
  
Abstract— Despite the rapid development in equity market in 

recent years, China’s equity market is still in need of further re-
structuring and re-strengthening to formally take-up.  Pre-IPO 
placements as its main mode still faces challenges due to the overall 
economic downturn, overcapacity of manufacturing industry and 
recession of China’s capital market. Under current conditions, buyout 
fund development is not only an inevitable trend of equity investment 
and development, but also a necessary factor for meeting the demand 
for upgrading China’s economic structure. The paper mainly 
describes the history of buyout fund development in developed 
countries; the strong claim to develop buyout fund in China based on 
the trends of its economic development and demands for growth; and 
ideas on China’s development of buyout funds.  
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I. INTRODUCTION 

UYOUT fund is a manifestation of investment form of 
private equity fund. These are private equity funds used to 
buy controlling stakes of targeted companies who are then 

sold for profit. In the conduct or process of mergers and 
acquisition, leveraged buyouts are usually adopted in place of 
private equity funds.  

After buying the controlling stakes of targeted company, 
merger and acquisition fund usually exits and profit flows or 
are earned through payments of debts resulting from three 
possible modes of action. The first mode is leveraged buyouts 
via the cash flow of the acquired company, selling of the 
company after the total settlements of all existing debts. The 
second mode is about the re-structuring of the acquired 
companies operations to lower cost and increase its profit 
income resulting in a better position of being stable and 
profitable. The third mode evolves around the decision where 
acquiring company may choose not to sell but rather select 
dividend recapitalization providing re-loans for settlements of 
the acquired companies’ existing debts or re-strengthening of 
the acquired company’s capital and profitability. In practice, 
such approach will not be feasible in China because the 
enterprises’ loans are limited only to projects targeted at the 
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time of loan application. Incurring a new debt as an alternative 
to selling its equity stake in the company is not an option or a 
welcome policy at the moment.  

The most profitable buyout funds in the early US market 
had made use of the first mode, the time when acquiring 
companies via buy out funds creates very high financial 
leverage. In the later stages, most have already adapted the 
second mode since such choice creates a better value-added to 
the company thus enhancing the impact of the first mode 
connected to cash flow and debt settlements. 

II. THE STUDY OF BUYOUT FUNDS 

A. Mergers, Acquisitions and Restructuring are 
Beneficial to Economic Development. 

Practice of developed economies proved that mergers, 
acquisitions and restructuring can promote economic 
development. The US completed its transition into an 
industrialized country and formed its modern industrial 
structure in the late 19th century.  In this period, the first 
mergers and acquisitions in the US history promoted 2,653 
enterprises that were merged, where 100 of its largest 
companies increased its income by 400%. At that time, 
tycoons such as the DuPont’s and American Tobacco 
Company controlled 40% of country’s total industrial capital. 
As such, US became an industrialized economy with large 
companies as its economic mainstay which brought the after-
effects of economies of scale through mergers, acquisitions 
and res-structuring.   

On the other hand, China’s mergers, acquisition and 
restructuring endeavors still play a minor role in its national 
economy. In 2011, such undertakings only accounted for 1.9% 
of its GDP, which is not only lower than the share of 
developed countries in economic transition but also than the 
current share of other emerging market economies. In the US, 
economic restructuring brought about by 1960s’electronic 
science and technology and 1980s’ computer industry mergers, 
acquisitions and restructuring accounted for 10% of the US 
GDP. Fellow BRIC countries in 2011 reported the following 
growth regarding their GDP gains from mergers and 
acquisitions: 6.9% for Russia and more than 3% in Brazil and 
India. All of which are much higher compared to the current 
standing of China. 
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B. The development of buyout fund is advantageous to 
mergers, acquisitions and restructuring for the current 
economic landscape.   
The economic authorities of China had introduced a number 

