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CORPORATE ACQUISITIONS AND MERGERS

K&L Gates

K&I. Gates delivers legal services on an integrated and global basis, with more
than 2,000 lawyers located in forty-eight cities across five continents. The firm
represents a broad array of leading global corporations in every major industry,
capital market participants, and ambitious middle-market and emerging growth
companies. The firm also serves public sector entities, educational institutions,
philanthropic organizations, and individuals. The firm’s lawyers counsel clients on
their most sophisticated legal challenges in all areas of corporate and regulatory
law as well as litigation.

The firm’s corporate and transactional practice is one of the most substantial in
the profession. Each year the firm completes hundreds of mergers and
acquisitions and public and private debt and equity offerings. Our lawyers in the
US, Europe, the Middle East, Asia, Australia, and South America are highly
experienced insross-border mergers and acquisitions, securities, regulatory, tax,
and financing, transactions. Several publications have acknowledged the firm’s
lawyers as d<adlers in their fields. In 2013, K&I. Gates was selected as ‘Law Firm of
the Year! by Mergers & Acquisitions magazine, as part of their 2012 M&A Mid-
Market\Awards. This prestigious award recognized K&IL Gates for its strong
pexietmance in 2012 and its global approach to middle market mergers and
atquisitions, as well as the firm’s continued growth into new international markets.

Fhe K&L Gates Hong Kong office was established more than ten years ago. The
office has over thirty legal professionals providing the full range of corporate legal
services to clients based in Asia as well as those investing in the region. The office’s
core practices are corporate and securities, privale equity investments, cross-
border mergers and acquisitions, private clients, environmental and clean energy,
intellectual property law, international arbitration, and commercial disputes. One
of the primary focuses of the Hong Kong office is assisting clients with mergers
and acquisitions transactions, particularly those involving China. The office works
with clients to facilitate the structuring, financing, and successful completion of
the full range of acquisitions, divestitures, public offerings, private placements,
joint ventures/strategic alliances, re-financings, cross-border transactions and
other transactions undertaken by clients.

Grant Thornton

Item 4 (Taxation Aspects) and Item 6 (Accounting Treatments) were written with
the support of Grant Thornton Hong Kong Limited. Grant Thornton Hong Kong
Limited is a member firm of Grant Thornton International Ltd and is fully
integrated with Grant Thornton China. Grant Thornton Hong Kong Limited
benefits from the strong support of Grant Thornton China’s national platform
across mainland China, with seventeen offices and over 2,700 staff members.
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REGULATORY FRAMEWORK

Overview

General

[32] ‘Mergers’ and ‘acquisitions’ do not have statutory meanings under Hong
Kong law. The term ‘mergers and acquisitions’ refers generally to corporate trans-
actions that result in a change of control in the target business from the seller to the
acquirer. Because there is no simple, court-free amalgamation procedure for the
combination of companies under Hong Kong law, the acquisition of a target busi-
ness is generally implemented through the transfer of a business from the target
company to the acquirer, or by transferring the business of both the target com-
pany and the acquirer to a new entity controlled by the acquirer. These transactions
are normally structured in Hong Kong as a stock transfer, an asset sale or a court-
sanctioned scheme of arrangement.

[83] Hong Kong is a major financial hub for cross-border business transactions
and a jurisdiction with an established rule of law. Mergers and acquisitions in Hong
Kong thus often involve laws of other jurisdictions: Hong Kong businesses can be
owned by offshore companies; Hong Kong companies can have substantial off-
shore operations; shares listed on Hong Kong Stock Exchange can be issued by off-
shore companies with offshore assets; and business transactions that do not
otherwise have any connections to Hong Kong can be governed by Hong Kong law.

[34] Mergers and acquisitions present a wide range of fact patterns. The fact that
each transaction has its unique facts and surrounding circumstances means that
there are numerous permutations of applicable laws, with each applicable law ciw
rying its own qualifications, exceptions and limitations. The purpose of this axticle
is to give readers an introduction to the general principles behind the legahtrame-
work rather than a technical analysis of the underlying statutory provigians.

[35] Generally, the Hong Kong regulatory regime is relevant ifa iansaction
involves one or more of the following elements:

— The transaction involves a company incorporated under the laws of Hong
Kong (referred to in this article as a ‘Hong Kong company’).

The target business operates in Hong Kong (referred to in this article as a
‘Hong Kong business’).

The transaction involves a company with securities listed on the Hong Kong
Stock Market (referred to in this article as a ‘Hong Kong listed company’ or
‘listed company’).

— The transaction documents are governed by Hong Kong law.

[36] To give readers an anchor to compare and contrast the various subsets of
mergers and acquisitions law in Hong Kong, this Ttem discusses the regulatory
framework from the perspective of a foreign acquirer seeking to acquire a Hong
Kong target. The term ‘Hong Kong target’ referred to in this article includes a
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Hong Kong business, a Hong Kong company, a Hong Kong listed company and/or
assets held by a Hong Kong listed company.

Hong Kong Corporate and Securities Laws

[37] The mergers and acquisitions law in Hong Kong consists mainly of the follow-
ing:

- Companies Ordinance. The Companies Ordinance (Cap. 32) governs the
registration of companies incorporated in Hong Kong and non-Hong Kong
companies with a place of business in Hong Kong. The Companies Ordi-
nance also regulates the affairs of Hong Kong companies, including their
internal management, continuing reporting obligations, profit distribution,
restructuring and dissolution.

