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Good morning.
The topic I wish to share with you today is relatively broad, and it can be divided into two sections. 

Overseas audience may be more interested in the first section, which is on the concept of mainland enterprises adopting a “Going Global” approach; the state policy supporting it and the relevant domestic laws implementing this state policy. The idea itself was propounded in the 1990s when our Country’s leaders proposed the strategic objective of “Inviting in (meaning inviting in investments) and Going out (meaning going out to the world)”. In 2004, the Ministry of Commerce introduced two regulations; in 2009 the same Ministry published the “Management Measures for Overseas Investment” setting out the “certificate” approval system. More than ten years have passed, what have been the structural changes that have affected the “Going Global” strategy, a state policy which had placed its emphasis on “expanding domestic economic development” and “promoting export of goods and labour”? What obstacles the central enterprises, state enterprises, and domestic enterprises are facing today when moving from the traditional green-field investment to transnational mergers and acquisitions (“M&A”)?
On strategies, mainland enterprises are beginning to recognize the significance of the ‘value chain’ concept. On tactics, how did CNOOC, CHALCO, SAIC, Lenovo, and Huawei and others adjust their actions in international investment and M&A? As all these are fascinating topics but time is limited, I therefore have given you a supplementary note instead. Today we will focus on the second section – the legal issues mainland enterprises may encounter in international investment and M&A. Let me begin with foreign company law.
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1. Company Law

Company law varies by country or region. This is why one must be familiar with the company law of the host country in the process of foreign investment and M&A. In most cases, the target company is a limited company; but occasionally an unlimited company. Under common law, there is a type of business called partnership. Investing in a business with unlimited liability could be extremely risky as it means putting all your personal assets into a business.
Limited companies are bound by certain restrictions, too. For example, shares in private companies in Hong Kong cannot be transferred at liberty, nor can such companies issue bearer shares. In the past, companies incorporated in Western Samoa might issue bearer shares, but it is no longer the case. Theoretically BVI companies, which are popular among mainland and Hong Kong people, may still issue bearer shares given that the company shall provide the custodian with the particulars of the holders of the shares.

Another example is that section 47A of the Hong Kong Companies Ordinance prohibits the target company from providing financial assistance directly or indirectly for acquiring the target company’s shares. It is against the law to settle the equity transfer using the target company’s assets as collaterals.
Recently, many listed companies in Hong Kong have become investment and M&A targets of mainland enterprises. These activities are known as “buying the listing shell”. Apart from company law, the Listing Rules of the HK Stock Exchange and the Codes on Takeovers and Mergers and Shares Repurchases of the Securities and Futures Commission (“SFC”) also regulate the M&A procedures. Two of our M&A projects in progress are quite typical:

Example One:

A mainland enterprise attempts to acquire approximately 70% of the entire equity interest of a healthy listed company in Hong Kong from its controlling shareholder, followed by making a general offer to the other shareholders. What the mainland enterprise may really be interested in is the “shell” of the company, into which mainland assets are supposed to be injected. According to the Hong Kong Codes of Takeovers and Mergers, if the offeror makes an arrangement with the controlling shareholder for the latter to purchase the unwanted assets of the offeree company, such an “arrangement” may constitute a “special deal”. Such a “special deal” shall be conditional upon that the independent financial adviser of the listed company concerned declares, upon assessment, the terms of the “special deal” fair and reasonable, and the approval of the independent shareholders by vote.
The parties adopted an alternative arrangement after consulting its lawyers and financial advisers. The listed company sets up a new subsidiary – the “special purpose company” and transfers all assets unwanted by the mainland enterprise to this new company. The equity interest of the special purpose company will be distributed to all the shareholders of the listed company in specie. After completion of the acquisition, the controlling shareholder will offer to purchase all equity interest in the “special purpose” company from the remaining shareholders of the special purpose company by way of a private offer.
Example Two:
A mainland enterprise intends to acquire certain assets and the listing status (i.e. the “shell”) of a suspended listed company without making a general offer. Moreover, it is the provisional liquidators, instead of the shareholders of the company, who have agreed to the transfer. An important condition of the acquisition is that the listed company must effect a capital reorganization according to the Companies Ordinance, which consists of capital reduction, capital cancellation, capital consolidation and capital increase. Once the capital has been increased, the company will issue a large quantity of subscription shares to the mainland enterprise. At the same time, the company will apply for a whitewash waiver from the Executive of the SFC as approved by the independent shareholders, followed by application to the HK Stock Exchange for resumption of trading. The second important condition of the acquisition is that the majority creditors must agree to reduce the debt and pass the scheme of arrangement at the meeting convened by court according to section 166 of the Companies Ordinance.
All of the above actions are not easy to carry out as they require the consent of the HK Stock Exchange, SFC, independent shareholders of the company, the courts, and even the great majority of creditors.