of measures in order to promote its domestic industrial 
structure adjustments, speed up mergers, acquisitions and 
restructuring of enterprises. These measures have promoted 
the development of buyout funds in various aspects. Judging 
from the frequency and types of policies that were enacted, it 
can be said that mergers, acquisition and restructuring have 
already become a strategic initiative for “structure adjustment 
and growth maintenance “of strategic measures for economic 
development. Such policies include all-round system 
architecture by the States Council and policy arrangements on 
property rights of stated-owned enterprises and financial 
instruments, especially breakthrough system arrangements 
based the contexts and concepts of mergers acquisitions and 
financing. However, polices for transferring rights of control 
and loans for mergers and acquisitions is hardly implemented 
in reality because rich financing companies and convenient 
financing channels are important foundations for mergers, 
acquisitions and restructuring. However, the fact that China’s 
narrow channels for financing, which mainly relies on private 
capital and bank loans, greatly restricts not only the vitality but 
also the massive implementation of mergers, acquisitions and 
restructuring activities on a large-scale basis because it only 
gets to be enjoyed by large enterprises and publicly-owned 
companies. This prevailing condition poses limits on the 
substantial benefits of merging, acquisitions and re-structuring 
of the emerging transition of small-and medium-sized 
enterprise from being low-efficient traditional industries.   

Based from the current international perspective and 
practices, buyout funds has already evolved from a purely high 
financially-leveraged profit-making speculative activity into a 
research-oriented and highly-analytical, data-driven industry. 
In-depth analysis of targeted companies are being undertaken 
such as evaluating business decisions related to selling of 
shares, going public or reselling after integration, re-
structuring of operations of acquired companies had been 
done. Being said so, the structure of operations of buyout 
funds is very much in line with the prevailing national policies 
on mergers, acquisitions and re-structuring, while at the same 
time, buyout funds carries a certain breakthrough function in 
resolving the bottlenecks or hindrances of mergers, 
acquisitions and re-structuring, noting that these are actually 
surplus social funds and institution investors’ funds. More so, 
the purpose of buyout funds is to make profit from capital 
markets after upgrading the value of targeted or acquired 
companies, thus manifesting a higher and important role on the 
vitality and profitability of buyout markets enterprises. Thus it 
can be concluded that buyout fund development plays an 
important role in mergers, acquisitions and restructuring.  

III. HISTORY, DEVELOPMENT AND REFERENCE VALUE OF 
BUYOUT FUNDS 

The history of buyout funds dates back in 1955 upon the 
purchase by Malcolm McLean's McLean Industries, Inc. of 
Pan-Atlantic Steamship Company in January 1955 and 
Waterman Steamship Corporation in May 1955. Here, $42 
million was borrowed and an additional $7 million was raised 
through an issue of preferred stock. When the deal closed, $20 
million of Waterman cash and assets were used to retire $20 
million of the loan debt. The newly elected board of Waterman 
then voted to pay an immediate dividend of $25 million to 
McLean Industries.  

The most significant icon in the history of buyout funds is 
KKR or KKR & Co. L.P. (formerly known as Kohlberg Kravis 
Roberts & Co.) an American multinational private equity firm, 
specializing in leveraged buyouts, headquartered in New York. 
In 1978, KKR was successful in raising its first institutional 
fund with approximately $30 million of investor commitments. 
The firm signed a precedent-setting deal to buy the publicly 
traded Houdaille Industries, which made industrial pipes, for 
$380 million. It was by far the largest take-private at the time. 

Big enterprise group expound its scale and diversify its 
industry through continued buyout based on the theory that 
some industries can compensate the loss of others in times of 
economic recessions. In bull markets, large companies buy 
other enterprises via continued issuing of new shares, 
upgrading its profit by digital money games resulting into 
attracting other investors. However, the oil crisis in 1973 has 
changed everything. When market interest rate rises and 
economy stagnates, digital money games work no more. Also, 
irrelevant assets business starts to pose great challenges to 
managers and giant company has to begin selling its 
subsidiaries which are in trouble gathering all of its strength 
from their core business. The change in this business trend has 
brought buyout fund such as KKR some opportunity for 
development.  

