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Heading East? Set the Clocks Back

Dealmakers understand that execution takes longer in China, although
many still underestimate the amount of time it takes to close a transaction

By Jason D. Ramey

For over two decades, multinational com-
panies have been heavily investing in China. To-
day, there are a significant number of small to
middle market companies that are either con-
sidering expansion or they have new plans for
entering the Chinese market through acquisi-
tion. Prior to entering China, there is usually a

icant amount of time “on the ground” in China.
Further, the financial records may lack trans-
parency and there is a good chance there are
undisclosed related parties, tax liabilities, con-
tingencies and other accounting misstatements.
[t is not uncommon for Chinese companies to
have two or more sets of books, one for tax re-

general understanding that
it always takes time for gov-
ernment approval to be able
to acquire a mainland en-
terprise. But for the new en-
trants into the Chinese mar-
ket, often there is a
misconception of the
amount of time it really
takes to close a deal. While
it is important to set an
overall timeline for invest-
ing in China and for closing
the deal, it may be even
more important to under-
stand that the timeline may
not be met. The following describes some com-
mon time-consuming matters that management
of US companies may not fully appreciate when
initially investing in China.

Performing due diligence in the US is very
different from performing due diligence in Chi-
na. The investor should expect the timeline to be
a few months to even more than a year to con-
duct due diligence in China, which is generally
much more time required than in the US. There
are key reasons that due diligence in China is
so time-consuming. The acquirer should focus on
genuinely getting to know the target and relat-
ed business partners associated with the deal.
This includes building a trusting relationship
with the target and it requires investing a signif-
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porting and one or more for
other purposes. The acquir-
er also needs to understand
who has title to assets, in
particular land and build-
ings. Contributing to the am-
biguity is who actually owns
the entity, especially if it has
originated from a govern-
mental unit. Finally, there is
a need to focus more on op-
erational due diligence as
opposed to traditional finan-
cial due diligence. This may
include reviewing the qual-

“Perhaps the most overwhelming
challenge that a US company will face
in China is negotiating the deal. *

ity of customers/suppliers and relationships; re-
lationships with local officials; quality and reli-
ability of the target's supply chain; employee
relations, skills and retention; and business li-
censes. Often, the Chinese target company’s
management may not allow access to financial
and non-financial information until several meet-
ings have been conducted. This can be particu-
larly frustrating for the acquiring party, but it is
necessary to understand and be aware that these
issues may exist before the due diligence process

o

begins.

Also, dealmakers cannot underestimate the
importance of knowing China’s geography. Hav-
ing an understanding of the target’s location
may seem relatively simple in the US. But in Chi-
na, this can be a deal breaker or cause compa-
nies dissonance after the deal is closed. There
are many highly regarded Chinese companies
with facilities in remote areas in China. How-
ever, the location may be difficult to reach due
to the lack of transportation infrastructure. Chi-
na has made progress lately in upgrading its
transportation system. Nevertheless, when mak-
ing trips to certain areas it may take an addi-
tional day or two to reach the location from a
major city. Moreover, after the deal is closed,
the US acquirer may require Western manage-
ment or more sophisticated management from
a larger city in China to oversee the newly ac-
quired operations and carry out the company’s
mission. The location, however, may prove to
be undesirable and unable to attract the quali-
ty of management talent needed.
It is important that the top deci-
sion makers of the acquirer spend
the additional time and visit the
key locations with significant op-
erations in order to get the “lay of
the land” and have a good understanding of the
logistics to the facility. They can also assess the
surrounding environment and determine whether
they may be able to recruit the necessary re-
sources to the location.

Cultural issues are also important. The ac-
quiring firm is usually aware of the obvious lan-
guage barriers and cultural differences between
the US and China, but the firm may not be aware
of the differences in culture across China. There
can be vast language and cultural differences
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between the various provinces and regions in
China. It may not be necessary or possible to
fully understand all the differences between the
cultures within China. However, it is particular-
ly important to develop appropriate relation-
ships with business partners that
are knowledgeable of the local cul-
ture, government relations at all lev-
els, and legal and regulatory compli-
ance. Americans often mistakenly
identify a business partner because
they are from China and they are very present-
able with excellent Mandarin and English skills,
but the Chinese business partner may have very
little knowledge about the local business envi-
ronment of the target company or they may not
have adequate business or negotiation experi-
ence.

