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1 Types of private equity transactions
What different types of private equity transactions occur in your
jurisdiction?

In practice, there are various types of private equity transactions
occurring in China, such as leveraged buyouts, venture capital, mez-
zanine capital and growth capital transactions, angel investments,
and private investment in public equity (commonly referred to as
PIPE).

In China, there is also a special type of fund that could be called a
form of private equity fund - the Industry Investment Fund (the IIF).
IIFs are similar to most private equity funds in the sense that they can
only purchase shares in non-listed companies. IFFs are the only form
of private equity funds that are directly referenced in Chinese legisla-
tion. There is currently no legislation that refers specifically to either
private equity funds or transactions in general or to other individual
types of private equity funds or transactions. However, the People’s
Republic of China (PRC) central government has drafted a regulation
on the administration of private equity funds that is expected to come
into force in 2009.

IIFs are usually funded by certain ‘institutional investors’ who are
state-owned or state-controlled enterprises. For example, the Bohai
Industry Investment Fund is jointly sponsored by the National Social
Security Fund, the China Development Bank, the Postal Savings Bank
of China and five other state-owned enterprises. IIFs can also be
funded by large Chinese commercial banks, and private insurance
and security companies.

While leveraged buyout funds may play an important role in
the global private equity transactions market, they do not currently
play a major role in China, as the majority shareholders of Chinese
enterprises, whether state or privately owned, are generally reluctant
to give up their position as majority shareholders.

2 Corporate governance rules
What are the implications of corporate governance rules for private
equity transactions? Are there any advantages to going private in
leveraged buyout or similar transactions? What are the effects of
corporate governance rules on companies that, following a private
equity transaction, remain or become public companies?

In China, many private equity transactions are not conducted with
the view of the investing company exiting through the use of an IPO.
This is due to the strict corporate governance rules on public com-
panies in general and in particular the conducting of an initial public
offering (an IPO). Further to this, all IPO activity has been temporar-
ily suspended in China as of September 2008.

Private equity transactions are commonly conducted through for-
eign companies in order to escape the scrutiny of the Chinese authori-
ties, even though there were specific reporting regulations issued in
2006 by the Chinese authorities relating to foreign companies that
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are set up in order to purchase the equity of the target Chinese com-
panies. These companies are commonly referred to as special purpose
vehicles (SPVs). The stipulations regarding share swaps in these regu-
lations made SPVs (and other foreign companies) become subject to
Chinese merger and acquisition regulations — previously, these laws
were able to be avoided.

The central government also periodically issues a Chinese-
language ‘Guidance on Foreign Investment’ (most recently in 2007).
This guideline is in reality a set of legally binding rules which classi-
fies industries into three different categories which indicate a foreign
company’s (including an SPV’s) ability to invest in it: the restricted,
the encouraged and the prohibited.

Often private equity transactions are conducted with the view
to eventually making private the listed company in question. This is
because, again, once a company is no longer public it no longer has
to deal with the onerous obligations imposed on it, especially the
obligations in relation to disclosure.

3 Issues facing public company boards
What are the issues facing boards of directors of public companies
considering entering into a going-private or private equity transaction?
What is the role of a special committee in such a transaction
where management members of the board are participating in the
transaction?

In China, as in most parts of the world, the board of directors of
a public company is the key part of the company’s management.
According to the Chinese-language Rules of Corporate Governance
of Public Companies, the board of directors will establish, accord-
ing to the resolutions made at the shareholders’ meetings, special
committees such as a strategy committee, an auditing committee, a
nomination committee and remuneration and assessing committee,
among others. These committees will consist only of directors, and
every special committee has its own functions and responsibilities.
The strategy committee shall, for instance, carry out research on
the long-term strategies, including major investment decisions that
the company should take, and will submit proposals on their find-
ings to the company. Every member shall fulfil its fiduciary duties as
prescribed in the Chinese Company Law or other related laws and
regulations.

The Chinese company law places restrictions on a board of direc-
tors’ ratification of ‘vested-interest’ transactions. Directors (or the
board of directors as a whole) who have personal interests in the
transaction cannot ratify on such transactions, nor can they represent
other directors (in relation to the other directors’ voting rights) on
such transactions.

With regard to the acquiring of a public company in China,
an independent qualified accountant must be hired according to
Chinese regulations on the acquisition of a public company as such
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transactions are closely related to the shareholders of the target com-
pany’s interests and the board of directors of the target company
might damage the interests of the shareholders for their own per-
sonal benefit, which is discussed further in question 7. The China
Securities Regulatory Commission and the Ministry of Commerce
must give their initial approval to the acquisition and furthermore
are able to closely supervise the acquisition process.