The Companies Ordinance also covers the offer of securities in Hong
Kong. Under the ordinance, an offer or invitation to the public to subscribe
for shards must be accompanied by a ‘prospectus’ approved by the Securities
and Fitires Commission and filed with the Companies Registry, a govern-
menisdepartment. The ordinance provides that certain offers are exempt
frani this requirement. Examples of exempt offers include offers to ‘profes-
sional investors® (as defined in the Securities and Futures Ordinance and any
rules made under that ordinance), offers to not more than fifty people and
offers made under a takeover or merger made in compliance with the Take-
overs Code (as defined below).

The Companies Ordinance (Cap. 32) is administered and enforced by the
Companies Registry. The ordinance is reviewed from time to time by the
Standing Committee on Company Law Reform (SCCLR), an independent
non-statutory body, to ensure that regular amendments are made to meet the
needs of the business community and regulators. A new Companies Ordi-
nance was adopted in July 2012, although it is not expected to take effect
until 2014. When the new Companies Ordinance (Cap. 622) comes into
operation, the Companies Ordinance (Cap. 32) will be retitled as “Compa-
nies (Winding up and Miscellaneous Provisions) Ordinance (Cap. 32)" with
the core provisions affecting the operation of companies in Hong Kong
repealed except those provisions relating to winding-up and insolvency of
companies and prospectuses. Under the new Companies Ordinance, there
will be substantive changes to the general requirements applicable to all
Hong Kong companies to modernize the existing framework.

The new Companies Ordinance has four main objectives, namely:

(a) to modernize the law by streamlining the types of companies that can be
formed, abolition of the memorandum of association for all companies,
retiring the concept of par value for shares for all companies, removing
the power to issue share warrants to bearers, and widening protection of
personal data of directors;

(b) to ensure better regulations in maintaining accuracy of information on
the public register of the Companies Registry, improving the regime for
registration of charges, refining the scheme for deregistration of compa-
nies and empowering the Companies Registrar to compound specified
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offences to encourage due compliance and optimize the use of judicial
resources;

(¢) to facilitate business by introducing a new alternative court-free proce-
dure for capital reduction based upon a solvency test, allowing all types
of companies (other than just private companies) to purchase their own
shares out of capital subject to a solvency test, and empowering all types
of companies (whether listed or unlisted) to provide financial assistance
to another party to acquire shares in the company or its holding com-
pany, subject to a solvency test, and simplifying financial and directors’
reporting; and

(d) to enhance corporate governance through the strengthening of the
accountability of directors with new restriction on the appointment of
corporate directors and codifying directors’ duties; the empowerment of
shareholders in the corporate decision-making process; the increase in
transparency to shareholders by requiring analytical and forward-
looking business review and disclosure on environmental and employee
matters in directors’ reports of public companies and the larger private
companies and guarantee companies; and the strengthening of auditors’
rights by requiring a wider range of persons to provide information or
explanation reasonably required for the performance of the auditors’
duties.

Please also refer to ‘Operation of Hong Kong Private Companies —
Organizational Structure’ of this Item for specific changes in the corporate
law of Hong Kong under the new Companies Ordinance.

— Common Law. Hong Kong common law principles apply to the fiduciary

obligations and other standards of conduct expected of directors and officers
of companies incorporated in Hong Kong. The common law of contract and
principles of equity apply to the rights, obligations and remedies under sal¢
and purchase agreements that are governed by Hong Kong law. In the'\ton-
text of mergers and acquisitions, common law often runs parallel with\statu-
tory law and other regulations. For instance, directors of Hong Kopg listed
companies are subject to the Corporate Governance Code undéersiie Listing

Rules (as defined below), and the Takeovers Code (as defined‘helow) i imposes

significant obligations on the directors of Hong Kong public companies that

are targets of acquisitions.

Securities and Futures Ordinance. The Securities and Futures Ordinance

governs the conduct of financial intermediaries, issuers of securities and

market operators. In the context of mergers and acquisitions, the following
parts of the ordinance are the most relevant:

(a) Part XV, which requires directors, chief executives and substantial share-
holders of Hong Kong listed companies to disclose their interests (in
some cases subject to a threshold percentage) in such companies.

(b) Part XVA, which imposes affirmative obligations on Hong Kong listed
companies in their handling of material non-public information
(referred to locally as ‘inside information’) in their possession.

(c) Parts XII1 and XIV, which impose civil and criminal sanctions, respec-
tively, on insider dealing and other types of market misconduct.

CORPORATE ACQUISITIONS AND MERGERS

The Securities and Futures Ordinance is administered and enforced by
the Securities and Futures Commission, an independent statutory body
responsible for the regulation of securities and futures markets in Hong
Kong and the protection of investor interests. The Securities and Futures
Commission has the power to license and supervise market participants,
such as corporate finance advisors, brokers, automated trading services,
investment advisers and fund managers; supervise other market opera-
tors, including exchanges and clearing houses; and authorize certain
types of investment products, their offering documents and product
advertisements for public distribution.

