &

Investment

Source: InterChina Analysis.

Stressed Phase: Self-Reinforcing Cycle

At the onset of the ‘stressed’ phase, a self-reinforcing cycle is triggered, where corporate myopia causes
an excessive focus on immediate needs at the expense of investment in meeting long-term goals. In
response to falling market share and profit losses, management's natural reaction is to (a) implement
re-dimensioning plans and cost control measures, and (b) strive for top-line growth, often regardless of
the effect of this growth on the bottom line. Although both avenues can be sound in the context of a
well-designed PIP, they often result in a further loss of competitiveness and deterioration in financial
ratios. In other words, an acceleration rather than turnaround in the value deterioration cycle.

Turnaround initiatives at this stage are often flawed. One common reason is a ‘360 approach’, in which
top management sets ambitious KPIs for mid-management, and mid-management is expected to
develop their own mini-PIPs in their respective areas. This misses a thorough strategic reassessment of
the company and lacks coherence in the overall plan. It can work at first but is not particularly effective
thereafter. In fact, the enhanced discipline tends to result in paralysis and internal opposition, often
leading to abandonment.
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Distressed Phase: Bankruptcy Mode

The worsening situation becomes apparent across an increasing number of financial indicators: chronic
cash burn in operations, losses mounting up and increased cost of debt. At this stage suppliers start
reducing credit and banks require additional guarantees. The loss of high performing staff, particularly in
key positions, accelerates and pockets of idle capacity may appear. The company slowly enters 'survival
mode'.

A ‘distressed’ business is one in which the bulk of top management effort is focused on obtaining or
conserving liquidity or avoiding insolvency and cash leakages. Strategic direction and long-term view are
sacrificed to the immediacy of getting enough cash to pay employees and suppliers in the next cycle.

Reaching this point, the parent company sees no value in keeping the business and typically looks for an
exit that allows it to cut losses and get rid of the asset without hurting the wider organisation.
Unfortunately, the chances of this happening are limited. Disposing of a distressed asset is a complex
affair that typically involves fire-sale valuations and other concessions, if it happens at all. Although not
all distressed situations end up in liquidation, turnaround at this stage is usually difficult and requires a
sizeable fund commitment by the shareholders.

3. A Well-Defined Performance Improvement Plan

Performance Improvement Plans (PIP)
are complex and detailed guides to a
company's financial turnaround,
covering most dimensions of an
organisation. By their nature they have
to be stable but flexible, built from a
strategic perspective while also
providing specific, concrete and
measurable action points to steer
implementation. A standard PIP for an
average-size company in China would
typically encompass some 50 to 150
specific 'actions' to be implemented in
accordance with a pre-arranged
schedule. The PIP needs to be driven by

'?' - L ¥ d a Chief Turnaround Officer together

with a multidisciplinary team.

PIP Development

InterChina's approach to PIP design is summarised in Chart #3. Our process starts with a thorough
analytical exercise that considers environmental factors in addition to organisational resources and
functions. This includes a strategic reassessment, developing a detailed picture of the company in its
environment today and various future scenarios. Within this framing, we then work with management
on operational goals that align the need for profitable growth with the risk tolerance levels of the board
and top management, plus the resources needed to achieve these targets. The end result is a coherent
set of coordinated actions assigned to different teams.
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Chart #3
Performance Improvement Plan: Fundamental Elements

Environmental Factors Resources Functions
P ‘ Front H Sales & Marketing ‘
: Talent & Physical '
Competiors Markets Management Assets &c-: %rggrsagtfrh I Supply Chain Production &
i ‘ & Logistics H Operations
Middle
DReselarch & " _HIIQ /_t\&
Financial Processes & evelopment || Capital Assets
Ga’ggﬂgﬁgﬁ & Macroeconomic Resources & Information =
Access To Funding Management K Finance & IT&
‘ Bad ‘ ‘ Treasury ‘ ‘ Processes ‘

Operational Goals

Balance Sheet Structure,

Profitable Growth Derisking Resource Optimization Capital & Debt
Growth Cost Process Contract Perf%?r%énce Orderly Debt Maturities &
Levers Drivers Review Review Measurement Restructure Renegotiation || Guarantees
Plan
‘ Specific ‘ ‘ Measurable ‘ ‘ Actionable ‘ ‘ Flexible ‘ ‘ Goal Oriented ‘

Source: Interchina Analysis.