Going private, of course, brings major changes to a company.
In China, being public does not only bring financial power from the
public stock market, it is also a symbol of a company’s reputation
and strength, especially when viewed in light of the lengthy and selec-
tive process that Chinese companies need to complete to go public in
the first place. Thus, until now, most of public companies in China
have been reluctant to go private, but this trend may rapidly change
in 2009, with the global financial crisis hitting China.

4 Disclosure issues
Are there heightened disclosure issues in connection with going-
private transactions or other private equity transactions?

The Chinese-language Regulation on Mergers and Acquisition
of a Public Company, issued by the China Securities Regulatory
Commission and effective as of 1 September 2006, heightened the
disclosure requirements regarding mergers and acquisitions of public
companies. In China, disclosure requirements differ depending on
the ratio of shares being purchased in the target company.

If the investor or other individuals or companies acting in concert
obtain between 5 per cent and 20 per cent (inclusive) of total shares
issued by the target company, through a stock exchange purchase
or share transfer, the acquiring parties only need to submit a share
change report to both the China Securities Regulatory Commission
and the relevant Chinese stock exchange (there are two in China,
the Shanghai Stock Exchange and the Shenzhen Stock Exchange)
within three days upon transfer of the shares. The report must also
be published in the relevant stock exchange’s bulletin. This report
must include the name and domicile of each acquiring party (ie, the
investor), the purpose of the acquisition, the investor’s intention in
relation to its newly-purchased shares for the coming 12 months, and
the name, types, volume and ratio of the newly-purchased shares of
the target company (public company), as well as the date and method
of obtainment.

If the acquired share ratio is between 20 per cent and 30 per
cent (inclusive) of the total shares issued by the target company, a
more detailed share changes report must be submitted by the acquir-
ing party. Besides the information mentioned above, the report must
include details on the share structure of the acquiring company, the
price of the purchased shares, the amount of the required capital of
the acquiring party that was used in the transaction, and a list of
the transactions between the acquiring party and the target public
company in the past 24 months. The report should also state whether
this is a vested-interest transaction. If the acquiring party obtains
more than 30 per cent of shares of the target company through a
stock exchange purchase, it is legally required to make a tender offer
to the target company if it still wishes to increase its shareholdings in
the target public company.

In the event that after such transactions, the equity structure of
the target company does not fulfil the relevant requirements on pub-
lic companies, the stock exchange will issue a caution to the public
regarding the stock transactions of the target public company, which
is also called the ‘Exit Stock Market Caution’. This caution is to
remind the public that the listed company may go private due to
either a private equity transaction or through failure to fulfil the
relevant official requirements.
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5 Timing considerations
What are the timing considerations for a going-private or other private
equity transaction?

Actual time considerations vary from case to case; under Chinese
laws and regulations, the following rules apply where the acquiring
party acquires over 30 per cent of the share ratio.

e Article 37 of the Chinese-language ‘Regulation on Acquiring
Public Companies’ stipulates that the period stated in the tender
offer given by the acquiring party or parties shall be between 30
and 60 days (inclusive), unless there are other competitive tender
offers whereby the timing limits do not apply.

e If there is any substantial change to the fundamental terms of
the tender offer, the acquiring company is required to submit a
written report regarding the amendments within two days upon
the occurrence of change to the China Securities Regulatory
Commission, and the report shall also be copied to the bulletin
of the relevant stock exchange.

e In the event that the acquirer is foreign-based, the Chinese tar-
get company or the acquirer shall submit certain documenta-
tion to the Ministry of Commerce in relation to the proposed
offer, which shall issue its preliminary approval within 30 days
upon their receipt of the above documents. The Ministry of
Commerce’s official approval is usually valid for 180 days.

¢ The acquirer must open a specific foreign currency bank account
within 15 days upon its receipt of the Ministry of Commerce’s
approval, and the money to be used for the acquisition shall be
remitted into the bank account according to the foreign exchange
administration laws and regulations of the PRC.

®  Once the tender offer is accepted, the acquirer shall start its stra-
tegic acquisition within 15 days upon the completion of the set-
tlement of the foreign currency and, in general, the acquisition
process shall be completed within the 180-day validity period of
the official approval mentioned above.