KKR has successfully promoted companies such as Morgan 
Stanley, Merrill Lynch and Goldman Sachs into the mergers 
and acquisitions field. Private equity capital in buyout fund is 
not more than 15%, and the rest is from bank loans and 
mezzanine financing, which in turn results in acquiring the rest 
of the financing capacity from banks and insurance companies. 
During the period of economic recovery and in the end of the 
oil crisis in 1982, funds rate decreased substantially. By then, 
the US capital market created high-yielding financial 
instrument called junk bonds which established smooth 
channels for investors. It provided buy-out fund financing with 
preference on high-risked yet high-yielding investment 
schemes. Hence, the mergers and acquisitions market is again 
changed, considering that the famous Reynolds-Nabisco 
mergers and acquisitions in the history of buyout fund 
occurred during this time. KKR achieved its buyout by means 
of a highly-financed junk bond. Until now, the buyout fund 
industry made a quite stir and surged into this. 
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Buyout fund had made a considerable development before 
1989, which in turn laid a solid foundation for heavyweight 
companies. The well-known Blankstone Capital Partners was 
set up and gradually developed in this stage. Another 
important event is the emergence of bridge loan at that time. 
As another financial instrument, bridge loan plays a 
supplementary role as compared to junk bond. It has to be 
noted that the bond issuing procedures are a complex process 
which takes several months, creating a loss of opportunity to a 
volatile capital market. Some banks started to provide short-
term loans to facilitate investment transactions faster and repay 
the loan by issuing bonds. Thus, bridge loan played a very 
important role at the time in the timely facilitation of loans for 
investments.  On its downside, if the bond market starts to 
degenerates, repayment of bridge loan cannot be ensured. 
Once expired, the lending rate increases substantially making 
it unaffordable on the side of the borrowers. 

However in 1989, a great number of bonds were sold off 
resulting to a substantial increase in interest rates affecting a 
risk breakout on bridge loans that caused a crisis in the buyout 
market. This scenario almost made Reynolds-Nabisco go 
bankrupt wherein KKR decided to inject a great amount of 
money into it which concluded into a massive loss of .07 
Billion USD making it a historically crazy buyout decision on 
the history of KKR.  

In 1993, the credit market started to recover and so buyout 
funds can no longer get into merging and acquiring with its 
small amount of private equity capital. The share of private 
capital went up to 30% in buyout transactions. At this point, 
buyout fund began to attach great importance to the details of 
operations of their targeted companies and tried its best to 
create profit by improving its operations caused by their 
inabilities to profit from high-leveraged financing. Since then, 
buyout fund companies started to consider value creation on an 
over-all perspective to finally make or create enormous profit 
or earning from an acquired company. In 2003, the US 
economy lifted up in some ways and booming capital market 
aggregated a large amount of wealth for buyout fund industry. 
The trend did not end until the outbreak of the financial crisis. 
The trend did not end until the outbreak of the financial crisis. 

Based from the historical timeline of the US buyout fund 
history, the progress of buyout fund is not only closely related 
to the constant change of economic landscape in the US, but 
also to its free and prosperous capital market. The overall 
economic landscape created opportunity for developing buyout 
fund, and the development of which is enabled by financial 
innovation and rich channels of capital circulation under free 
capital market environment.  

IV. HOW TO DEVELOP OF CHINA’S BUYOUT FUNDS  
In light of China’s current economic status and landscape, 

many of its industries has already showed overcapacity, and 
there is a substantial demand for improving the viability and 
competitiveness of the business community by means of 

mergers, acquisition and integration which in turn benefits the 
development of buyout funds.  

Based from the overall buyout environment, a truly unified 
market has yet to be formed in China, from where there are 
still obstacles such as different local tax sources, local 
protectionism that hinders its progression. Trans-regional 
mergers and acquisitions, especially those with controlling 
stake obtained are still faced with great challenges. 