Perhaps the most overwhelming challenge
that a US company will face in China is negoti-
ating the deal. Prior to making an attempt at
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negotiating a transaction, it is imperative to un-
derstand the Chinese negotiation approach.
\Western companies should be prepared to spend
significant time courting the Chinese target and
should expect to attend several very long meet-

“Management may not allow access to
financial and non-financial information until
several meetings have been conducted.”

ings. To many Americans, it may appear that
nothing is getting done and these meetings may
not be perceived as necessary. But, if the pro-
posed transaction seems to be a favorable deal,
the additional time spent is warranted and es-
sential in forging long-term relationships. In ad-
dition, once a contract is signed, the US party
may believe there is actually an agreement in
place and the deal is done. Nothing is agreed
until everything is agreed and a common sur-

prise to Americans is that often after an agree-
ment is signed, the Chinese party will want to
continue negotiating the deal. This should be ex-
pected, whereas nothing is unusual in China.

In summary, US companies that plan to in-
vest in China must be prepared to go
the distance and anticipate delays
and setbacks. However, a success-
ful Chinese deal is possible and the
cultural differences, language bar-
riers, and unfamiliarity with local
business laws and practices can be overcome
with extreme patience and an appropriate ap-
proach to the transaction.

Jason D. Ramey is a partner at accounting firm
Grant Thornton LLP focusing primarily on audit-
ing US companies with significant operations in
China. He is also responsible for the coordina-
tion of transaction advisory and other services in
Shanghai.

CREDIT PUZZLE continued from page 78

ic times. Cash is king, and buyers with cash avail-
able are in a great position to get deals done.

While it is certainly true that more equity
helps in getting the sen-
ior lender and seller on
board, who it is from
matters as well. Much
scrutiny by senior lenders
is directed towards the
buyer's credentials and
familiarity with the indus-
try. This will make expe-
rienced private equity
buyers or strategic buy-
ers with significant syn-
ergies especially favorable to senior lenders.
Many private equity groups have money to invest
and are looking for deals; this seems to keep
them in the market, even though their invest-
ment returns are lessened by the reduced lever-
age (share) of senior debt.

Even in these uncertain economic times,
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“Financing structures are
adapting, with a greater
emphasis on seller
financing and equity.
Limitations on acquisition
funding are not so much
onerous as prudent.”

with the right planning and focus, deals are get-
ting done and capital is available for middle mar-
ket deals in the Midwest. Financing structures
are adapting, with a greater emphasis on sell-
er financing and equity. Limitations on acquisi-
tion funding are not so
much onerous as pru-
dent. It will be important
for both buyers and sell-
ers to work with M&A
advisors who understand
how to make these struc-
tures work for the busi-
ness and transaction, and
who can find and main-
tain excellent relation-
ships with the best
sources of funding. It continues to make good
business sense to pursue and accomplish strate-
gic acquisitions and sales whenever synergies
will create additional growth and value.

Lou Banach and Jim Gettel are both managing di-
rectors at advisory firm Schenck M&A Solutions.
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LOOK NORTH continued from page 76

vestment, sound management expertise and
the economies of scale realized through a pru-
dent acquisition, investors can develop a suc-
cessful and profitable oil field service business
in the Canadian market. Companies created
with a tactical consolidation plan will create a
strong competitor that can gain significant mar-
ket share within the Canada’s profitable oil
fields.

As Shell and other top tier producers increase
their stake in Canadian tar sands, prospects for
long-term high yield investment will continue to
grow - particularly in oil field service, technolo-
gy and infrastructure companies. For American
private equity investors seeking profitable mid-
dle market business opportunities in the energy
industry, look north of the border. Today, Canada
is the land of opportunity.

Angel Mahmood is the business development
manager at investment bank Allegiance Capital
Corporation.
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