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Introduction
(N

This viewpoint is compiled from Deloitte's direct experience
of supporting integrations in China, and from interviews with
senior executives responsible for integrating their companies'
acquisitions. These executives represent companies from the
US and across Europe, and industries from construction to
high technology via retail. Where a particular perspective

is taken, it is that of a multi-national company investing in
China.

It has been said that while any fool (with money) can

buy a company, the challenge really lies with making that
acquisition work. This is typically measured as value creation
for acquirer's shareholders. Studies have been done on an
almost annual basis on acquisitions and mergers in the west,
with the message being pretty consistent across the surveys
and over time: about 20 to 30% of acquisitions really create
value, about 50% destroy or create no value, and the balance
create marginal value. This challenge is well recognised in the
west, and considerable effort is now expended in trying to
increase success in the integration of acquisitions. Deloitte's
research over the last ten years indicates that companies

are getting better at it, however the success rate remains
relatively constant. This would indicate that the bar is getting
higher, which would be consistent with the increase in
competition in M&A over this period.

Significant research has been undertaken in the west as to
the reasons that integrations most often fail to add real value.
Deloitte's research ("Solving the Merger Mystery") indicates
that the key factors which people most often get wrong are:

e Stay true to your strategy

¢ Focus on synergies and drivers of value

e Structure for integration early on and focus on speed
¢ Address retention issues early and often

¢ Align organisational roles and responsibilities

e Communicate throughout the M&A life cycle

We understand that there are additional complications in
China, and also that this is a new area for study. Our in-depth
interviews with senior, China based executives bears this

out and these findings reflect the collective wisdom of these
people.
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Integration in China
£ E R IS

Our research and experience show that fundamentally the BB R KR &R S BROEERTREE

factors on the previous page still apply in China. However ARBTHIEM/SS - RMPENE—LEIERIB0aR - Bl VEE R
there are additional issues which are either unique or of a BFR - EA L BUTKRER - TN =KE: [EES

unique character in China. These are explored in detail below, ATEIEAIR]  [TERSAIEIEHSIN F0 [REFRE] -

but essentially come under the headings of seven key issues ~ o ~ Bk EEFSISR » o
which can be categorised as either under the integrating %%ﬁg&%iﬁé%ﬁ;ﬁggg%egiﬁgglggg%%ﬁg

E(());r;fames control, outside their control or a combination of 123 B R St ORI -

Outside control Inside control
=l ZHm
e Compliance with parent standards e Systems of management
e Local regulations, law and stakeholders e Communication and training
o NBATNFIERE—H o BRI
o HSMEEEEMAREABRT o @RS
e Management of head office expectations o QIR EEPAVHAE
e Tax benefits and consequences o RMBMNRNER
e Unexpected surprises o ROMKIEE
In addition to exploring the unique challenges and issues RMPERZNNZFEETEBRTHREER - @Y - A2
to be managed in integrating businesses in China, we PEHWESMEIGHKEIZGEER T BRI -

also sought insight into rates of success for value creation.
Interestingly, the overall value creation statistics align closely

with those reported above from the west. Integration value creation - Chinese acquisitions

However, competition for deals may be somewhat less than sliEESMNE - hELAIIWNE
in the west, as is the sophistication, on average, with which
the integration challenge is approached.

Looking at the key factors which were identified as drivers of
value creation in China, the most significant three, in order of
correlation to value creation in the integration, were:

1. The degree of integration of the target
2. The early appointment of a resourceful Integration Director

3. The degree of structure of the integration process

First, in this context, the degree of integration of the target
does not always imply heavy operational integration, but
does mean adoption and implementation of parent processes
- encompassing not just corporate and control processes but
also core production or business service processes. Failure to
complete this can have major implications on parents who
are subject to western regulators and standards. This, of
course, in addition to failing to transfer the skills, capabilities
or knowledge which will be required to create the value

B Create significant value [l Create marginal value

forecast in the acquisition case. BB ANME BB ENME
Second, appointment of Integration Directors - managers [l Destroy value, or create none
whose remit was to focus on the integration and its progress RBUEEESBMERRE
without the distraction of line responsibilities - Was a Source: Deloitte China interviewees
R : REPBIHBE



common theme with successful integrators in China, but
particularly of importance was that the Integration Director
be senior enough, and familiar enough with the acquirer
that they be effective in influencing decisions and obtaining
resources when required. Often acquirers will insert a general
manager to manage the plant and execute the integration,
however these can both be sizeable roles and can overload a
manager with the result that neither plant management nor
integration are done as well could be possible.

