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Preface

Private equity was relatively unknown among the Chinese general public
in the 1990s and early 2000s. Even if one were to have heard of private
equity in China, they often had a poor understanding of it and often mis-
took private equity simply as an equity investment firm. Early private equity
deals did not attract much media attention. It was not until the mid-2000s
when foreign private equity firms started to make inroads into the Chinese
market that the media started to pay attention to private equity.

The term private equity became more widely known to the general
Chinese consciousness only recently, at the height of the economic boom
in 2006, when China Investment Corporation (CIC) paid a hefty US$3
billion for a slightly less than 10 percent stake in Blackstone. This was its
first investment deal—even before it was officially incorporated—and the
Chinese public started to find out what “a Blackstone” is. Foreign private
equity firms were aggressively seeking investments in domestic companies
and were looked upon as an important source of capital, as the capital mar-
kets in China were not well developed yet. The Chinese bond market was
undeveloped or still developing, and the stock market was not easily acces-
sible to domestic companies in order to raise funds. The primary source of
capital for domestic companies was through the local banks, namely the
state-owned and policy banks, provincial and city commercial banks, and
rural cooperatives. To a certain extent, the lack of easy access to capital
restricted the expansion of local companies. Furthermore, the mismanage-
ment of the economy prior to the economic reforms had taken its toll on
the finances, operational capabilities, human resources, and technological
know-how of the local companies. Hence, foreign capital and expertise was
greatly valued by the country. To this end, private equity plays a crucial role
in the development of the Chinese capital markets with its allure of capital,
management expertise, and international networks.

Only a small number of foreign private equity firms had entered the
Chinese market, lured by its large domestic market and increasing liberaliza-
tion of the capital market. Some of the pioneers include The Carlyle Group,
KKR, and Blackstone, which have thus far had mixed success in China.
Despite being an early mover into the Chinese market, foreign private equity
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firms still faced stiff competition from other new foreign private equity firms
and domestic private equity firms looking to enter the playing field.

As economic reform gained pace and the domestic populace began to
become wealthier and exposed to financial markets, an underlying national-
istic sentiment was being stoked. Foreign private equity firms were charged
with buying Chinese assets on the cheap and making very high returns at the
expense of Chinese workers who got fired due to the restructuring exercise.
The central government became aware of the local sentiment and sought to
defend their position that they were not selling Chinese assets on the cheap.
It was argued that some of the state-owned enterprises were unprofitable
and that the only way to sustain its operations was to sell it to a party that
was capable of turning it around. Due to the misrepresentation of the work-
ings of private equity by the Chinese media that labeled private equity firms
as corporate raiders, the exact role and functions of a private equity firm is
hitherto still a mystery to many in China.

With the preceding as a background, the aim of this book is to demystify
the functions of the private equity firm operating in China. As if trying to
comprehend private equity alone was not complicated enough, a private
equity firm operating in China will likely confound many people who do not
have a basic understanding of how business is conducted in China. Needless
to say, a private equity firm in China faces many challenges and opportuni-
ties. To this end, this book aims to provide a better understanding of private
equity in China.

The target audience for this book is investors and professionals who
want to gain a better understanding of the operating environment in China
and how to carry out investments into Chinese companies. With the con-
stantly evolving economic landscape in China, as well as the myriad of regu-
latory changes that are taking place, foreign investors are often befuddled
by the fluid nature of things in China. Private equity, as an asset class deal-
ing with business, relies heavily on the management expertise of the general
partners to deliver on the high rates of returns demanded by limited partners.
In addition, due to its illiquid nature, private equity has sparked concerns in
the foreign investor community that fear losing their investments due to the
high risks that are associated with doing business in China. Readers of this
book will find that investing in China certainly poses its own unique set of
challenges and opportunities, but this is no different from investing in any
foreign market. Indeed, by reading this book, the author hopes to demystify
the workings of private equity in China and to dispel any false misconcep-
tions that investors or people have about doing business in China.