The Market Misconduct Tribunal is an independent quasi-judicial
body established under the Securities and Futures Ordinance (Cap. 571).
This tribunal is set up to help promote market confidence by protecting
the interests of the investing public and reducing market malpractice. It
is chaired by a judge or former judge of the High Court of Hong Kong
whorsits with two members. The tribunal has civil jurisdiction over mar-
kgt shisconduct cases, such as insider dealing, false trading, price rig-
zing, stock market manipulation, disclosure of information about
prohibited transactions and disclosure of false or misleading information
inducing transactions in securities and futures contracts.

. Listing Rules. The Rules Governing the Listing of Securities on The Stock

Exchange of Hong Kong Limited or the Rules Governing the Listing of Secu-
rities on the Growth Enterprise Market of The Stock Exchange of Hong
Kong Limited (collectively, the ‘Listing Rules’) govern the disclosure, share-
holder approval and other regulatory requirements if the business being
acquired is an asset of or otherwise forms part of the business of a Hong Kong
listed company.

The Listing Rules are promulgated and administered by the Stock
Exchange, and the Securities and Futures Commission has the power to over-
see the Stock Exchange’s performance of such duties. The Stock Exchange is
a wholly-owned subsidiary of the Hong Kong Exchanges and Clearing Lim-
ited (the ‘"HKEX’), a for-profit corporation whose shares are listed on the
Hong Kong Stock Market. The Hong Kong government is the largest share-
holder of the HKEx, with the right to appoint six of a maximum of thirteen
directors.?®

The Listing Rules do not have the force of law. They are enforced by the
Stock Exchange through the imposition of a wide range of sanctions based
on its listing agreements with the companies. The Stock Exchange may
impose sanctions upon listed companies and their directors, senior manage-
ment, substantial shareholders and professional advisers. These sanctions
range in severity and include private reprimand, public censure, referral to
the Securities and Futures Commission or other relevant regulatory body,
exclusion from the market for a fixed period and, ultimately, suspension or
cancellation of a company’s listing.

26 Director’s Handbook, June 2013, HKEx.
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) the standard of companies listed and to be listed in Hong

. g Rules are amended from time to time with the more recent

ments being changes to complement the new regulation promulgated

ties and Futures Commission on sponsors of initial public offer-

* ings (which became effective on 1 October 2013 with a six-month transitional
‘arrangement), amendments to the Corporate Governance Code and Corpo-
rate Governance Report relating to board diversity (which became effective
on 1 September 2013), amendments reflecting the statutory backing of the
obligation to disclose price sensitive information (which became effective on

1 January 2013).

— Takeovers Code. The main purpose of the Codes of Takeovers and Mergers
and Share Repurchases (the ‘Takeovers Code’) is to afford fair treatment to
shareholders of public companies affected by acquisitions, mergers and share
bu_y—backs_. It applies to all public companies in Hong Kong and those with a
primary listing of equity securities in Hong Kong. Whether a company is a

public company” for purposes of the Takeovers Code is decided on a case-by-
case basis.

The Takeovers Code is administered by the Executive Director of the Cor-
porate Finance Division of the Securities and Futures Commission or any ol
the delegates of such Director (the ‘Executive’). The Executive has the power
to grant waivers in respect of the Takeovers Code requirements. The work of
the Executive is overseen by the Takeovers and Mergers Panel (the ‘Panel’),
which hears disciplinary matters in the first instance, reviews rulings by the
Executive at the request of any party dissatisfied with such a ruling, and con-
siders novel, important or difficult cases referred to it by the Executive. Also
involved in the administration of the Takeovers Code is the Appeal Commit-
tee, which reviews disciplinary rulings of the Panel for the sole purpose_&F
determining whether any sanction imposed by the Panel is unfair or exens:
SIve,

Like the Listing Rules, the Code does not have the force of law, Th\i%\none-
theless expected to be observed by participants in Hong Kong 8 financial
markets. The Takeovers Code is enforced through sanctions siichas public
criticism or censure, requiring advisors and other relevant individuals not to
act in a given capacity or banning them from appearing before the Executive
;:(1(; the Panel, or the withholding of the facilities of securities markets of Hong

ng.

- Industry-specific Laws and Regulations. Specific ordinances and subsidiary
legislation may apply to the ownership, operation and sale of a Hong Kong
busmess,_ depending on the industry involved. Examples include the Tele-
communications Ordinance and Broadcasting Ordinance, statutes govern-
ing the supply and distribution of various types of regulated goods, and rules
and regulations applicable to provision of financial services.
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Business Operations in Hong Kong
General

[38] This section discusses the basic regulatory framework governing the establish-
ment or acquisition of a Hong Kong business. For an acquirer, the essential steps
would involve the selection of a suitable operating vehicle and the procurement of
the necessary approvals to commence operation.

Form of Operation

[39] A Hong Kong business can be operated individually, in partnership, or
through entities with a separate legal identity. Most Hong Kong businesses are
operated in one of the following forms:

— Sole Proprietorship. Businesses owned and operated by a single individual do
not have“their own legal identities. Sole proprietors are responsible for all
debts anyt liabilities of their business.