Third, the degree to which the integration process was
structured and planned was significant. This aligns to the

focus, speed and clarity of purpose in integrating acquisitions.

When the integration objectives are clear; the purpose and
rationale are known; the priority and sequences are planned;
and all these factors are logically structured and deliberately
managed: then there is a structured programme delivering
integration and change when people expect it - i.e. soon
after the deal closes.

One factor that does not stand out on its own, which may
be a surprise to some, is culture and cultural integration.
Culture and cultural issues permeate every aspect of Chinese
companies and make them different to that experienced by
most western executives. Culture needs to be considered

in the context of each and every practical integration step
required to deliver the overall objectives of the acquisition.

Integration value drivers - Correlation of factors
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Il Appointment of a resourceful integration director
ER— I EBIRNESEE

[l Formality of integration

BEHEN

Source: Deloitte China interviewees
KR : BEPEHILRK
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Seven key integration issues in China
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1. Compliance with parent
standards

Almost without exception, even when buying a China
subsidiary of another western company, the businesses
planned to be acquired will not meet the acquirer's corporate
reporting, finance, operating or other standards. There are a
number of issues with this, which are often underestimated
in the acquisition process:

e Compliance will require extra (or more expensive)
resources or systems - which should be built into the
acquisition model as new overhead

e Compliance may require process changes down to the
shop floor level

e The acquired company may genuinely not understand the
need for these new activities, and is unlikely to see them
as value added

¢ Some changes will have to happen from the date of the
close, others may have a period of time in which they can
be implemented and addressed

Compliance will require effort and incur cost

Modelling an acquisition tends to focus on the upsides - the
cost synergies, the potential for additional growth, the new
products and services which will be possible and so on. Often
too little attention is paid on the additional cost burden that
being a subsidiary of an overseas regulated company may
entail and require.

Often a new finance manager may be assigned to the
Chinese business, and their costs identified, however the
changes often need to go deeper - upskilling staff, changing
processes, ensuring procedures get completed and get
completed on time. As discussed below, changes are also
likely to go beyond the finance department, requiring other
parts of the business to perform new or different processes in
order to provide the right information for central compliance.

Failure to consider these incremental costs will result in
immediate disappointment in reported results post close.
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Compliance may require process changes down to
the shop floor level

Whenever two companies combine, there are likely to be
some differences between them which will require change,
for example in financial reporting. However, often these
differences can be managed in the finance area based on
data already available within the company.

This is often not the case in China, and there will need to

be new processes introduced within the business to track,
monitor and report on, for example: work in progress,
supplier performance, customer management or raw material
consumption. Integrating and aligning these processes and
the data arising from them with local ERP systems can be
difficult and require keying and re-keying of data. In fact,
often key information is on paper and in Chinese.

Sometimes this problem can be overcome by wholesale
replacement of systems and processes with the parents own;
subject to translation, local deployment and flexibility of
systems to cope with the new business. However this may
take time and also may not be appropriate until the acquired
company has gained sufficient scale — requiring the legacy
systems and processes to be improved in the meantime.

Local understanding of compliance requirements
Especially for private companies in China, the sort of
requirements that your average western company have will
come as a shock. Thus it pays to take significant effort to
prepare expectations, and also for setting the context in

as positive light as possible. This may sound challenging,
however it would not be unusual to have many peripheral
benefits from the improvement of a company's control,
reporting and compliance systems and processes. For
example: it may enable the evaluation of profitability on

a client, product or project basis, which was not possible
before. In an environment where human resources are
scarce, being able to focus effort on the most profitable
parts of the business will have quick and obvious benefits for
management to see.