This book is organized into six chapters. Chapter 1, Private Equity: An
Introduction, provides an overview of the private equity industry, its charac-
teristics, and functions. With a basic understanding about private equity, the
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readers will be able to appreciate the differences between operating private
equity firms in the West compared with those in China. For readers who
are familiar with the workings of private equity firms, this section will still
be useful insofar as the illustrations and models that are used in this chapter
are proprietary models that have been created by the author and imple-
mented in China. The Inventis Private Equity Model will be introduced to
assist readers in understanding the dynamics of the private equity cycle from
entry to exit and the investment mix that private equity investment could
make. This chapter will cover the entire private equity investment cycle
starting from the planning, fund-raising, and sourcing stages to the due dili-
gence process, deal structuring, portfolio management, and finally the exit
strategy. Readers who are familiar with private equity as an asset class may
choose to skip this chapter.

Chapter 2, Overview of the Political, Macroeconomic, and Financial
Landscape in China, sets the stage for this book. The political and business
environment is intertwined with the private equity industry in China. This
is because private equity is fundamentally about investing and growing a
business. Without an understanding and appreciation of the diversity and
challenges of China’s political and business environment, business man-
agement will find it difficult to overcome these challenges. This chapter
will highlight the centers of power in China and their relevance to the
private equity practitioners. In addition, the key macroeconomic trends
and developments that are unfolding in China will be highlighted to pro-
vide readers with a macroeconomic view and to see how it relates to the
development of the private equity industry in China and the opportunities
that lie ahead.

In Chapter 3, Private Equity in China, an overview of the private equity
industry in China is discussed. This is followed by an analysis of key mile-
stones and developments that have happened in the past decade and their
significance to the industry as a whole. The private equity industry in China
is constantly adjusting to the evolving regulatory framework in China. The
regulatory framework shapes the type and form of private equity funds
being developed in China. In addition to the regulatory impacts on funds for-
mation, the exit strategy for private equity funds can also be affected, as the
Chinese government is wary of Chinese companies that are avoiding taxes
through offshore restructuring. In this regard, a detailed look at the types of
investment structure that are permitted and being used is explored. This
chapter ends with a look at the challenges and benefits of doing private
equity in China.

Chapter 4, Renminbi Private Equity Fund, provides an in-depth dis-
cussion on RMB-denominated private equity funds that have increasingly
become the investment vehicle of choice when it comes to private equity
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investment in China. Indeed, large Western private equity firms have started
to make inroads into the RMB private equity funds by setting up and reg-
istering funds in cities that have announced preferential policies for fund
management companies. The concept of an RMB private equity fund is still
relatively new and it is rapidly evolving. There are numerous issues that will
need to be resolved, such as the potential conflicts of interest that arise from
general partners who run two separate private equity funds (denominated in
RMB and USD) and that are backed by different limited partners vying for
the same deals. RMB private equity funds pose a different set of opportuni-
ties and challenges compared to the USD-denominated private equity funds.
This chapter aims to address these issues and to highlight the way forward
for RMB private equity funds.

Chapter 5, Investment Opportunities for Private Equity in China, dis-
cusses the investment opportunities for private equity investment in China
and the future direction of the industry. There are enormous investment
opportunities in China and this chapter alone will not be able to capture all
of the opportunities. Instead, the approach for this chapter is to leverage
the 12th Five-Year Plan as announced by the National Party Congress in
China in 2011, and to examine the industry sectors that may benefit from
favorable policies. In addition, the Chinese government has also announced
seven key strategic industries that it is actively encouraging investment into.
In this regard, this chapter will cover the industry sectors as identified by the
Chinese government as key investment opportunities in the coming decade.

Chapter 6, Challenges and the Future of Private Equity in China, looks
at the current state of the private equity industry in China and highlights
the positive developments and challenges that the industry as a whole may
face in the near future. Needless to say, it is impossible to predict the future;
however, it is the author’s intention to provoke readers to think deeply
about the way ahead and how to overcome possible challenges in the future.

This book was written from the point of view of a practitioner to engage
the reader. Each chapter will draw on real-life cases in the form of exhib-
its. The exhibits are intentionally kept brief with sufficient background and
analysis. Hence, readers should not expect to see a full-blown case study
akin to those used in business schools. The aim of the exhibits in this book
is to highlight key lessons that the author wants the readers to take away
regarding investing in private equity in China.
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