Mainland enterprises are also interested in investing in private companies. Have you heard of the term “poison pill defence”? A company issues a special right to its existing shareholders, which allows them to convert this right into a large number of shares when a hostile bidder emerges, deterring the takeover action.
Have you heard of the term “golden share”? A company’s articles of association places a special right in a share which is owned by a minority shareholder and which allows him to veto the decision of the majority shareholders in critical circumstances.
2. Investment Law

Mainland investors must pay attention to the local investment laws while investing in or acquiring foreign companies. People on the Mainland should be familiar with investment law restrictions as the People’s Republic of China (“PRC”) has promulgated the “Industrial Catalogue and Guildlines for Foreign Investment”, which is divided into three categories -- “encouraged”, “restricted” and “prohibited”. There are similar regulations overseas. For example, Minmetals encountered the Canada Investment Act in its acquisition of Noranda. The US has enforced the Exon – Florio Amendment 20 years ago, deterring the M&A of US enterprises which would endanger the security of the state. Where the M&A involves sectors and industries sensitive to state interest, such M&A may be prohibited without court’s intervention. As such, when a merger, acquisition or joint venture is of a substantial scale, a company may need to notify the US Federal Trade Commission and the Department of Justice prior to any action. This is the type of problem Huawei has to overcome in its acquisition of Motorola in 2010. Similarly, EU’s disapproval of the indirect acquisition of Burg Industries by CIMC was caused by a fear that the M&A might lead to a possible monopoly.
On 17 June 2010, the European Union (“EU”) antitrust regulator approved a proposed joint venture by Air China Limited and Cathay Pacific Airways Limited in the air cargo sector. The Merger Regulation of the EU gives the EU Commission jurisdiction to examine transactions by parties incorporated or headquatered outside the EU, provided that the sales revenues of the parties in the EU exceed certain thresholds. Thus, although Air China, Cathay Pracific and the joint venture are all located in the PRC, as the sales revenue thresholds were exceeded notification to the EU Commission became necessary.
3. Labor Law

Since the outbreak of the Foxconn and Honda labor dispute, mainlanders have become more familiar with labor law. In fact, labor dispute was one of the major obstacles in SAIC’s unsuccessful acquisition of Ssangyong.

During the course of M&A, investors must pay attention to whether the majority of the employees are bound by long-term service contracts. It would be dreadful to discover that most of the employees have resigned after successfully taking control of the company.
Other considerations include whether long service payment and mandatory provident fund are settled. Mainlanders should be familiar with similar concerns about whether social security fund is settled.
4. Property law and environmental protection law are major issues of M&A. It is necessary to engage lawyers to carry out due diligence at preliminary stage.

There will be separate discussions on intellectual property law, civil proceedings, arbitration, and mediation.
5. Product Liability Law and Class Action

In US some of the lawsuits in the recent class action against Taishan Gypsum Co. Ltd. may be quite abusive. It is reported that there are currently 16 Chinese listed companies facing class actions in the US. The UK has what is called group litigation and some of the Australian states have class proceedings as well. Hong Kong does not have its own system of collective litigation, but a consultation paper has been issued, recommending that court’s leave should be required for any collective legal action.

It is noteworthy that mainland enterprises have now learned to make use of local lawyers to put forward helpful defences when encountering abusive lawsuits overseas. For example, in respect of the antitrust charges in the Vitamin C Case, Huayuan Pharmaceutical Group requested the Ministry of Commerce to provide supportive opinion and appear as “friends of court” (amicus curiae) to defend on the principles of “sovereign act” and/or “comity of nations”; or to argue against false information in the charges as in the Magnesite case.   

6. Disclosure letter

International investment and M&A usually requires the signing of contracts, with the seller making representations, undertakings and warranties on a number of issues. The seller will often provide supplement, descriptions and remarks on the representations, undertakings and warranties by way of a disclosure letter. Ambiguous wording in the disclosure letter might place the investor in a significant disadvantage. For example, the seller guarantees good title over property, on the other hand the disclosure letter indicates that the seller had noticed some encumbrances to title when it made the purchase.

7. Fraudulent transfer of business
This legal concept only exists in some jurisdictions. In the acquisition of a business, if the transfer has not been published in the Gazette or newspapers before completion in order to notify creditors and allow them to take recourse actions within a certain time limit, the buyer (transferee) may have to bear the debt obligations of the seller (transferor). In general, transfer of assets will not amount to business transfer. However, there are court decisions that if the assets sold represent the entirety of the business of the transferor, it could constitute a business transfer.  
8. Unfair Preference


This is a legal principle in common law jurisdictions such as the US and UK. For example, you were a creditor of a Hong Kong company. The company was unable to repay its debt but it transferred certain assets of the company to you as a form of compensation. The company wound up within six months. The Hong Kong court may invalidate the transfer, because it was an unfair preference in view of other creditors.
9. Fraudulent Conveyance


If it is proved that the company intended to cause damage to other creditors when transferring assets to you, even though you were not a creditor of the company, the creditor who has suffered the prejudice may require the court to declare the transaction voidable. This principle is generally adopted in common law jurisdictions.