In order to facilitate this, leading acquirers in China employ
a couple of key methods. One is simply training, explaining
the context, need and benefits as well as providing the skills,
tools and templates required and 'certifying' staff as they
complete their training. Another, and entirely complimentary
method, is to take select staff out of their own company
and have them spend time in a fully functioning and
compliant sister company. This is easier when such a facility
exists in China, for cost and visa reasons, however has been
successfully applied even when travel to the US or Europe
has been necessary. The length of time spent need not be
very long, a month and a half is not atypical, but can quickly
produce a convert who can explain to his or her colleagues
how the fully functioning business works. This can be very
much more powerful than trying to explain it bit by bit to
different parts of the acquired Chinese organisation.
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Example: US Parent buys local systems
implementation company

The target undertook substantial implementation
projects, involving in-house made and bought in
systems and components and sometimes taking up to
a year for implementation and commissioning.

Revenue recognition was very subjectively calculated,
change control procedures were lax and invoicing was
not always in line with the contract.

Processes had to be changed or introduced at the
engineer level, with an improved consolidation

approach in order to get reliable data to use to
calculate revenues and recognise costs.
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Prioritising change

Some areas of compliance may be matters which are non-
negotiable and have to be in place from the time at which
the deal is closed. These might include: reporting, cash
management or compliance with the Foreign Corrupt
Practices Act or its equivalent. Other matters, depending
on the scale of the acquisition and other matters, may have
longer to be implemented, Sarbanes-Oxley compliance, for
example.

It is important to explain the whole, whilst focusing on
implementing the urgent initially. Develop a logical, phased
plan which fits in with the rest of your integration activities to
implement the balance on a commercially sensible as well as
regulatory satisfactory timescale.

2. Different systems of
management

From a western perspective, it may be easy to look at the
chart of a Chinese company's organisation structure, to
make a series of 'natural' assumptions and to believe that
you know how it should work. Then, through a series of
conversations, have those assumptions all set asunder, leaving
the impression that you have no idea how the organisation
actually works.

Acquirers

Acquirers may have standard approaches to structuring

and managing organisations and the temptation may be

to make a wholesale replacement of the current structure

as quickly as possible. Risks associated with quick change
should be reviewed with care. The quickest way to destroy
value in integrations is to upset the way in which the current
customers are served, and the current organisation structure

Example: European serial acquirer's approach
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For each acquisition, the acquirer makes a 200 day plan for the development and migration to an improved

management system.

The change is communicated, in concept, up front, but then significant time is taken to train all the relevant
managers in the acquirer's way of management, so that the new structure and processes will be well

understood when implemented.

The implementation itself may be staged, so that the target's management is restructured in a phased way,
often picking the department(s) where the most obvious benefit (from the local perspective) will be achieved.

Thereby, increasing the potential for buy-in and support as well as managing risk in implementation.
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has developed over time with the objective of doing just that I\ 4 SEIT ik tH
- serving the customers. Therefore, a few things need to be 3. k'{g‘”‘“ Fllg E/J’B;H =
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China is high on many Boards' agendas in the west.
Expectations are often equally high as to how much is
possible in short defined periods of time. One leading
company's counsel in China recently suggested that each
aspect of the deal process in China takes roughly three times
as long as in the west, and was met with a room of nodding,
knowing faces.

In addition to the challenges of getting the aspirational Board
to understand the complexities and time-scales involved,
there is also a complication that in many large companies
there may be multi-dimensional matrix structures resulting in
multiple stakeholders — potentially with competing interests.

The other aspect of this issue is that sometimes a new
acquisition in China can be a very tempting place to visit. In
fact, one of the important roles that the Integration Director
can play is to be the point person for requests from head-
office, whether they might be for data, or plans to visit, and
to manage the level of interruptions experienced locally.

The clear advice from serial integrators is to proactively bring
the stakeholders together and communicate real progress,
real issues and pragmatic, flexible timescales from as early a
point as possible.

