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This article is a condensed version of
the main trends and conclusions in our
2020 China Business Forecast. For the
past 15 years InterChina has published
a forecast of the business environment
for the year ahead, offering a practical
guide to what we can expect in

terms of business challenges and
opportunities. The report is based on
our strategy and corporate advisory
work over the year, plus an additional
100 interviews with top executives
based in China. We then present the
report at our annual business forecast
conferences in Shanghai and Beijing,
as well as at locations across Europe
and the US. To view our full 2020

report go to our website.

Multinationals operating in China
are facing a crossroads over the
coming years as the Chinese market
is bound to change fundamentally
amidst growing uncertainty. Jan
Borgonjon reports on the key
findings of our China 2020 Business
Forecast.

“| see a fundamental shift in all

key dynamics, whether it's the
competitive landscape, consumption
patterns, or disruptive technologies.
The China we know today will

not be anything close to the one
coming in 2025/

This comment, from just one of
more than 100 senior executives
we interviewed over the last

few months for our China 2020

InterChina

Business Forecast, goes to the
heart of the huge challenges facing
both multinationals and home-
grownplayersoperating in today’s
China.

As the interviewee, the Asia Pacific
President of a major European
industrial group, went on to say:
"Although it is not always easy, | am
doing my best to transfer this reality
to my HQ, so we can be part of this

process!

How to be part of that process, and
deal with the inevitable and inherent
uncertainty that comes from China’s
future development, is the central

message of our forecast this year.
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Still growth, but slower

Much of this current uncertainty

is fuelled by China’s own growth
story. Despite a clear slowdown in
growth (falling from 6.6% in 2018 to
6% in 2020), one must remember
that China is still an economy that
is growing significantly. To draw a
parallel, the country is still growing
at the size of a Spain every year. It's
just that that growth isn't quite as
fast as it used to be.

However the picture is not
consistent and some pockets of the
Chinese economy are performing
much more strongly than others.
For instance the services sector

is continuing to see double digit
growth, and consumption remains
strong, whereas industrial markets
are much more subdued as
manufacturers deal with challenges
such as overcapacity and lack of

financing.

Indeed as we enter 2020 our

research has shown that sentiment

has, if anything, weakened further
among industrial companies, with
multinationals feeling pain where
there is excess capacity and fast-
moving changes in consumption
patterns. Conversely they are seeing
strong growth in areas where

there is strong Chinese consumer
demand.

Government response

To manage this complex growth
story the Chinese government is
walking its own tightrope. On the
one hand it obviously wants to
maintain economic growth, but on
the other it doesn’t want to increase
government and corporate leverage
or create bubbles in certain markets

such as real estate.

The figures certainly bear this out.
Whereas in 2008 the government
invested 4 trillion RMB to keep

the economy on track during the
depths of the global financial crisis,

today it is all about careful policy
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fine-tuning. However this balancing
act might result in a complex and
often confusing environment for
companies as the government
adjusts its policies in one sense

or another, depending on the

performance of the economy.

At the same time the government
has also become very strict on
compliance, which in turn creates
a lot of pressure — but also a
more level playing field - for both
Chinese firms and multinationals.
Symptomatic of this change is the
recently introduced Social Credit
System (SCS) which strengthens
numerous existing mechanisms
and policies to increase compliance
in the country. For business the
SCS is all about restoring trust by
rewarding legal compliance and

punishing violations.
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US trade war

As if the home environment

didn't have enough challenges

and complexities, there are also
international issues to contend with.

Chief among them are continuing
tensions between China and the US,
tensions not just over tariffs and trade
but also over technology, science,
data, and foreign direct investment.
Regardless of who is in the White
House (though the ‘Trump factor’
does create an additional level of
uncertainty), the US now sees China as
a strategic competitor on every level,
and that is a big shift in thinking.

Our message is that the trade war,
while clearly challenging, is currently
manageable. Yes, it may lead to some
relocation by companies, but it will
not be dramatic. And is really an
acceleration of the relocation trend
that started about 10 years ago, as
China’s cost structures rendered it

less and less competitive for labour
intensive, low-cost export industries.
Although multinationals don't like

the uncertainty, the impact is not as
significant as the media noise might
suggest, as borne out in our own
interviews with executives. China is still
seeing stable FDI, albeit with single
digit growth, and remains the first or
second global recipient of FDI.

However, we have yet to see how a
continued trade war will play out, how
this will flow over into other areas
such as technology, and what the
medium to long term response of the
Chinese government will be. Thus the
uncertainty will persist.

New paradigm

What all the above shows is that in
this very challenging environment
multinationals, in particular, are
working towards a new paradigm in
China.
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Picture the scene. You are in Shanghai
operating a major division of your
global business. But your financial
figures in China are not as good

as they once were. You are under
pressure to make important decisions
about whether you are going to press
ahead with major investment or draw
back. HQ is influenced by the local
press and the local opinion in the
home country, and does not always
understand the Chinese business

environment well.

Ultimately companies have to think
about their long-term prospects

in China. For instance, in certain
sectors you might already be in a
weak position so it might be better
to get out now. Ask yourself some
serious questions. What can you
realistically achieve in China? How
much money are you willing to put
in? Is competition morphing and
intensifying? And what are the wider
possibilities? For instance, could you
diversify into new markets?
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Double down...