Uniqueness of Turnaround Processes in China

There are four main themes that are fairly unique to China, making a turnaround process
more complex than in OECD countries.

Financial System: Balance-based loan guarantee requirements (with an emphasis

on real estate collateral), together with a credit rationing system affected by direct
economic policy directives, can restrict the ability of a company implementing a
turnaround plan to obtain new finance or roll-over existing debt.

Legal Framework: Despite a lot of progress in recent years, the Chinese legal

system is still viewed by many as less predictable, particularly when subject to
courts in less developed cities. The share of responsibility of legal representatives
and administrators is also perceived as elevated compared to OECD standards.

Innovation Speed: The speed at which innovation reaches markets in China is

well-known. There are, however, leading indicators that can help companies
identify the direction of travel (a) the government’s Five-Year Plans, which detail
the industries to be targeted for development and have a history of largely being
realised (b) private equity investment, which in China tends to be focused on
pre-IPO growth companies, is also a good predictor of market changes (c) finally,
a solid peer benchmarking process is a sine-qua-non for any company that intends
to stay relevant over the medium to long-term in this market.

o Relationships with Authorities: The importance of regulators, local and central
administrative bodies, state-owned companies and government actors in general
in China is hard to overstate. It is critical to engage and understand their goals,
then align with these goals where it makes sense. For example, access to credit
can be facilitated when a plan is endorsed by a local authority. And such an
endorsement may be gained when the local community is expected to benefit
(e.g. by creating employment, developing technology, etc.).

Our frame of analysis is adapted to the singularities of the China corporate and legal
ecosystem, and puts particular emphasis on these four themes.
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PIP Implementation

Following approval by the board and top management, the PIP needs to be implemented. This is indeed
the most critical and delicate phase of the turnaround process and where most failures occur. Drawing
on our interviews with executives of international companies in China, the main reasons for such failures
at this point are listed in Chart #4.

It is common for management to delay/avoid politically difficult decisions (e.g. shutting down a plant,
staff restructuring, retiring legacy product lines), resulting in a lack of tangible results and drop in
stakeholder support. Alternatively, management may rush these decisions without sufficiently engaging
stakeholders, and while they may feel pleased with themselves initially ("we've done the worst part"),
passive opposition then rises to stymie follow-through. Our analysis suggests that, among bankrupt
companies that launched PIPs in the stressed phase, 30~40% of planned actions were indeed
undertaken in the first three months following approval, but follow-through decayed visibly thereafter.

Chart #4

Turnaround Failures Post-Mortem
(Survey, Q: Top 3 Reasons? % of Respondents)

Delays in implementation or lack of follow through ‘ 88

Lack of ownership/direction ‘ 80

Lack of endorsement at mid-management level 72

Lack of flexibility in implementation 67

Lack of commitment from shareholders / top management 65

Lack of effective conflict management ‘ 54
Focus on wrong metrics ‘ 53
Poor strategic analysis or poor quality PIP ‘ 45

Turnaround plan initiated too late ‘ 38

Source: InterChina Analysis.

In our experience, successful PIPs need to be driven by a Project Management Office (PMO), directed by
a Chief Turnaround Officer (CTO) reporting directly to the CEO, and comprised of a multidisciplinary
team.

The CTO plays a critical role in the process, and it is not always easy to identify the right person from
within the organisation. Although each situation demands a unique blend of attributes, in general, a
successful CTO needs to be able to (a) build trusted relationships and command authority, free of any
historical burdens that may jeopardise his/her credibility as a leader (b) grasp the implications of each
action in the context of the overall plan and also in relation to the departments and actors involved (c)
communicate very effectively.