The following rules apply once any foreign company has purchased

shares in a Chinese public company:

¢ the target company shall obtain a new certificate of approval in
relation to its amended status as a foreign-invested enterprise,
as issued by the relevant bureau of commerce at different levels
within 10 days upon the completion of the acquisition;

® where the target company has become private, it shall file for
the amendment of type of company (from a public company
into a non public company) with the relevant administration for
industry and commerce (the Chinese business registry) within 30
days upon its receipt of the approval from the relevant bureau of
commerce; and

¢ also where the target company has become private, the target
company shall proceed with the related formalities with the
tax bureau, customs office, and the administration of foreign
exchange within 30 days upon the completion of the administra-
tive formalities with the Chinese registry.

6 Purchase agreements
What purchase agreement issues are specific to private equity
transactions?

Below is a list of the main clauses that are either specific to, or should
be contained in, purchase agreements that deal with Chinese private
equity transactions.

Prerequisites

The first and most important prerequisite is the consent of the share-
holder’s meetings of both the acquirer (if if a company) and the target
company. Also, warranties need to be included regarding the effective
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completion of the many complex administrative procedures which
must be completed through various Chinese authorities for private
equity transactions, especially if the target company is a public com-
pany or a state-owned public company. Obviously, these adminis-
trative approvals will sometimes affect the validity of the purchase
agreement. Further, warranties need to be included confirming the
validity of the transaction in light of any agreements between the
main parties and third parties.

Evaluation of equity

This is equivalent to the ‘price term’ of a common purchase agree-
ment. In common cases, the acquirer and the target company can
negotiate with each other the value of equity purchased. However,
if the acquirer is a foreign company and the target is a Chinese com-
pany, the value of equity under the purchase agreement shall be evalu-
ated and approved by a qualified third-party evaluation agency. If a
state-owned enterprise is to be acquired, the equity value shall be
evaluated by one of the specific State-owned asset evaluation agen-
cies accredited by the Chinese State-owned Assets Supervision and
Administration Commission of the State Council.

Management and profit distribution

After the transaction, if the acquirer is a foreign entity and obtains all
of the shares in the target company, the target company will become a
wholly owned foreign enterprise (commonly referred to as a WOFE),
which is still a separate Chinese legal entity under Chinese company
law. However, if the acquirer obtains only part of the shares of the
target company, the target company will become a joint-venture com-
pany. Such classification affects the distribution of profits and corpo-
rate structure of the new entity and thus should be taken into account
in the purchase agreement. The management rights and profit distri-
bution shall be decided in accordance with the shareholding amount
each party owns in the company after the transaction. The ‘Guidance
on Foreign Investment’ as mentioned in previous questions might
periodically influence the choice of target companies and the share-
holding level allowed by the foreign private equity purchaser.

Employment

Mergers and acquisitions of a company will not influence the cur-
rent employment relationship between the acquired company and its
employees. If the new shareholder wishes to terminate the employ-
ment relationship with the employees, severance pays shall be paid in
accordance with the related labour laws and regulations. Employment
issues, especially the compensation of senior managers of the target
company, are important issues to be addressed in the purchase agree-
ment, and sometimes influence the cost of the whole transaction;

Financing

Successful financing plays an important role in deciding the success
of the whole transaction. A clause in a purchase agreement usually
requires that the acquirer shall have a good credit history and finan-
cial reputation. Such a clause is especially important given the current
worldwide capital market.

Penalty clause

In most cases, the acquirer seeks to get a break-up fee from the target
company if the transaction is terminated owing to the default of, or
abandonment of the deal by, the target company. It is regarded as a
kind of guarantee in the event that the target company reneges on
its acceptance after it has already accepted the offer. Reverse break-
up fees require the acquirer to pay a fee to the target company (or
seller) if the deal fails to conclude because of any breaches by the
acquirer of the financing clause (or any other reason as stipulated in
the agreement).
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7 Participation of target company’s management
How can management of the target company participate in a going-
private transaction? What are the principal executive compensation
issues?

The Chinese Company Law sets forth that if a public company wants
to sell (or purchase) its major assets that represent more than 30 per
cent of its total capital, the resolution shall be ratified by more than
two-thirds of the shareholders with voting rights. Therefore, going
private is regarded as a crucial decision for public companies,. In
practice, such a resolution is submitted through the management and
presented at the shareholder meeting, and under the current corpo-
rate governance stipulations, the management gets involved in the
private equity transaction from the very beginning.

The management of the target company can be given the rights
to purchase the equity, options, and restricted stocks of the target
company, or it can be offered a ‘golden parachute’ (which refers to
high compensation payouts given to the current management of the
target company to get them to leave after the transaction). These dis-
positions aim at encouraging the management to get involved in the
transaction, and ensure that senior managers will protect the interests
of the target company — as well as their own interests. However, the
management may also persuade the shareholders to accept unfavour-
able transactions owing to protecting their own interests as covered
in question 3.