Looking from the operating level of buyout funds, the 
financing channels of China is still relatively narrow and the 
financing instrument options still limited. As stipulated in 
Guidance on Risk Management of Annexation Loan of 
Commercial Banks, when granting buyout loans, “the share of 
buyout loans in buyout fund sources should not exceed 50%, 
with a maximum term of buyout loans being five years in 
general.”In domestic bond market, both issuing and approval 
of corporate bond is strict. Therefore, the development of 
buyout fund in China relies more on its own fundraising, which 
in turn not only restricts its scale of investment but also 
influences its yield rate. Furthermore, exit channels of buyout 
fund are not smooth. In international market, buyout fund can 
exit either by going public or transferring stock equity of 
enterprise merged and acquired after the integration of buyout 
targets.   In domestic market, there are multilayer approval 
procedures for enterprise going public. What’s more, the true 
powerful large companies in China are mostly stated-owned 
enterprises, coupled with insufficient market competition. All 
of these restrict the exit of purchased enterprises by buyout 
fund via stock equity transfer. Moreover, the integrated 
management ability of buyout fund in China is still weak. In 
comparison, the buyout fund management team in Europe and 
the US are composed of senior professional managers and 
well-experienced business founders who are experts and 
capable of integrating and restructuring the enterprises that 
were purchased thus, improve their operating status. Domestic 
buyout fund in China has still a very short history of 
evidenced-based practices, and the management team of 
buyout fund still lacks rich business management experience 
related to the efficient investment and management of buy out 
funds or investments.. Also, the existing teams are still in short 
of value-creation abilities which in turn, restrict the potential 
for upgrading the acquired companies market profitability and 
value.  

Considering those factors and by comparing the history and 
characteristics of the US buyout funds, it is clear that China’s 
economic landscape has created the substantial demands for 
and provided opportunity for developing its buyout fund. 
However, there is still a great difference in both China’s 
operating environment and dependent capital market compared 
with those of the US. In light of the current situation of China, 
the establishment and completion of a free and rich capital 
market that benefits equally all of its stakeholders will never 
be solved in a short-term period.  
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In order to seize opportunity of economic landscape, we 
believe that the following approaches can be employed for 
developing buyout fund.  

1. The management team of buyout funds must be 
composed of senior corporate executives with 
extensive management experience in several 
industries. 

2. The buy out funds must only be concentrated in the 
acquisition of similar industries managed by the 
senior corporate executives. 

3. Only one enterprise will be selected in a particular 
industry, does not require large scale operation but 
operates well. 

4. Capital must be injected into the enterprise and both 
parties should lay out the plan for future 
organizational goals. 

5. The buyout fund must consists of private funds, bank 
loans and mergers and acquisitions agreements should 
regard the enterprise as the main body. Cash flows 
must be used for bank repayments of loans and 
purchase of other new enterprises. 

6. When the acquired enterprise has become stable and 
profitable enough, buyout funds should transfer part 
of its stock equity or restore the status of controlling 
stake of the enterprise by buying a portion of the 
stock equity before the enterprise go public. 

V. CASE ANALYSIS 
Zhongbo Beiyuan Fund is an equity investment foundation 

that centers its interest on oil energy and other related 
industries. The management team is composed of senior 
financial investors and oil and mineral industry senior 
executives. Also, the top management has a quite profound 
understanding of China’s private oil sector and maintains 
strong business relationships in the said sector.  

The fund is mainly invested in private oil field and related 
industries. It has explored a potential company referred to here 
as Company A in the oil equipment domain by internet 
resources in the field. The company A is mainly engaged in 
subfield of a certain oil logging equipment and has obtained 
many patents. The technical team of the company who are also 
an integral part of the shareholders and management team 
wants to go on a large-scale mode of productivity for the 
company. However, it cannot do so because of tight capital 
turnover. 

After some in-depth research, Zhongbo Beiyuan Fund 
believes that the size of the market targeted by Company A is 
relative small, so do its development scale. Though the 
company has a good expansion in its technical equipment, and 
is able to expand to other related industries considering too 
that the industrial chain of the company depends heavily on 
such technologies. The company can expand downward so as 
to improve economic benefits. Besides, the downstream 
industrial chain serves oil field directly, and the registered site 
of the company is adjacent to some large oil field, hence 

avoiding local protectionism. Moreover, technologies of the 
company are up to the standards of the similar industries 
abroad, but the price for same products is only 1/3 that of the 
same kind abroad.  

Zhongbo Beiyuan Fund decided to invest to Company A 
and with an agreement to the shareholders of the said company 
that Zhongbo Beiyuan relinquish their control in exchange of 
better long-term goals and gains for both parties. The funds 
helped Company A on its expansion overseas along with loans 
obtained from mortgaging its assets. It was able to purchase 
downstream oil services of a certain company referred to as 
Company B. All these moves promoted the services and 
products of Company A in the oil-consuming industry 
providing better economic returns and benefits. It created 
sufficient cash flow for loan settlements and enough profit by 
dividend sharing from the funds.  