Adherence to the PIP at all levels is critical. Chart #5 shows a typical ‘emotional timeline’ that the CEO
and CTO need to manage to best maximise their organisation’s adherence to the changes taking place.
It is worth noting that, for the most part, PIPs are introduced in the context of a high reticence to

change and low morale. If adopted late in the value erosion cycle, companies also face talent shortages,
where top talent has already left, and those remaining are the most adverse to doing things differently.

Therefore, a significant portion of the PMO's time is spent on communication. This needs to be carefully
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planned in advance and well-coordinated in execution, as it involves a multitude of stakeholders and
conflicting political/personal interests. InterChina applies a purpose-driven, layered framework for
communication planning that addresses what to say and when to say it, maintaining coherence in the
messaging throughout the turnaround process while maximising positive emotional engagement.

Pre-Announcement

« Toxic Stage: Rumors
and uncertainty,
typically marked by
negativity.

* Actions: Where need
to minimize/avoid
leakage.

Degree of Emotional
Engagement
(Positive & Negative)

» Worry Phase: Peak

« Actions: Can be

Chart #5
Performance Improvement Plan: Implementation Stages
(Year 1)
Month 1 Month 2~3

« Danger Phase:
Uncertainty diminishes
as ‘business as usual’
sentiment returns. But
risk of disengagement
or building resistance.

uncertainty and
insecurity.

converted into

maximum

engagement. « Actions: (a) Intense
communication (b)
schedule painful
changes (c) celebrate
successes and

milestones.

Month 4~6

« Resistance Phase:
Bottoming out of low
interest and
commitment, then
peaking in passive
resistance and risk of
process derailment.

« Actions: (a) Schedule
transformative and
visible changes (b)
continue to celebrate
successes.

Month 7~12

* Normalization Phase:

Return to low interest
and commitment, but no
great resistance.

« Actions: (a) Focus on

control and maintenance
(b) schedule lower
impact changes (c)
move processes from
PMO to relevant teams.

Source: InterChina Analysis.

New & Strengthened Processes

A good number of action points in a PIP typically involve the implementation of new processes or the
strengthening of old ones. As an illustration, a reduction in working capital levels can be achieved by
new or strengthened processes related to inventory management, vendor selection, chasing collections,
etc. In some cases, new processes may be temporary until results are visible, such as additional control
layers in procurement decisions or monitoring particular transactions at times of credit restrictions.

Not only should the PMO have a good understanding of the organisation’s processes, but also be
agnostic towards them, as they need to be able to challenge the ways these processes have been
designed and applied. Oftentimes, companies in a value erosion spiral have processes and controls that
are sanctioned by use but have become misaligned with the current needs of the business. A
cooperative dynamic between the PMO and the different department leaders and mid-management is
critical at this juncture.
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4. Dealing with Banks

Turnaround processes are often
designed with an emphasis on
the treasury function,
particularly in the last stages of
the value erosion cycle when
debt repayment and overall
access to credit becomes an
existential issue. Although not
included in the scope of a PIP, it
is indeed a critical element of
the turnaround process,
spanning (a) reduction in cash
leakage (b) balance sheet
de-leveraging (c) harmonisation
of debt maturities with expected
cash inflows.

Reduction In Cash Leakage

Companies in a stressed/distressed stage apply several techniques to reduce cash leakage. First, they
focus on discretionary expenses through a combination of zero-base budgets (i.e. bottom-up budgets
with no reference to prior periods) and enhanced approvals for expenditures. Second, they implement
more strenuous compliance for payments to suppliers and vendors, effectively delaying cash payments.

Balance Sheet De-leveraging

At the pre-bankruptcy stage, companies de-leverage their balance sheets through a combination of
asset disposals and working capital actions. When a company is still early on in the stressed phase, asset
disposals can be a profitable option, with options presented by an accumulation of non-core businesses,
idle capacity, or land and buildings.