To prevent the management of the target company from damaging
the overall interests of the target company and its shareholders dur-
ing transaction, the China Securities Regulatory Commission issued
the Regulation on Mergers and Acquisition of a Public Company as
mentioned in question 4. This regulation provides that the board of
directors of the target company must make due diligence research on
the qualifications, credit, reputation and intentions of the acquirer,
and make an in-depth analysis and give suggestions to the sharehold-
ers as to the terms and conditions of the tender offer rendered by the
acquirer. More importantly, the law requires the board of directors of
the target company to hire third-party independent consultants so as
to ensure the authenticity of the report, which shall also be submitted
at the shareholder meeting.

8 Tax issues
What are the basic tax issues involved in private equity transactions?
Can share acquisitions be classified as asset acquisitions for tax
purposes?

The stamp tax of the share transfer agreement shall apply to both
contracting parties. Use of the company seal on an agreement shall
be subject to a 0.05 per cent stamp tax, calculated on the amount
stipulated in the agreement. The shareholders of the target company
shall also be subject to income tax, whether individual or enterprise,
based on the incomes obtained from the transaction; however none
of the parties shall pay any business tax.

Under Chinese tax law, share acquisition is more tax-effective
than assets acquisition. For example, for tangible assets, value-added
tax (or VAT) shall apply to the purchasing party according to the tax
rate applicable to each type of assets. As for transfer of the ownership
of real estate or intangible assets, the target company shall be subject
to a 5 per cent business tax and 3 per cent to 5 per cent deed tax if
the assets involve land use rights or property titles.

The payment method further influences the tax payable in a pri-
vate equity transaction. In the event that the acquirer pays by cash,
the cash received by the shareholder of the target company shall be
subject to income tax. If the acquirer pays with unconvertible bonds,
the interest earned on the bonds received by the shareholder shall
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also be subject to income tax, but the interest paid by the acquirer
shall be deducted prior to taxation. If the acquirer pays with con-
vertible bonds, the acquirer can defer the process of converting the
bonds to shares. By doing so, the interest paid by the acquirer shall
be deducted from the taxable amount and the tax on capital gains
from the conversion shall be deferred too, which is beneficial to the
acquirer.

Furthermore, if the private equity transaction was carried out
through the swapping of shares, it shall be exempted from income
tax, as no actual monetary income was earned as a result of the
transaction.

Finally, some preferential tax policies apply regarding the level of
employees retained after the transaction. For example, According to
a recent notice issued by the Ministry of Finance of the PRC on 29
December 2008 regarding deed tax incurred during the restructuring
of enterprises, if the acquiring party or parties can keep more than 30
per cent of the employees of the target company and enter into labour
contracts with a term of more than three years with these employees,
the deed tax involved in any transfer of land use rights and property
title in relation to the transaction shall be halved. If the acquiring
party or parties can keep all the employees and enter into labour
contracts with a term of more than three years with the employees,
deed tax related to the transaction shall not apply.

9 Existing indebtedness
What issues are raised by existing indebtedness at a potential target
of a private equity transaction? How are these issues resolved?

In a share purchase, the existing indebtedness of the target company
will not be affected by the transaction. Obviously, the equity value
of the target company is closely related to its net-assets. If there is
any existing hidden indebtedness when evaluating the equity of the
target company, the real value of the equity will certainly be depreci-
ated after the transaction, especially when the assets of the target
company are seized, detained or auctioned.

There could be some potential or future indebtedness issues, for
example the target company may lack some required official permit
or credentials to legally conduct its activities, which will certainly
bring potential legal and financial risks to the acquirer after the trans-
action (for example, in the form of fines).

Therefore, an effective and in-depth due diligence plays an
important role in choosing the potential target company. Apart from
the due diligence, the inclusion of a warranty clause is common. For
example, the acquirer could require the target company to disclose
its existing indebtedness clearly in writing in the purchase agreement,
and it shall be liable for the indebtedness not listed in the acquiring
agreement. More importantly, the acquirer shall have the rights of
recourse if there is any loss caused by such hidden indebtedness.

10 Debt financing structures
What types of debt are used to finance going-private or private equity
transactions? Do margin loan restrictions affect the debt financing
structure of these transactions?