— Genéxal or Limited Partnership. Partnerships established under Hong Kong law
ate yegulated under the Partnership Ordinance (Cap. 38) and consist of two
types: limited partnership or general partnership. Neither type has a sepa-
rate legal identity. Partners typically agree certain terms and conditions of
their relations with each other in a partnership agreement. Partnership
agreements are not required to be filed with any public registry.

Every partner in a general partnership under Hong Kong law is liable
jointly with the other partners for all debts and obligations of the firm
incurred while he or she is a partner, and the firm is liable for loss or injury
caused to third parties by wrongful acts or omissions of any partner acting in
the ordinary course of the business of the firm or with the authority of his or
her fellow partners. Unless otherwise agreed between the partners, general
partnerships are dissolved upon the death or bankruptcy of any partner or,
in the case of partnerships formed for undefined terms, upon notice by any
partner. General partnerships are governed by the Partnership Ordinance
(Cap. 38).

U?]Iikc a general partnership under Hong Kong law, a limited partnership
under Hong Kong law may have one or more limited partners in addition to
its general partners. General partners have the responsibility for managing
the business and have unlimited liability. Limited partners must not play a
part in managing the business, and their liability for the debts and obliga-
tions of the partnership is limited to the amount of capital they are required
to contribute upon joining the partnership. All limited partnerships operat-
ing in Hong Kong are required to be registered with the Companies Registry
(if not, the partnership will be treated as a general partnership governed by
the Partnership Ordinance by default). Limited partnerships are governed
by the Limited Partnership Ordinance (Cap. 37).

— Hong Kong Company. Companies incorporated under Hong Kong law are cur-
rently governed by the Companies Ordinance (Cap. 32) and have separate
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Operation of Hong Kong Public Companies
General

[52] The Companies Ordinance draws an important distinction between priv_ale
companies and public companies. ‘Private companies’ must satisfy the following
statutory requirements:®*

restrict the right to transfer shares; _ )
limit the number of shareholders to no more than fifty subject to certain
exceptions; _ .

prohibit any invitation to the public to subscribe for shares in or debentures
of the company; and

have no power to issue share warrants to bearer.

[53] A Hong Kong company that does not meet the above criteria could I?e
deemed to be a public company (referred to in this article as a "Hong Kong public
company’).

Main Differences from a Hong Kong Private Company

[54] Compared with a Hong Kong private company, a Hong Kong public company
is subject to more stringent statutory requirements. For istance:

— Organizational Considerations. The company must have at least two directors
instead of one, and corporate directors are not permitted. -

— Financial Statements. The company must file its financial statements and its
auditors’ and directors’ reports, as a matter of public record, with the Com;
panies Registry. \

— Share Repurchase. Unlike a Hong Kong private company, the compagy is
unable to purchase its own shares out of capital under current law, But the
new Companies Ordinance will allow any Hong Kong company (not just pri-
vate companies as under the current rules) to repurchase its own sfigres out of
capital, subject to a solvency statement, shareholder appreyaland other
requirements under the Companies Ordinance. These nev rules, however,
will not exempt the on-market repurchase of shares by listed companies (a
subset of the Hong Kong public companies). _

— Restrictions under the Takeovers Code. The company may or may not be subject
to the Takeovers Code. This is because the definition of a ‘public company’
under the Companies Ordinance differs from the definition under the Take-
overs Code. . -

For purposes of the Takeovers Code, the Executive (see ‘Overview — Hong
Kong Corporate and Securities Law’ in this Item) will consider all the circum-
stances and will apply an economic or commercial test in determining
whether the company is a ‘public company’ and therefore one to which the
Takeovers Code applies. In making such a determination, the Executive will

84 Section 29 Companies Ordinance.
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take into account primarily the number of Hong Kong shareholders and the
extent of share trading in Hong Kong. Other factors to be considered are the
location of its head office and place of central management; the location of
its business and assets, including such factors as registration under compa-
nies legislation and tax status; and the existence or absence of protection
available to Hong Kong shareholders given by any statute or code outside
Hong Kong.

Implications on Mergers and Acquisitions

[55] Due to the more onerous financial disclosure requirements and other restric-
tions, unlisted Hong Kong public companies are relatively rare. They are usually
companies that have a large number of shareholders due to its fundraising history
or non-profit organizations that prefer increased transparency for policy reasons.
An acquirer planning to set up a private company should evaluate the capital struc-
ture carefully, #¢tuding any subsequent financings that would result in material
changes in thiemumber and classes of securities holders.

Operation of Hong Kong Listed Companies
General

156] Currently all companies with securities publicly traded in Hong Kong are
listed on either the Main Board or the GEM Board operated by the Hong Kong
Stock Exchange, a ‘recognized exchange company’ under the Securities and
Futures Ordinance. The two trading markets target different types of companies
and have similar but different listing requirements. For convenience our reference
to a Hong Kong listed company is to a company with equity securities listed on the
Main Board operated by the Stock Exchange.

[57] This section applies when an acquirer is considering acquiring control in a
Hong Kong listed company or investing in a company that is about to be listed on
the Hong Kong Stock Market.

Becoming a Hong Kong Listed Company

[58] A company can apply for a listing on the Stock Exchange in two ways:

— Initial Public Offering. Initial public offering (‘TPO”) is the most common
route. The offering usually includes a public tranche, which involves an offer
and sale of securities to the public at large in Hong Kong through a prospec-
tus registered with the Companies Registry, and a private placement tranche,
which involves an offer and sale of securities to specific groups of investors
through a circular substantially identical to the prospectus.