They are, however, much more problematic during the latter stages of the bankruptcy process. It is to
be expected that the need for ready liquidity and lack of going-concern potential may be reflected in
offers from buyers. At this point, it is difficult to realise any goodwill and specific-use assets may only be
sold at discounts. It is also worth noting that the effectiveness of hard asset disposals may be
jeopardised by the conditions of the debt, as in China, loans are generally secured against the balance
sheet and rarely against earnings potential.

With regard to working capital, the traditional approach is to trade margins for cash. For example,
granting discounts in exchange for sales volume or advanced collection, or alternatively externalising
inventory (e.g. adopting toll manufacturing or agency models). In our experience, it is often the case
that, while such agreements may buy the company some time, they also challenge its long-term
development and thus affect its value as a going concern. Onerous arrangements may both erode value
and actually be unnecessary. Measures such as adequate inventory and capacity planning or strict
enforcement of collections and payment terms, may be sufficient to reduce working capital within
reasonable levels.
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Harmonizing Debt Maturities

Compared to most other countries, rolling short-term financing contributes an outsized portion of debt in
China. Lines of credit and short-term loans often finance a large portion of the fixed asset stock, leaving
companies exposed to temporary shocks in their short-term operating cash capacity. Furthermore, much
of the long-term debt has less than gradual maturities (e.g. full repayment in 3 or 5 years without

intermediate obligations).

The CFO of a company suffering a value erosion
spiral tends to spend a significant amount of his/her
time rolling over credit lines, re-negotiating
maturities and otherwise dealing with lenders.
Typically, a Chinese CFO tries to limit his/her
dependence on one single bank by raising lines of
credit with a pool of 10~20 financial institutions.

In the context of a PIP, it is important to establish the
short-, medium- and long-term financing plan,
allowing for sufficient room for delays in execution,
underperformance and other downside risks. A good
rebalancing of maturities is a must. InterChina would
typically suggest the involvement of a credit advisor
at this stage to optimise access to credit.

China's Enterprise Bankruptcy Law (2007) grants a
company the options of reorganisation, compromise
and bankruptcy. In practical terms, application of this
law is subject to the courts, and it is very unlikely
that a company may emerge from a reorganisation
in the same condition as you would expect from a
Chapter 11 situation in the US, for example. In
addition, the court may also consider criminal liability
on the person of an administrator, particularly but
not only in the case of publicly listed companies.
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5. Key Take Aways

Economic headwinds in China are exposing more and more companies to value erosion situations.
Performance Improvement Plans can help reverse the value erosion cycle but need to be carefully
designed and implemented.

There are leading indications that can predict with a good deal of accuracy when a crisis may be
symptomatic of a severe value erosion rather than a cyclical fluctuation in the market. Corporate myopia,
with an excessive focus on the short-term, is a common symptom of the onset of the value erosion
cycle.

Best practice is for a dedicated multifunctional turnaround team to be established, led by a senior CTO
working fulltime and reporting directly to the CEO. In addition to know-how and experience, this CTO
must have organization-wide credibility, be immune from internal political forces, and excel at
communication.

The PIP is critical. A badly designed PIP, or one that is abandoned, can have a very negative impact on
the organization. Bad design may result in wrong strategic and tactical choices that further reinforce the
value erosion cycle. Abandoned implementation may cause workforce scepticism and poor engagement
in future change initiatives.

However, the PIP may not be sufficient, with attention also needed to treasury and debt restructuring
issues. Tactical cash conservation decisions must be checked against the longer-term plan and vision, as
the value erosion resulting from some of these decisions can largely outweigh their short-term benefits.
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InterChina Profile

InterChina is a leading strategy, operations and corporate finance boutique specialised 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 commitment our partners have in client engagements.

Please contact us to discuss our support with regard to transaction and transformation services:

Performance Improvement.
Commercial Due Diligence.
Vendor Due Diligence.
Post Deal Integration.

Project Management Office.
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