In China, the LBO process has not been commonly accepted in acqui-
sition practices, largely owing to a lack of relevant laws and regula-
tions and a mature capital market, as well as the control issues as
noted in question 1. Also, In China, traditionally, the main source
of capital is commercial banks, however, under the current banking
laws and regulations, the Chinese commercial banks are reluctant to
lend money to those companies unable to offer any guarantee, even
if there is the prospect of high returns on the investment. The social
insurance fund and securities investment fund in China are under
strict supervision and can only invest in certain IIF accredited by the
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National Development and Reform Council and are thus not yet
used for LBO financing purposes.

In practice, some big companies and enterprises do lend each
other money, but under the current financial laws, financing between
two commercial companies is also restricted — only legally recognised
financial institutions such as banks are able to lend money.

According to one recent regulation, the Directions on Risk
Management of Loans for Acquisition issued by the Chinese Banking
Regulatory Commission on 6 December 2008, it is legally allowed
for qualified commercial banks to offer loans for acquisition projects,
but the term of the loan shall be five years or less, and the loan shall
not be over 50 per cent of the total value of the acquiring transac-
tion. As LBOs in acquisitions are still new financial products for
Chinese commercial banks, most of them are still very cautious and
will probably wait for further detailed implementation rules as given
proscribed by the Chinese authorities.

The Chinese government is still cautious about acquisition
transactions in China. There are various reasons for this (including
a perceived lack of experience, talent, and legal support), but the
most important is certainly for the wish to prevent state-owned assets
from ‘leaking’ during the acquisitions, as many target companies are
state-owned enterprises which play an important role in the China’s
economy. For example, China Stegy Investment Co (Hong Kong)
acquired 196 Chinese enterprises during 1992 and 1993 and most
of the target companies were state-owned enterprises. The large-scale
buyout handled by China Stegy Investment Co raised the attention
of the Chinese government and made the Chinese government recon-
sider the use of foreign investment in LBOs especially since there is a
lack of relevant supervision mechanisms.

11 Debt and equity financing provisions
What provisions relating to debt and equity financing are typically
found in a going-private transaction? What other documents set out
the expected financing?

The LBO market is closely related to the subordinated debts market
especially the high yield bond market. As discussed in question 10,
the Chinese capital market is not as mature as that of western coun-
tries yet, and thus, debt or equity financing (especially in going-pri-
vate transactions) are not popular. On the other hand, being public
in China is, as mentioned in question 3, very highly regarded and
therefore, public companies are usually very reluctant to go private.

12 Fraudulent conveyance issues
Do private equity transactions involving leverage raise ‘fraudulent
conveyance’ issues? How are these issues typically handled in a
going-private transaction?

In accordance with the Regulation on the Strategical Acquiring of
Public Companies by the Foreign Investors (issued jointly by the
Ministry of Commerce, the Securities Regulatory Commission, State
(ie, Federal) Administration of Taxation and the State Administration
of Industry and Commerce and State Administration of Foreign
Exchange in 2006), there are strict requirements as to the qualifica-
tions of the acquiring party (capital levels, corporate governance,
credit, etc). This aims to lessen the risk of the transaction. Apart
from this, the resolution shall be ratified by the board of directors
and shareholders of the target company, according to the Chinese
Company Law and the target company’s articles of association.
Further, elements of the transaction, including but not limited to the
transaction plan, share transfer agreement and the qualifications of
the acquirer, shall be firstly reviewed and approved by the Ministry
of Commerce and then, by the Chinese securities industry watchdog
and the Securities Regulatory Commission. The strict scrutiny pre-
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vents, to some extent, fraudulent conveyance. Further, the acquirer
often requires the target company to provide consent letters issued
by the creditors of the target company to indicate that the creditor’s
consent on the transactions to be carried out.

13 Shareholders’ agreements
What are the key provisions in shareholders’ agreements covering
minority investments or investments made by two or more private
equity firms?

One important exit mechanism for a private equity sponsor is the
share transfer. In order to ensure that a public company can oper-
ate smoothly at the beginning stage of post-public and prevent the
shareholders from engaging in illegal speculation of securities, under
the Chinese Company Law the shares issued before the initial public
offering shall not be transferred within one year of the date shares
go public.

With regard to foreign acquirers, in accordance with the com-
pany law and related foreign-invested enterprise laws and regulations,
the share transfer made by foreign investors shall also be restricted,
especially where the foreign party in a joint venture wishes to sell its
shares as part of an acquisition in the joint venture company. This
share transfer shall be approved by the Ministry of Commerce or
its affiliated bureau and, if the target company is a public company,
the share transfer shall be also approved by the Chinese Securities
Regulatory Commission. In practice, the target company must also
include the transfer restriction clause in the purchase agreement or
the shareholder’s agreement stating that the shareholder is restricted
from transferring their shares to competitors.