In the face of such challenges, and
within a more uncertain environment,
many international companies have
reached a crossroads.

In one direction they can double
down, redouble their efforts to invest
right across China, be as local as
possible, and make every effort to
move ahead in the country. Set out
to win in China, whatever it takes.
Cast off the conservative shackles and
invest in better meeting the needs of
the market. Actively pursue acquisition
opportunities as markets consolidate,
and make a much stronger
commitment to localisation.

Indeed, empowering local managers

will be critical for local innovation

and speed of action, key strengths

of Chinese competitors. Yet at the
moment many western companies
remain constrained in this respect.
This localisation drive also becomes
more important as services become
increasingly significant to sustain sales.
Close and local co-ordination with
sales is necessary as companies figure
out the overall service offer they are
going to make to customers.

...or divest?

In the other direction firms could
choose to divest from China. This is
already happening, as the chart below
shows. Divestment is being driven by
a number of factors, ranging from the

slowdown in the Chinese economy,

Chart #1
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overcapacity, increased costs, and
challenges in achieving scale, to name
just a few.

Indeed, where business units or whole
businesses don't have the requisite
potential in China, to divest while
there is still value to potential buyers
may be the most sensible thing to do.

But divestment needn’t mean
withdrawing from China completely.
In fact, some multinationals have
used Chinese investment to further
grow their business in the country
while retaining stakes in their Chinese
operations, while others have
pursued a policy of outsourcing more
production requirements to Chinese

firms.

Trend D - Divestments: The number of divestments by foreign

companies in China definitely trend up in recent vears
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MNCs in China. i.e.
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China
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increased five-fold since

Source: InterChina
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Double down

Diversify to grow

One way to double down is to
pursue a diversification strategy
based on core competencies, giving
firms the opportunity to access new
trends, markets and customers.

Indeed, while there is huge pressure
on multinationals to reinvent their
business model in China, there is

no shortage of opportunities to
consider too. China simply amplifies
this pressure due to its size, speed of
change, technological development,
and competitive landscape.

We have perhaps seen this most
vividly in tech-driven sectors

where there are extremely strong
opportunities for multinationals to
diversify as traditional industries
move into digital, e-commerce, and
Internet of Things (IoT). For instance
loT alone is likely to reach 2% of
GDP in the medium term, reshaping
many established sectors.

The rise of smart technology across
a swathe of sectors also offers a

breadth of opportunities, whether

it be via manufacturing and supply
chains, or consumption related (such
as through connected healthcare

or smart retail), or maybe through
smart cities (buildings / connected
vehicles / security).

Consolidation

Another route to grow is via M&A.
Indeed a majority of companies
we interviewed for our Business
Forecast report aggressive M&A
plans for 2020, driven by a range
of factors such as the need to build
scale, to acquire local technologies
and products adapted to Chinese
standards, and to develop local
R&D teams and skills and access
local talent, processes, subsidies and
patents.

Some companies also plan to

use consolidation to expand their
regional coverage and complement
their presence in coastal regions
with an inland and western China
presence.

At the same time the increase in
compliance mechanisms through
the SCS will accelerate the
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consolidation of many traditional
industries. The M&A process itself
will benefit too from having access
to publicly available blacklists which
enable advisers and investors alike
to check the quality and compliance
level of companies.

Joint ventures

What we could also see more of
in 2020 is the re-emergence and
recalibration of the joint venture (JV)
as a double down option. As our
graphic shows, the new JV partner
profile offers long-term synergies
for both sides. For instance, for
multinationals this could mean
delivering the CAPEX required to
face growing costs in China, such
as from increasingly stringent

environmental compliance.

The recent lifting of restrictions by
the government in sectors such as
automotive, finance, railways, and
healthcare, also opens up these
markets to new JV collaborations.
For instance China is lifting the
foreign ownership limits on
securities, fund management and
futures companies by 2020, a year
ahead of schedule.
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Chart #2
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Trend C - Re-Emergence Of JVs: The new JV partner profile offers long-term synergies,
and less of the traditional IP (“steal my business”) risk

What synergies are new partners looking for?
» Protect its stock price.
» Quality technologies and product mix to increase sales channel value.
» CAPEX/process to face growing China cost and green compliance.

» Investment for growth needs.

+ Globalization.
Source:: InterChina Interviews & Analysis

Conclusion

Western companies are reaching
a crossroads in China, and these
uncertain times call for leadership
and vision as executives decide
which route to take.

The next two to three years will
be absolutely critical, especially as
home-grown players up their game

in terms of their levels of efficiency,
technology, product philosophy and
R&D spend.

In recent years many multinationals
have remained committed to China,
especially as domestic demand

has grown. But the challenges

are mounting. Success requires
continuously meeting the needs of

this fast-changing and dynamic local
market, and competing successfully
against increasingly sophisticated
Chinese companies, all the time in

a higher-cost environment where
there is still overcapacity in many
markets.
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Jan Borgonjon is one of the Founding Partners and President

of InterChina, providing overall leadership and strategic

direction to the firm. Since founding InterChina in 1994, Mr.

Borgonjon's vision and leadership have established it as one

of the leading advisory firms in China.

About InterChina

InterChina  InterChina is the leading advisory firm

\k\v specialized in China. Our multinational

-—i and Chinese clients choose to work with
us because we provide real understanding,
deliver practical results, and know how to get

-y 41£ :

O 3F 4=  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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