One Integration Director's approach to managing visits from head-office

A North American manufacturing company purchased a (moderately remote) Chinese manufacturer in the
same industry.

Once the deal had closed and the news of the acquisition had spread through the parent organisation,
numerous requests were received for visits from different corporate functions.

Rather than just say no, the Integration Director responded that people were welcome, however it was a very
different operating environment and that people would have to commit to come over for at least 6 weeks in
order to understand the situation and to be able to really contribute value.

Most of the requested visits never happened!

— T ESIEVERE RS MERNFZE
— T AEFEREWEBT —T (ELAERFEIN) PERTWEHIHREREW -
LWMWRSER - MBEERELERESAT - RBIBSMBRNRBNADEIMER

ESETEHRODBILEER - MBERTRUXLESZNE - RMEFATALNZEERANELENRE - EDFRAER
JTREER - BEZEEMIEN -

REDERNSMMARKZE |




Integration in China - Dispatches from the front lines ZHENHMES - GIZIRA

Secrets of success A IDEVAUIR

4. Local regulations, laws and
stakeholders

Government and regulatory stakeholders

Similarly to most jurisdictions where one might acquire a
company, China has multiple levels of government and
regulators which have to be consulted and may have to
formally approve a deal for it to close.

Of special note is that these stakeholders will often

have considerable influence after the deal closes on the
acquired business and its ability to operate as well as on its
competitors and their relative advantage or disadvantage

in competing. These parties need not only to be considered
whilst integrating the acquisition and running the business,
but also will need to know that they are being considered
and even consulted. Ignore them at your peril! If you don't
have the capability of managing these stakeholders internally,
find someone who can help you.

Leading operators in China systematically identify the relevant
stakeholders and stakeholder positions at each level (after

all, individuals may change their roles), and develop plans

to proactively develop and manage the relationships. These
management plans specifically try to mirror the level of the
company representative with the seniority of the stakeholder.

Special local obligations

In addition to these parties, acquisitions may come with some
unexpected local obligations. Some of them will be obvious,
such as the ownership and operation of the local school or
hospital, and some may be less obvious. None of them can
be forgotten.

Successful serial acquirers in China are even now developing
ways of dealing with these obligations. Some are going so far
as to create special groups to help local communities develop
sufficiently to be able to take on local facilities such as
schools and hospitals - others are just learning how to roster
medical and teaching staff efficiently.

5. Tax and integration

Tax is both important and complex in integrations in China.
Setting aside deal structuring issues, which are typically
decided when designing and doing the deal, there are four
factors which should be considered:

e Optimising the integration plan to maximise tax benefits
(minimise the downside)

e Understanding and planning for the economic effect of tax
impacts in the integration

e Ensuring any potential non-economic or political tax
impacts are understood, evaluated and mitigation plans
put in place

e Establishing the data that will be required to support
the tax planning will be available, and allocating sufficient
resources to complete the job
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Optimising the integration plan for tax

This optimisation is pragmatically taking the planned
operational integration plan and determining the optimum
potential treatment of integration costs, write-offs and
redundancies. It may cover anything from timing to the
degree of supporting evidence that will be required in order
to execute the plan — which, of course, relates directly to the
effort which will have to go into it.

Examples of issues which have arisen in the past include but
are not limited to:

e Discontinued stock

o Replacement of branded fascias, logos and signage

Transfer of fixed assets tax and customs efficiently

e Restructuring expenses

Understanding the economic effect of tax impacts
When acquiring a business there may be many impacts on tax
arising from the change in ownership. In addition, the new
owner may have a different appetite for risk. For example:

if payroll taxes have been under-reported and under-paid
historically, a new owner may well want to ensure that the
correct payroll taxes are collected and paid. This will definitely
mean paying more taxes to the authorities, and may also
require increasing the pay of Chinese staff to ensure that
their take-home remains the same. In addition, the increase
in payment may beg the question from the authorities about
the historical underpayment, potentially crystallising a liability.