Most of the minority shareholders can not have directors repre-
senting their benefits, owing to their small shareholdings. In practice,
majority shareholders have had the final say about major decisions,
even if some decisions may be disadvantageous to minority share-
holders. Under the Company Law, the minority shareholders of a
limited liability company are entitled to apply to a court to exit the
company (by forcing the company to purchase back their shares) if
they object to some major resolutions. This is because they cannot
technically prevent a resolution from being ratified by the board of
directors of the company.

14 Limitations on transaction size
Do private equity firms have limitations on the size of transactions they
may engage in?

In China, private equity sponsors and private equity transactions are
still limited so far, owing to the lack of related laws and regulations,
but not the actual size of the transactions.

In accordance with article 166 of the Security Law, the investor
who wishes to carry out securities transaction shall open a broker-
age account with his ID card or the certificate of incorporation for
legal person. Most of the private equity sponsors are not legal per-
sons which will usually take the legal form of limited partnership
or trust form. As foreign entities are not allowed to open brokerage
accounts and there is no national equity exchange in China (except
in some trial cities), such provision indeed limit the participation of
international private equity sponsors to carry out the private equity
transaction while influence their exit mechanism.

With regard to the registry of private equity sponsors, and
although the Partnership Law of the PRC also includes the legal form
of limited partnership, limited liability partnerships can not regis-
ter under the current registry system (there are some exceptions for
some cities carrying out financial innovation trial programs, such as
Tianjin, Shanghai and Beijing).

Apart from private investment in public equity, private equity
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sponsor mostly choose to invest in non-public company, operate it
and then refund profits through the IPO of the target company or
share transfer. However, the IPO procedures in China takes long time
and shall proceed with complex procedures.

In the latest issued regulation, ‘Direction on Risk Management
of Chinese Commercial Banks Dealing with Loans for Mergers and
Acquisitions’ issued by the Chinese Banking Regulatory Committee
on 9 December 2008, the loan issued by a Chinese commercial bank
shall not be above 50 per cent of the total capital to be used in the
acquisition.

15 Exit strategies and investment horizons
How do the exit strategies and investment horizons of private equity
firms affect the structuring and negotiation of leveraged buyout
transactions?

There are several types of exit strategies for private equity used in
China, such as the shares buyback, IPO and liquidation.

Under the Company Law, there are mandatory requirements
for the shares buyback that can be only carried out under certain
circumstances. (for example, a stock company shall purchase back
some of its shares if it decreases its registered capital, merges with the
company that has shareholdings of the target company, gives stock
options to the employees or if the minority shareholder of the com-
pany opposes to the resolution of merger and split of the company).

IPO of a Chinese company can be initiated either abroad or in
the Chinese stock markets. IPO in China can a long and complicated
process, so foreign private equity firms prefer going public abroad,
where there is looser foreign exchange control policy and lower
requirements for an IPO. However, there is an ‘indirect’ alternative
that can allow the private equity sponsor conduct the IPO and exit
shortly afterwards. The Chinese target company will incorporate a
company in BVI or another tax-free place to be used as the SPV. The
SPV will use capital from the private equity transaction to purchase
all the shares of the Chinese target company. The Chinese target com-
pany will then become a 100 per cent subsidiary of the SPV. The
private equity sponsor will help the SPV (or another company that
swaps its shares with the SPV), go public in the foreign stock market
to realise its exit.

Domestic private equity firms usually choose the IPO in China
as they are not restricted by foreign currency controls and are more
familiar with the procedures of the IPO in China. However, as men-
tioned in question 1, IPOs are currently not being issued in China.

16 Principal accounting considerations
What are some of the principal accounting considerations for private
equity transactions?

There are no accounting principles unique to a private equity trans-
action in China. The Accounting Standard for Business Enterprises
No. 2 - Long-term Equity Investment, and No. 20 — Business
Combinations shall apply to a private equity transaction.

For a business combination involving enterprises under com-
mon control (where the acquiring party and the target company are
controlled by the same controlling company) the initial investment
cost of the long-term equity investment shall be the absorbing party’s
share of the owner’s equity of the party being absorbed at the combi-
nation date. The difference between the purchase price and the initial
investment cost shall be adjusted to capital reserve.