— Listing by Introduction. This route is for a company whose securities are already
widely held by a large number of existing shareholders and does not want to

29
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raise capital through a listing process. A listing by introduction is effected
through the posting of a listing document substantially similar to the con-
tents of a prospectus, except that it does not involve an offer and sale of secu-
rities.

The Stock Exchange must be satisfied that appropriate arrangements will
be made to minimize price volatility in the initial trading of the shares on the
Stock Exchange. The sufficiency of the arrangements will be assessed on a
case-by-case basis by reference to the applicant’s shareholding structure and
availability of arbitrage opportunities between Hong Kong and another mar-
ket where the issuer is listed.

[59] The Listing Rules are grounded on a fairly prescriptive regime and may sur-
prise acquirers who are more familiar with a disclosure-driven regime. For
example, the Stock Exchange maintain fairly stringent standards as to whether cer-
tain contractual arrangements between a pre-IPO investor and the company may
continue after the listing of the company. These standards are guided by the List-
ing Rules requirements that the issue and marketing of securities be conducted in a
fair and orderly manner and that all holders of listed securities be treated fairly and
equally. The key concepts are as follows:

30

— Timing. Pre-1PO investments must be completed either (a) at least twenty-

eight clear days before the date of the first submission of the first listing
application or (b) 180 clear days before the first date of trading of the appli-
cant’s securities. Pre-IPO investments are considered completed when the
funds (for subscription or acquisition) are irrevocably settled and received by
the applicant.
Special Rights. As a general principle, pre-IPO investors may be offered spe-
cial rights. As the range of such special rights vary for each pre-IPO invest:
ment, those rights which do not extend to all other shareholders of the
company upon listing are not permitted to survive in compliance,wiit the
general principle of equal treatment of shareholders. Set out below\isaist of
special rights commonly granted to pre-IPO investors and guidance on
whether such rights are allowed to survive upon listing:

(1) Pre-IPO investment agreements usually include a ternihidf states that if
the company does not achieve qualified IPO within a specified period of
time, the pre-IPO investors are entitled to a certain amount of compen-
sation. This is allowed if the amount to be compensated is set out or can
be derived from the compensation provision in the investment agree-
ment.

(2) Price adjustments that effectively create two different prices for the same
securities for pre-IPO investors and other shareholders at the time of list-
ing is disruptive and not allowed.

(3) All put or exit options granted to pre-IPO investors to put back invest-
ments to the company or its controlling shareholders are prohibited and
such option will only be allowed to survive listing if and when the terms
of the pre-IPO investment clearly states that the put or exit option could
only be exercised when listing does not take place and should not be
exercisable in any other event.
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(4) Any prior contractual right to a pre-IPO investor to nominate a director
i1s not allowed to survive listing as other shareholders generally do not
have such right. The nomination or appointment of a director to the
board by the pre-IPO investor should be made before the listing applica-
tion is submitted. Further, such director should be subject to retirement
and re-appointment requirements under the articles of association of the
company.

(5) All veto rights granted to pre-IPO investors such as the making of any
petition or passing of any resolution to winding-up, the carrying on any
new business, amalgamation or merger of the company or any of its sub-
sidiaries must be terminated upon listing.

(6) No preferential treatment should be given to pre-IPO investors for allo-
cation of listing securities but purchases by pre-IPO investors of addi-
tional securities of the company to maintain its shareholding
percentages is allowed.

(7) Anti-ditution rights should be extinguished upon listing.

(8) Compensation for profit guarantee is allowed if it is a private arrange-
nient between a shareholder and a pre-1PO investor and such compensa-
tion is not linked to the market price or capitalization of shares.

(95 "Generally, only negative pledges that are widely accepted provisions in
loan agreement, not egregious and do not contravene the fairness prin-
ciple under the Listing Rules are allowed. Examples of ‘widely accepted
negative pledges’ include an undertaking by the company not to create
or effect any security interest on the assets and revenues of the company
and an undertaking by the controlling shareholder not to dispose of any
interest in the economic rights or entitlements of the shares held by such
controlling shareholder. All other negative pledges will be reviewed on a
case-by-case basis.

(L0) Information rights are allowed if the information is made available to the
general public at the same time.

(11) Representation/attendance rights of pre-IPO investor representative in
Eeni::;‘ management roles are allowed but subject to the decision of the

oard.

(12) Right of first refusal and tag-along rights at the same price and on the
same terms and conditions as given to a third party purchaser will be
allowed to survive after listing.