Company A was able then to transform its technology 
according to the trends and demands of the existing market 
creating a profitable expansion move. Such gains motivated 
the company to target the acquisition move for Company C. 
Note here that the ultimate goal of Zhongbo Beiyuan Fund was 
to build-up Company A as a leading enterprise that 
manufactures logging equipment before the company makes 
the move of going public. Also, despite the long-term 
investment period of the funds, profits can also be obtained by 
drawing extra dividends from the company during the entire 
investment period.  

VI. CONCLUSION 
Given the current economic landscapes of China, a move 

towards mergers, acquisitions and re-structuring would be the 
things that can deal with overcapacity, industrial structure 
upgrades and entrepreneurial competitiveness promotion. In 
relation to this, government departments in all levels have also 
regarded mergers, acquisitions and re-structuring as 
springboards of development strategies along with supportive 
policies that needs to be put forward and into action and 
implementation. However, mergers, acquisitions and re-
structuring of enterprises face many challenges due to an 
incomplete economic development structure that focuses on it. 
One of this is the development of buyout funds that can 
promote, adhere and deliver the positive benefits of such 
endeavors. Because considering the experiences of developed 
countries, buyout funds can serve as an important driver to 
mergers, acquisitions and re-structuring of various business 
communities that poses great potentials to the economic 
progress of China. 

Compared with the history of development of buyout funds 
in developed countries, China’s current economic trend and 
scenario provides great windows of opportunities for 
developing buyout funds, yet is faced with various scenarios 
that can restrict its progress. How to seize the opportunity 
while dealing with and overcoming resistance is a fresh and 
new subject worth studying. What we provided in this paper is 
are ideas and hypothetical assumptions that needs testing 
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through concrete practice and application. With the on-going 
development of China’s economy, the equity investment 
industry gets to have a bigger room for profitable opportunities 
in the future, with buy out fund at its pioneering springboard 
that will surely manifest its workability. 

REFERENCES   
[1] King of Capital, translated by Shusong Ba, Jian Chen, etc. (China 

Renmin University Press, 2011). 
[2] Financing and Operation of Private Equity Fund: Legal Affairs and 

Cases, by Jing Zou. (Law Press·China, 2009) 
[3] The Masters of Private Equity and Venture Capital, translated by Sihai 

Fang, Le Ma and Shi Guo. (China Machine Press, 2011) 
[4] Private Equity------Financing Instrument and Form of Investment, 

translated by Qiaoping Lv. (CITIC Press Corporation, 2010) 
 

 
Dr. Sun Xia, B.E of Northeast Petroleum University, MBA & DBA of 

Nanyang Technological University (NTU), Singapore, as well as Post-
doctorate of UQAM, is of superior attainments and has made exceptional 
achievements in terms of both industries and literature. As one of the 
members of China Writers Association, Ms Sun Xia once was a professional 
contract writer and her ten published pieces of works including novels, 
poems, proses and so forth have brought her Hebei Provincial Government 
Awards, the top prize of CNPC Cultural Contest, China Ironman Literature 
Prize, etc. Management Codes to Dream of the Red Chamber, a piece of her 
work on management, has been put on BTV and favorably reviewed home 
and abroad. The chairman of Jilin Writers Association once wrote a 300-
thousand-word biography of Ms Sun Xia, State of Mind, to depict what a 
complete harmony between an entrepreneur and writer is like. In virtue of 
outstanding contributions to private oilfield development, literature and 
charities, Ms Sun Xia has honorably been awarded the Torchbearer of Beijing 
2008 Olympic Games and China Green Economic Women of the Year 2011. 
Also, as an entrepreneur coming from a petroleum engineer, she, in 
Argentina, operates an oilfield already successfully listed in Hongkong and 
paid a return visit to China, being one of the members of the 100-entrepreneur 
delegation accompanying the President of the Argentine Nation. 
 
 
 
 
 
 

 
 
 
 

International Journal of Humanities and Applied Sciences (IJHAS) Vol. 2, No. 4, 2013 ISSN 2277 – 4386

118