In addition to the above case of tax underpayment, often
Chinese companies account for tax on a cash basis and do
not accrue for arising liabilities. In a growth business, this

has the effect of consistently making the taxes look low as
they lag revenue and profit growth. Applying normal accrual
policies may have the effect of reducing the reported profit of
the target.

Legal structures in China, particularly for private companies,
are often complex. Legal entity simplification is attractive
and can be value adding, however mistakes in this area can
be very costly. Any changes should be planned carefully

in advance to preserve the existing tax attributes before

the restructuring, and to continue to utilise them after the
change.

Finally, tax compliance costs may change through an
acquisition, which would have a direct impact on overhead
costs.
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Understanding non-economic tax impacts

Many taxes are typically collected in China by the local
government and a proportion of the revenue will be shared
with and remitted to central government. Clearly any change
in taxes paid will impact both local and central government
and any change in location of taxes paid can have a major
impact on the city which had collected them previously.

Therefore, some changes to the business (such as
consolidation of head-offices, for example) may have an
unwelcome impact. Under these circumstances, it would
not be surprising to quickly become the target of a tax
audit which, at the very least, can be time consuming and
inconvenient if not anticipated, prepared and resourced.

Data requirements and resource planning

In order to deal with the above issues, information will need
to be gathered along with supporting documentation, which
may require significant amounts of effort.

Planning ahead can simplify the data gathering process and
also help identify where, when and how quickly work will
need to be done. In the context of integration, Finance and
Accounting resources typically get stretched very tight —
therefore it is important to plan from where resources can be
released. Especially as their role may have a significant impact
on value protection and creation.

6. Communication and training

Communication is, of course, a vital issue with any
integration. Important aspects of the usual rules include:
communicate consistently on a regular basis, follow through
on commitments to build trust, use multiple channels

to address each stakeholder group in an optimum way

and, at least initially, draw heavily on the target's normal
communication methods, language and channels so the
recipients can start hearing the new messages in a familiar
way.

In China, however, there are a few additional matters which
should be considered and which increase the need for
proactive preparation:

e Organisation wide communication and two way
communication may be new to the organisation, and the
managers may need training to execute it

¢ M&A may be a new concept to many of the stakeholders

o The seller of the business may still have a stake in it

The time spent for communication and training in China

will be two to three times longer than in the west. For
communication, there is a need to train up the leaders to
deliver the same messages. Very often, a one to two page
script is useful. Meanwhile, for training, it must focus on

the value of the integration, and how the training relates to
individuals' future roles. For overseas companies acquiring
Chinese companies, language and soft-skill training is usually
very important - for both parties!
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The new communication challenge

One of the most important channels of communication in

a high stress situation will always be cascading messages
through the managers, and using the line to address standard
questions and escalate new questions. This enables staff to
hear from and ask questions of the person with whom they
are most familiar, and with whom there tends to be the
greatest degree of trust.

The challenge in China is that there is less likely to be a tried
and tested, two way communication mechanism in your
target. In addition, the line managers may also not have
much experience in presenting from the parent company's
perspective what could be perceived as unwelcome news.
Therefore, in order to effectively use this communication
channel, training must be provided and careful preparation
done to make it effective. Line managers may be the

ones who communicate, but the back-up from leaders is
very important. Therefore, the presence of leaders in the
communications sessions will improve the confidence of the
employees.

Of course the benefit for getting this right will extend well
beyond the integration, and will be a valuable mechanism for
building and growing the new, integrated, company.

M&A as a new concept

A well known retailer was somewhat surprised to find that
some of the suppliers to its acquisition had unexpectedly
stopped replenishing products when the deal closed — it
turned out that the suppliers were not very familiar with their
customers being bought or sold and were concerned that
they might not get paid. Of course for a retailer stock-outs
are a bad sign in integrations and this was a matter that had
to be dealt with urgently.

The concept applies to more than just suppliers. Customers,
staff, local authorities, regulators and other stakeholders
may well either not have a clear idea of what the acquisition
could or should mean to them or, perhaps more importantly,
may have a different idea to the acquirer of what it means to
them. Either way, whilst it is easy to make assumptions as to
the levels of awareness of target audiences, it is important to
ensure that the message and its context are clearly explained.