— Disclosure in Prospectus. In addition to assessing whether special rights to

pre-IPO investors are allowed or disallowed, specific disclosure requirements

of pre-IPO investments have to be made in the prospectus. They include:

(1) details of the pre-IPO investments, including the name of each pre-IPO
investor, date of investment, amount of consideration paid, payment
date of the consideration, cost per share paid by each pre-IPO investor
and the respective discount to the IPO price, use of proceeds from the
pre-IPO investment and whether they have been fully utilized, strategic
benefits they will bring to the company, and shareholding in the appli-
cant held by each pre-IPO investor upon listing;
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(2) the beneficial owner and background of each of the pre-IPO investors
and their relationship with the company and/ or any connected persons
of the company (for an explanation of the term ‘connected persons’,
please refer to ‘Acquisition of Assets of Listed Companies — Preliminary
Considerations’ in this Item);

(3) basis of determining the consideration paid by each pre-IPO investor;

(4) whether the shares held by each pre-1PO investor will be subject to any
lock-up after listing (as part of the terms of the pre-1PO investment) and,
with basis, whether the shares held by the pre-IPO investors are consid-
ered as part of the public float;

(5) if the pre-IPO investment is in the form of share-based payments, setting
out the accounting treatment of the pre-IPO investments; the basis of the
reporting accountants’ view on the accounting treatment; and a risk fac-
tor, if applicable, on the future impact on the profit and loss of the com-
pany; and

(6) the sponsor’s confirmation, with basis, that the pre-IPO investments are
in compliance with guidance of the Stock Exchange.

[60] If a pre-IPO investment is not in accordance with guidance of the Stock

Exchange, the applicant company is expected to amend the terms of the pre-IPO
investment, defer the listing date; or unwind the pre-IPO investment.

Organizational Structure

[61] The corporate governance standards applicable to a Hong Kong listed com-
pany are classified into three types: (a) standards set forth in the main chapters of
the Listing Rules, which are mandatory; (b) certain provisions labelled as ‘code pro-
visions’ in the Corporate Governance Code, which are optional but the nen;
compliance of which must be disclosed and explained for the relevant accoyniing
period in interim reports and annual reports; and (c) the remaining prdyisions
labelled as ‘recommended best practices’ in the Corporate Governance Code,
which are encouraged but not required and the non-compliance of which need not
be disclosed. For corporate governance practices for which only recomisiended best
practices apply, issuers may devise their own protcols on teivns. they consider
appropriate.

[62] In addition to the Corporate Governance Code, a Hong Kong listed company
must include a Corporate Governance Report prepared by the board of directors in
annual reports and must contain all required information set out in Appendix 14 of
the Listing Rules. Any failure to make such disclosure is a breach of the Listing
Rules.

[63] The following sets forth the main corporate governance framework of a Hong
Kong listed company: ,

— Jurisdiction of Incorporation. The company does not have to be a company
incorporated in Hong Kong, but the Stock Exchange has the right to refuse
to list a company incorporated in another jurisdiction if it is not satisfied that
the foreign jurisdiction has standards of shareholder protection at least
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equivalent to those in Hong Kong.®» A substantial majority of companies
listed on the Hong Kong Stock Market are Hong Kong, Bermuda or Cayman
Islands companies or PRC joint stock limited companies. As at 27 September
2013, the Stock Exchange has formally ruled twenty-one jurisdictions to be
acceptable as an issuer’s place of incorporation including, the State of Cali-
fornmia and Delaware of the US, the Province of Alberta, British Columbia,
and Ontario of Canada, the Republic of Korea, and recently Labuan, Malay-
sia.

— Board of Directors. The company must have at least three independent non-
executive directors, and the independent non-executive directors must rep-
resent at least one third of the board with at least one independent non-
executive director having the appropriate professional qualifications or
accounting or relating financial management expertise. The Corporate Gov-
ernance Code requires board meetings to be held at least four times a year,
and the chairman to hold meetings with the non-executive directors at least
once a yearwithout the executive directors present. The Code also requires
direct@gs o participate in continuous professional development to develop
and fetresh their knowledge and skills and the company to arrange and fund
suilgble training for its directors, with an appropriate emphasis on the roles,
functions and duties of a listed company director. Although the Stock
xchange does not specify the amount of training a director should complete
per year, the directors are required to provide a record of training they have
received to the company. Further, to enable the board as a whole and each
director to discharge their duties, the management of a listed company is to
provide all of its directors with monthly updates on company performance,
position and prospects in sufficient detail.

— Chairman of the Board. The Corporate Governance Code recommends (but
does not require) a clear division between the responsibilities of the board
and the day-to-day management of the company’s business. Thus the roles of
chairman and chief executive officer should be separate and should not be
performed by the same individual.

— Audit, Remuneration and Nomination Committees. The company must establish
an audit committee chaired by an independent non-executive director and
consisting of a majority of the independent non-executive directors with the
terms of reference approved by the board. The minimum number of commit-
tee members is three, and at least one member must be an independent non-
executive director with the appropriate professional qualifications or
according or related financial management experience. A company must dis-
close immediately any non-compliance of the above requirements by
announcement and meet the requirements within three months after failing
to meet them.

The company must also establish a remuneration committee chaired by an
independent non-executive director and consisting of a majority of the inde-
pendent non-executive directors with the terms of reference approved by the

86 Listing Rules 19.05.
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Acquisition of Assets from Hong Kong Listed

Companies
General

[93] This section discusses the acquisition of assets from Hong Kong listed compa-
nies, including purchases of stocks and/or other assets held by such companies.

The main regulations applicable to acquisitions of this nature are the Listing Rules
and the Securities and Futures Ordinance.