10. Voidable transaction


When a company has entered the procedure of winding up, all assets and business transferred without consent of the courts is voidable. As such, due diligence carried out by lawyers is indispensable. Similarly, this principle is employed in common law jurisdictions.

What we have just discussed above are not criminal fraud, however, one should beware of these issues in business and asset acquisition to avoid loss.

11. 
Common Law conspiracy to defraud


In September 2008, the Hong Kong District Court held guilty and imprisoned two bankers (financial consultants), three lawyers in charge of M&A, and the CFO of the company concerned for conspiracy to defraud the HK Stock Exchange and shareholders of a listed company in the acquisition of imGO (renamed as Shanghai Land Holding). One of the charges referred to a statement in the company’s acquisition announcement which reads “no specific plan to inject assets”. The defendants explained that the statement means “no plan to inject specific assets”. The court disagreed and held the defendants guilty of conspiracy to defraud. The Court of Appeal maintained the same legal position. It is not known whether the case will be placed before the Court of Final Appeal.
It may suffice as long as prosecution can prove that the defendants have participated together and they understood that the act of dishonesty could lead to a risk of economic loss. There is no need to prove actual loss to the shareholders.

Conspiracy to defraud is not an unusual criminal offence in common law jurisdictions.
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1. The Information Disclosure in Securities Law and Listing Rules

There are civil and criminal obligations concerning public information disclosure. For example, class actions were brought in the US against China Life Insurance, because it did not disclose certain information in a timely manner between 2004 and 2008; though China Life Insurance won the lawsuit in the end.

Every region has its own definition and criteria for transactions. For example under the Hong Kong listing rules, there are different disclosure obligations and requirements for “very substantial acquisition”, ”very substantial disposal”, “major transaction”, “disclosable transaction”, and “connected transaction” etc.
What are the general rules of M&A in different countries? What is the view of the Hong Kong Securities and Futures Commission on “control”, “acting in concert”; and when to use “offer document” and “mandatory offer”? There will be separate discussions on these topics.
2. The Risk of Reverse Takeover
Converting domestic enterprises into foreign enterprises or Sino-foreign joint ventures, then the part controlled by foreign ownership is invested into OTCBB (Over the Counter Bulletin Board) shell companies. The so-called listing may result in huge expenses but the shell is unable to raise capital; it is only a possible listing status in name.

In November 2005, the State Administration of Foreign Exchange published decree No.75 (Notice on Issues Concerning Foreign Exchange Administration of Financing and Round-tripped Investment by Domestic Residents through Offshore Special Purpose Vehicles) and the restrictive effect on reverse takeover after the Ministry of Commerce has released decree No.10 (Regulations on Merger and Acquisition of Domestic Enterprises by Foreign Investors) on 8 September 2006.
In 2009, the Ministry of Commerce issued the “Measures for Overseas Investment Management” which provides a clear definition for “special purpose company”. Private enterprises interested in foreign investment must beware that some mature markets are very familiar and sensitive with these kinds of legislations.

Hong Kong Listing Rules on “reverse takeover”: If within 24 months of the offeror gaining control (30%) of the listed company, the assets acquired by the listed company had belonged to the offeror and they were more than 100% in value of the total assets of the listed company, that may constitute a reverse takeover. The listed company’s listed share may be suspended from trading and the listed company will have to re-apply for listing. Though mainland enterprises may successfully acquire the “shells” of listed companies, they are subject to Listing Rules on reverse takeover, which is a risk mainland investors should assess.  We could further discuss on this topic in the future.
3. Shareholders’ Agreement
If private enterprises are unable to become a majority shareholder in M&A, how can they fully utilize the techniques of shareholders’ agreement to protect themselves?
For example: should the consent of majority shareholders be required for important decisions; how to implement anti-dilution provisions - if the majority shareholders want to increase capital or share capital, how can an existing shareholder obtain the same proportion of equity interest without putting up additional share capital?
What are tag-along & drag-along rights? Tag-along right – when a majority shareholder sells his shares, a minority shareholder is allowed to tag-along and sell his shares on the same terms; Drag-along rights – when a majority shareholder sells his shares, he can drag-along the minority shareholders to sell their shares, turning the new investor who wants to acquire the company into a single largest shareholder.
All these require a well-drafted M&A agreement, and have to be clearly defined during the contract stage.

4. 
Convertible Bonds
When a mainland enterprise is uncertain about acquiring an overseas target company, it can consider making a loan investment after obtaining suitable pledge as security; during the loan periods, it is entitled to interest payments and conversion rights. If it chooses not to exercise the conversion rights, it can recover the loan after repayment is due.
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While, as we can see, state enterprises and central enterprises are using different strategies and tactics to achieve Going Global investments or Going Global M&As, private enterprises could certainly consider approaching international investment and M&As with the benefits of various legal devices, such as by taking advantage of Hong Kong as their platform and the engagement of Hong Kong lawyers to draft contracts and shareholders’ agreements as well as to carry out due diligence and information disclosure.

Thank you! 
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