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n the space of three years, China has become the

largest market for new energy vehicles (NEVs) in the

world. In 2016, more than 500,000 NEVs were sold
in China. This is far more than in the US - the second
largest market — which sold just more than 150,000
units, as well as other key markets such as Germany,
Japan and the UK.’

This trend is primarily a result of ambitious policies

by the Chinese Government, which is prioritising the
promotion of a cleaner automotive industry. In broad
terms, these policies have been implemented by
offering substantial subsidies for the buyer — in some
cases covering up to two-thirds of a vehicle’s sales
price — as well as the grant of a blanket waiver of traffic
restriction rules in major urban centres.

A cluster of major Chinese original equipment
manufacturers (OEMs) has rapidly developed to include
BYD Auto, JAC Motors, Kandy and Chery Automobile.
However, the sector is far from consolidated, with more
than 170 players manufacturing models for the local
market. This could lead to restructuring opportunities
in the market, especially for non-Chinese OEMs that are
motivated by strategic reasons (for example, DENZA,
Daimler's joint venture (JV) with BYD) or regulatory
reasons. This includes the upcoming requirement for
OEMs to have a minimum percentage of their China
sales mix derived from NEVs.

These two reasons strongly indicate that the NEV
sector could experience a realignment in 2017, primarily
underpinned by intensive M&A activity. There are

other technical and economic elements that support
this argument. For example, the business model of

the current market incumbents is largely reliant on

a subsidy model that is being phased out. Direct
government expenditure is estimated to have reached
over RMB 21 billion in 2016 alone® (plus a similar
amount if we consider infrastructure development, R&D
and tax rebates). These are to be progressively reduced
until their complete elimination in 2020. The effect is

1. "Top 10 Plug-in Vehicle Adopting Countries of 2016’, Jeff Cobb, HybridCars.com, 17 January 2017, http://www.
hybridcars.com/top-10-plug-in-vehicle-adopting-countries-of-2016/

2. 'Full interpretation of the 2016-2020 New Energy Vehicles Subsidy Policy: Central government subsidy over RMB
200 billion’, Money.163.com, 30 April 2015, http://money.163.com/15/0430/13/A0F2250600253B0H.html
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expected to be compensated by a fast reduction in
manufacturing costs: lithium-ion battery costs, which
currently represent between 50 and 60 percent of fully
loaded unit production costs of an EV, are estimated to
drop between 50 and 65 percent by 2020.° Achieving
the economies of scale that may allow for this
transition implies large marketing and retail network
investments that some players may find difficult to fund
by themselves.

A continuous drive to improve energy density will

also play an important part in shaping the industry.
While the present 90-150wh/kg only allows for limited
autonomy and low weight A-Sedan models, industry
insiders foresee densities beyond 300wh/kg as soon as
2025, allowing for a wider range and more competitive
models. This may in turn speed up model life cycles,
which may also require the pooling of large financial
resources.

The form of market consolidation may vary. Although
we cannot rule out government sponsored mergers
among Chinese players, we believe local OEMs

will pursue tested cooperation models, such as the
setting up of JVs and other types of alliances, while
maintaining a certain amount of freedom. We also
foresee major implications for supply chains in the
short and medium term. The current oversupply of
batteries will subside as new capacity comes to the
market, but not without a dynamic framework that
will witness both vertical and horizontal consolidation
processes via acquisitions. We expect that vertically
consolidated models will continue to be an attractive
strategy in the China market (the success of BYD, for
example, largely lies in their in-house production of
batteries), and upstream acquisitions may be quite
common.

From a valuation standpoint, we foresee high valuations
in the NEV space, sometimes difficult to explain on the
basis of historical performance or even projected sales.
Despite the large number of players in the market,

3. Based on KPMG analysis
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sellers will factor in the impact of mandatory sales
requirements to OEMs, as well as the “first-to-market’
and ‘catch-up’ effect on buyers’ appetites. As is often
the case with nascent and fast-growing industries,
we expect OEMs to be willing to pay a premium in
exchange for the fast development of their strategy.

It is worth noting that the NEV is not a trend that
developed in isolation. Other current issues, such

as autonomous vehicles and the role of big data,

are coming into play. Different ecosystems and
interconnectivity between the Chinese automotive and
technology industries are already visible, similar to Tesla
in the US, for example. We foresee deeper realignment
in this regard, possibly involving certain equity
investments across industries too. Cash-rich technology
companies such as Tencent, Alibaba and Baidu may
continue evaluating the potential of the automotive
market as an extension of their business models, and

a nascent NEV industry seems to be an easy starting
point. Similarly, OEMs will need to stay acquisitive if
they want to maintain a technological edge. A case in
point is the confluence of large fleets, Al technology,
new energy and, eventually, autonomous vehicles.

While we do not see a high chance of technology
companies taking control of asset-heavy OEMs, in the
short term we expect different degrees of cooperation.
This includes minority equity investments, the setting
up of JVs and other types of long-term partnerships,
and technology transfer agreements, that will further
develop fuel-efficient mobility solutions. Similarly, OEMs
are likely to become even more nimble and active in

the venture capital/early growth space in technological
niches traditionally unfamiliar to them. At the outset,
this will represent a challenge to executives and M&A
professionals in the automobile industry. In addition to
cooperation models, standard valuation methodologies,
due diligence, contractual economic terms, investment
structures, control mechanisms and remediation clauses
may need to be adapted to the new landscape. Although
this process can pose difficulties to some organisations
with more traditional corporate cultures, it will be easily
embraced by more flexible and open organisations.
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