Preliminary Considerations

[94] Set forth below are preliminary considerations for an acquisition of this

namre:

— How is the Acquisition Classified. The Listing Rules contain comprehen-
sive rules@overning the acquisition or disposal of assets by a listed company.
These requirements are set forth in Chapter 14 of the Listing Rules, in which
transacfions are classified by the percentage ratios resulting from the follow-

ingr Yize tests’:

AlsSiits ratio:

Profiis ratio:

Revenue ratio:

Consideration
ratio:

Equity capital
ratio:

Total assets which are the subject of the transaction

Total assets of the company

Profits attributable to the assets which are the
subject of the transaction

Total profits of the company

Revenue attributable to the assets which are the subject
of the transaction

Revenue of the company

Consideration

Total market capitalisation of the company,

Nominal value of the company’s equity capital
issued as consideration

Nominal value of the company’s issued equity
capital Immediately before the transaction
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. ) : .
[95] Where any calculations 9!_(_[16 percentage ratios produces an anomalous result
or 1s inappropriate to the activities of the company, the Stock Exchange may disre-
gard the above and consider alternative meaningful calculation methods or test

submitted by the company on a case-by-case basis.

- Wha]tm E‘ﬁe Dm:lcmmzﬂeqmrmem Depending on the percentage ratios

t";a]su ting from the five size tests’, different announcement, disclosure and
s archolder approval requirements apply. A transaction in which any of these
requirements is triggered is a ‘notifiable transaction’. ‘Notifiable transac-

tions’ are primarily governed by Chapter 14 of the Listing Rules.

The following table summarizes the classification of transactions based on their

percentage ratios under the ‘size tests’:

Share transaction (acqui-
sition of assets exclud-
ing cash):

Discloseable transaction:

Major transaction (dis-
posal):

Major transaction
(acquisition):

Very substantial disposal
of assets:

Very substantial acquisi-
tion of assets:

Where all percentage ratios are less than 5%

Where any of the percentage ratios is 5% or more
but less than 25%

Where any of the percentage ratios is 25% or more
but less than 75%

Where any of the percentage ratios is 25% or more
but less than 100%

Where any of the percentage ratios is 75% or more

Where any of the percentage ratios is 100% o
more

The following table summarizes the notification, publication azid xhareholder

approval requirements for each type of transaction:

Notification  Publication  Circular to  Shareholder  Accountants
to Exchange of Sharehold-  Approval Report
Announce- ers
ment
Share Yes Yes N
transaction ’ o o
Disclose- Yes Yes
able trans- o e e
action
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Notification  Publication  Cireular to Shareholder ~ Accountants
to Exchange of Sharehold-  Approval Report
Announce- ers
ment

Major Yes Yes Yes Yes Yes
transaction
Very sub- Yes Yes Yes Yes Yes
stantial
disposal
Very sub- Yes Yes Yes Yes Yes
stantial
acquisition
Reverse Yes Yes Yes Yes Yes

takeover

The Listing Rules impose different disclosure requirements based on the signifi-

canceel the transaction. Generally, the more significant the transaction, the more
déails are required:

— Whether the Acquisition involves a ‘Connected Person’. In addition to assessing the

classification of the acquisition under the ‘notifiable transaction’ require-

| ments as described above, the parties should also determine whether a trans-

' action is a connected transaction under the Listing Rules. If any contractual

party in the acquisition is a ‘connected person’ of the listed company, the

transaction is likely a ‘connected transaction’. ‘Connected transactions’ are
primarily governed by Chapter 14A of the Listing Rules.

The term ‘connected persons’ is broadly defined under the Listing Rules to
provide safeguards against directors, chief executives and substantial share-
holders (or their ‘associates’) taking advantage of their positions when the
listed company enters into transactions with them. Generally, ‘connected
persons’ include:'**

(1) Directors, chief executive, ‘substantial shareholders’ (i.e., holders of 10%
or more of the voting power at any general meeting) of the listed com-
pany and any person who was a director of the listed company in the past
twelve months (referred to in this article collectively as ‘core affiliates’);
and

(2) ‘Associates’ of the foregoing persons.

In the context of connected transactions, ‘associates’ are widely defined and
include:

130 Listing Rules 14A.1 1.
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(1)

(2)

(3)

(4)

In the case of a core affiliate who is a natural person, (i) his immediate
family members (i.e., spouse and children), the trustees of any trusts in
which the core affiliate and his immediate family members are beneficia-
ries; and entities in which the core affiliate, the trustees of his family
trusts, and his immediate family members have 30% or more of the vot-
ing power or the ability to control a majority of the board of directors,
and the subsidiaries of such entities;'*" (ii) his expanded family mem-
bers (i.e., person cohabiting as a spouse, parents and siblings) and enti-
ties in which his expanded family members have 50% or more of the
voting power or the ability to control a majority of the board of direc-
tors;'32 and (iii) to the extent deemed appropriate by the Stock
Exchange, his further expanded family members (i.e., in-laws, grand-
parents, grandchildren, nephews and nieces) and entities in which his
further expanded family members have 50% or more of the voting
power or the ability to control a majority of the board of directors.'**
In the case of a core affiliate that is a corporate entity, (i) any entity that
is its holding company or a subsidiary or a fellow subsidiary of its hold-
ing company (each, a ‘group member’); (i) the trustee of any trust in
which the core affiliate 1s a beneficiary (a ‘corporate interest trustee’);
(iii) any entity in which the core affiliate, together with its group mem-
bers and corporate interest trustees, have 30% or more {‘}F the voting
power or the ability to control a majority of the board of directors;

Any person or entity with whom a core affiliate has entered, or proposes
to enter into any arrangement with respect to the acquisition that is in
the opinion of the Stock Exchange, should be considered a connected
person; and

Non wholly-owned subsidiaries of the listed company where connecges!
persons of the listed issuer (other than at the level of its subsidaties)
have 10% or more of the voting power (‘affiliated entities’) and‘subsid-
iaries of such affiliated entities.