During the M&A process, road-shows to suppliers and
customers may help. However, due to time limitations, these
communication sessions will usually focus on the top few
suppliers and customers. In addition, suppliers and customers
will talk amongst themselves (there are no secrets in China)
and, so, how you treat one will be communicated to the
others.
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The seller

Often, particularly with the sale of a private business, in
China, the seller may retain an equity stake in the business
after its sale. This may be formally as part of a JV or as
part of some kind of an earn-out arrangement, or even

just because the vendor does not want to feel that he has
lost all links with the company he may have built. Even if
there is no formal equity ownership, there are likely to be
strong relationships between senior people in the business
and the former owner - thus information will flow and,
sometimes, consultation happen.

As new owner of all or a majority share of a company, and
with technical control of a business, it is easy to automatically
assume control and start running the business the way you
wish. However the seller of the business may well not have
the same view of how the business should be run, may also
have a strong personal stake in the business and its people,
and this strong personal stake may extend to his or her family
members.

This has played out in many different ways for acquirers in
China: There is the case of the impatient seller who expected
the business to change to leading international standards of
production within the first few weeks. When disappointed,
he intercepted the acquirer's senior board member at

the airport, and then proceeded to complain about the
competence of the management sent to help - much to

the surprise of the highly experienced and very competent
general manager who had been put in place.

There are many examples of former owners undermining and
blocking decisions taken by new owners and making their
implementation very difficult or impossible, and some where
the joint venture agreement has been given such deference
that nothing has been allowed to happen without reference
to see what the agreement explicitly ordains. An unexpected,
but not unusual consequence of this last deference to

the letter of the agreement can involve non-compete
agreements. An American firm bought a private company
from a successful entrepreneur, and paid a fee to compensate
for a non-compete clause in the contract. Shortly after close,
the seller approached the buyer and offered that, for the
same fee, his wife would also not compete, and then another
fee for his cousin, and so on.

The bottom line is that communication with, consultation
with and informing the seller on the business, how it is
proposed to run or change it is an important activity which
may not be contractually or formally required, but which
can make a significant difference in your ability to achieve
your objectives. Building trust is the only way to improve
relationships. Be honest and don't play games.

7. Unexpected surprises

There is a well used phrase amongst the China Hands:
'Anything is possible'". This advice is often delivered with a
knowing smile and should be taken to mean that anything,
no matter how unexpected or apparently unintentioned, may
be possible in China.

One surprise which has happened to several acquirers in
China is that of sudden and unexpected work stoppages.
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These have been caused by issues such as: accelerated output
by the previous owner causing a shortage of raw materials,
followed by a reduced output by the plant and resulting in an
unexpectedly small pre-new year piecework related payment
for staff; or the disgruntlement of a redundant administrator
who believed he deserved a special payment in light of his
'knowledge' of certain activities of the former owner.

Whatever the surprise, it may be possible to overcome

it without too much delay. However, it always requires
confidence in the face of the surprise, patience to understand
the root cause (which will not be obvious) and decisiveness
to demonstrate action and finality in dealing with it. Of
course, being aware that things can change very quickly is an
important step in preparing to deal with them.

Conclusion
ZE

Effective Merger Integration is as critical in creating value in
China as in the west, and can be more critical in avoiding
value destruction. It has all the challenges which one might
expect in the west, plus, unsurprisingly, some special local
additions and nuances.

The most important conclusion to draw is that, although
difficult, it is possible to make acquisitions and create
significant value in China. The challenges can be manageable
- it takes a clear plan, senior leadership, effort, experience,
learning and a structured approach to make it work, along
with an open mind and clear head.

1 The full set of ‘Golden rules' are:
1.1. Everything is possible in China
1.2. Nothing is easy
1.3. When you are optimistic, think about rule 1.2
1.4. When you are pessimistic, think about rule 1.1

TENESENE

1.1, EPEEOEHETERE
1.2. BEEEREHHN

1.3. BIREWEY - 8851.2%
1.4. BIFFENMEY - 2FHE1.15%
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