For a business combination not involving enterprises under com-
mon control, the initial investment cost of the long-term equity invest-
ment shall be the fair values of the assets given, liabilities incurred or
assumed and equity securities issued by the acquirer at the acquisi-
tion date. If the cost of long-term investment exceeds the acquirer’s
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interest in the fair value of the acquirer’s identifiable net assets, the

difference shall be recognised as goodwill; if the cost of long-term

investment is less than the acquirer’s interest in the fair value of the
acquirer’s identifiable net assets, the acquirer shall recognise the dif-
ference in profit and loss for current period.

Initial investment cost in long-term equity investment acquired
otherwise than through a business combination shall be determined
as follows:

e where a long-term equity investment is acquired by paying cash,
the initial investment cost shall be the actual purchase price
paid;

* where a long-term equity investment is acquired by the issue of
equity securities, the initial investment cost shall be the fair value
of the securities issued,;

¢ where a long-term equity investment is contributed by an inves-
tor, the initial investment cost shall be the value stipulated in the
investment contract or agreement, unless the value stipulated in
the contract or agreement is not fair;

® where a long-term equity investment is acquired through an
exchange of non-Monetary assets, the initial investment cost
shall be determined in accordance with the Accounting Standard
for Business Enterprises No. 7 — Exchange of Non-Monetary
Assets;

e where a long-term equity investment is acquired through a
debt restructuring transaction, the initial investment cost shall
be determined in accordance with the Accounting Standard for
Business Enterprises No. 12 — Debt Restructurings.

¢ the long-term equity investments shall be accounted for using the
cost method if either the investing enterprise can exercise control
over the target company, or the investing enterprise does not have
joint control or significant influence over the target company, the
investment is not quoted in an active market and its fair value
cannot be reliably measured; and

e where an investing enterprise can exercise joint control or sig-
nificant influence over the target company, a long-term equity
investment shall be accounted for using the equity method.

17 Target companies and industries
What types of companies or industries have typically been the targets
of going-private transactions? Has there been any change in focus in
recent years?

Recently, the typical going-private transactions in China mainly
targeted big state-owned enterprises that are publicly listed in the
Hong Kong Stock Exchange and involved in the natural resource
and agricultural industries such as China Petrol, China Pec Group,
Aluminum Corporation of China and China Food Corporation.
Strictly speaking, it shall not be regarded as the going-private trans-
action in China mainland because most of them went public in Hong
Kong. Going-private transactions of these companies are mainly for
restructuring purposes as they may have more than one listed subsidi-
ary. According to the latest statistics report issued by China Venture
Investment Consulting Co, Ltd in 2008, the most popular targets for
the international private equity sponsors in China are in the IT and
manufacturing industries. The medical and healthcare industry and
retail chain store companies are also popular targets.

Strictly speaking, there have been very few going-private transac-
tions in China (excluding the Hong Kong stock market). Again, the
status of being a public company in China is regarded as a precious
asset unless the listed company wants to sell its ‘shell’ to another
company that wishes to go public.
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18 Industry-specific regulatory schemes
Do industry-specific regulatory schemes limit the potential targets of
private equity firms?

One of the most important industry-specific regulatory schemes in
China is the above-mentioned Guidance on Foreign Investment in
China, which indicates the Chinese government’s attitudes in direct-
ing foreign investment. Industries have been classified into three dif-
ferent categories: encouraged, restricted and forbidden.

These relate categories reflect how much of foreign shareholdings
can occur in the company, and variations can occur within these cat-
egories. For example, foreign shareholdings in a life insurance com-
pany shall not be over 50 per cent, and those in a securities company
shall not be over one third of the total shares and the Chinese share-
holder shall be the majority shareholder of a joint-venture security
company (both industries, however, fall under the ‘restricted’ cate-
gory). These are real limits on potential targets, and affect investment
strategies, as exit strategies are more difficult to implement when one
is not the majority shareholder.

19 Cross-border transactions
What are the issues unique to structuring and financing a cross-border
going-private or private equity transaction?

As mentioned in questions 2 and 18, foreign investors are restricted.
Thus, verifying market entry into the industry that the target com-
pany is engaged in is one of the key issues for the cross-border private
equity transaction, which will also decide how much the foreign inves-
tor can really invest in the target company. For some restricted indus-
tries, the foreign shareholder can not be the majority shareholder.

China has been adopting a looser (but still strict in foreign terms)
foreign currency control policy and this will definitely bring complex-
ity and difficulties to private equity transaction if the target company
is a Chinese public company. As discussed in question 3, the foreign
acquiring party shall file for the approval of opening a bank account
in foreign currency to receive capital for private equity transaction
with the local Administration of Foreign Exchange where the listed
company is located within 15 days upon its receipt of the official
approval from the Ministry of Commerce of the PRC. All transac-
tions must generally be completed within 180 days upon the receipt
of the official approval. If the foreign acquiring party fails to com-
plete the whole transaction within the above time limit, the official
approval will become invalid automatically. The foreign acquiring
party shall, upon the approval from the Chinese administration of
foreign exchange, purchase foreign currency and remit the capital
abroad.

If the target company is a state-owned public company, more
issues must be considered. Firstly, the consideration of the share
transfer shall be evaluated by the state-run Assets Administration
and Supervision Committee. Secondly, if the acquiring involves a key
industry, or has some influence on the national economic security,
or would leads to the transfer of control of a well-known Chinese
brand owned by the target company, the contracting parties must
file for approval of the transaction with the Ministry of Commerce
otherwise the can terminate the transaction. Thirdly, since the state-
owned enterprises are large-scale companies employing many people,
the arrangements for employees after the transaction shall be another
key issue. Lastly, the equity transfer must be handled through an
accredited Chinese equity exchange (a stipulation that is otherwise
rarely required).

169

SNOILOVSNVil



TRANSACTIONS

CHINA

HJM Asia Law & Co LLC

Update and trends

Recently, private equity sponsors began to pay more attention to
public companies in China to look for the chance of carrying out a
PIPE. Compared with investment in private companies, PIPEs require
more capital but the risk is less than investment in a private company
during its growth period. From the recent cases, we have found that
the transactions mainly target the natural resource, real estate and
finance industries.

Compared with sourcing funds from the stock market or financial
institutions, private equity is often more suitable for small and
medium-sized enterprises (SMEs) in China. Most SMEs are not
public companies (and do not have the means to become such) nor
do they get loans from financial institutions, often due to the strict
approval process of issuing the loans. More importantly, the rules and
preferences of private equity transactions are different from loans,
which pay more attention to the scale of the company instead of the
company’s efficiency and growth potential. The participation of private
equity (especially foreign private equity) may bring much-needed new
management practices, technology, and marketing skills to Chinese
companies. As mentioned above, the Chinese Banking Regulatory

Commission issued a specific regulation regarding mergers and
acquisitions in December 2008, and we believe that private equity
transactions in China will be stimulated by the new policies.

On the other hand, the global economic crisis will certainly
make some investors keen to hold onto their money, which could
lead to financing difficulties for the acquirer. Suspension of IPOs
in the Chinese mainland market has become another obstacle for
the expansion of private equity transactions as the private equity
sponsors have lost one of the major exit methods under Chinese law.

Private equity became the next hot topic after real estate and
share trading in China in 2007. The development of the Chinese
capital market, update of industry structure and the legal framework
will help lay a good foundation for the development of private equity
transactions in China. In terms of key issues of private equity
transactions, we are of the opinion that the choice of target company
(and its industry), the protection of the benefits for the private equity
sponsor, the exit mechanism and the management and operation of
the target company after the transaction would be, both presently and
in the future, the key issues of private equity transactions in China.

20 Club and group deals
What are the special considerations when more than one private
equity firm (or one or more private equity firms and a strategic partner)
is participating in a club or group deal?

Different equity firms will have different criteria in choosing the
target company and different ways to realise their exits from the
target company. This will inevitably bring complexity and conflicts
to the transaction. Furthermore, as we discussed in question 12, there
are certain requirements for the acquiring party when acquiring a
Chinese company (such as financing ability). Every participant must
meet the above requirements. Though the fund used in the LBOs are
mainly from outside sources, the financier (such as the bank) will
still often request that the acquiring party invest more of their own
capital, which suggests more attention is put by the acquiring party
on the acquiring projects. It also may mean the acquiring party will
not sell its shares in the target company in a short period instead of
opting for a more long-term strategy.

21 Recent credit market disruptions
How have disruptions in the credit markets affected dealmaking?
What specific changes to transaction terms have you seen and do you
expect in the future?

The global economic crisis has also affected China’s economy. The
downturn of the stock market makes it even harder for Chinese pub-
lic companies to source funds from the stock market and the value of
their equity is depreciating. Private equity sponsors seem to be more
cautious, and they have slowed down their investments in China.
According to the statistics provided by the China Venture Investment
Consulting Ltd, the total value of the private equity transaction deals
in the third quarter of 2008 is nearly US$2.1 billion, down by 17.1
per cent when compared with that of the second quarter of 2008.
Owing to the recent economic policy taken by the Chinese govern-
ment to stimulate domestic market, real estate companies are facing
a big challenge. Lack of capital resources is one of the main issues
for them, which may attract private equity sponsors from both China
and abroad to invest in them.
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