Only a narrow category of connected transactions are exempt frgantie disclosure,
reporting and sharecholder approval requirements. The main exémptions include:

(1) Intra-group transactions; or
(2) A connected transaction on normal commercial terms where each of the

percentage ratios (other than the profits ratio) is (x) less Lhan{ﬂ._l%; or (y)
less than 1% and the transaction is connected only because it involves a
person who is a connected person of the Hong Kong listed company by
virtue of its/his relationship with the company’s subsidiary(ies); or (z)
less than 5% and the total consideration is less than HKD1,000,000.

151 Listing Rules 1.01.
132 Listing Rules 14ACLLL

153 Jhid.
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A connected transaction on normal commercial terms where each or
all of the percentage ratios (other than the profits ratio) is/are less than
5% or less than 25% and the total consideration is less than
HKD10,000,000 are exempt from independent sharcholders” approval.
The shareholder approval requirement will increase uncertainty in the
successful completion of the acquisition, because any shareholder with a
material interest in the acquisition and its associates must abstain from
voting.

— Whether the Target Assets involve a Mineral Company. A iransaction
mnvolving the acquisition of mineral or petroleum assets and a Hong
Kong listed company will be subject to additional requirements under
Chapter 18 of the Listing Rules. Among others, the requirement of a
competent person’s report may impact the timing of the acquisition.
For additional details regarding specific disclosure requirements of a
mineral company, please refer (o ‘Operation of Hong Kong Listed

Cdmpanies — Special Requirements for Mineral Companies’ in this Item.

Mechanics of an Acquisition Transaction

[963, The mechanics of asset acquisitions vary significantly, depending on the sig-
nificance of the transaction, the parties involved and the assets being transferred.
Yor illustration purposes, an unaffiliated acquirer entering into a ‘major’ or more
significant acquisition with a listed company will involve the following stages:

— Negotiation. Because an asset acquisition may affect the price and market
activity of the shares, information concerning a potential acquisition consti-
tutes both “price-sensitive information’ under the Listing Rules and ‘inside
information’ under the Securities and Futures Ordinance. The listed com-
pany must do the following:

(1)

(2)

(3)

take special precautions to maintain the confidentiality of the discussions
and negotiations, such as limiting employees’ access to such information
on a ‘need-to-know’ basis;

ensure that parties in possession of price-sensitive information will not
trade the shares with counterparties not in possession of such informa-
tion; and

act promptly when it believes that news concerning a potential acquisi-
tion is leaked to outside parties.

— Pre-Deal Trading Suspension. If the necessary degree of confidentiality cannot
be maintained or that confidentiality may have been breached before a
definitive agreement can be signed, the listed company should:

(1)
(2)

make a prompt assessment of the likely impact of these events on its
share price or market activity;

decide consciously whether any price-sensitive information can be
released at this time; and
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which case the terms of such agreement will prevai], provided that not less

seven days’ notice is given.

B 'lfl:::m 8€ ation ¥ayment. T]%:: items and amount of pa}'lI.lel:ltS fp;:;,;althli :[lr :CI:
employee on the termination of employment or expiry {)h [t]ns e
depend on a number of factors, such as the length of S"ﬂ“c;i t eb;r 2 ee
employment contract and the reasons for the termination. ]ota &1 Mhle}-{p 5
of pav:'nent:; required by the Employment Ordinance may :-edapp {;ca &
(1) Severance Payment. An employee who has been employed un E(Ii' l?)l n-

tinuous contract for twenty-four months or more and is dismissed by ;c;-
son of redundancy or lay-off is entitled to a severance pa}'IPerl]t. : ﬁ
amount of severance payment is two thirds of the employee sfast uh
month’s wages or two thirds of HKD22,500, whichever is less, for belac'
year of service.'” The current maximum severance payment payabic 15
HEKD390,000.'** The amount of any gratuity or re_urcmenl_schefme paﬁr-
ment to the employee, based on length of service, is deductible from the
amount of severance payment entitlement. In the case of a :leu'mmetu
scheme payment, only the employer’s contributions (and interest
be deducted."* _

(2) gﬁgﬁzﬁ: Bjﬁhjmm. An employee is entitled to a long S}t;:‘!‘\'lCE anr];lem
on termination of employment by the employer if he/she (x) a(sl een
employed under a continuous contract for five years or rnon:i ar: IE}rLﬁ
dismissed for any reason other than redundancy or mlscobn uc e
employee who has been paid a severance payment wﬂ} not be v:znut o
a long service payment. The calculation of long service payment 1
same as severance payment and is also subject to the same maximum

above. _

- Unr::]szﬁlzsaﬂe&’mngful Dismissal. An employer will have IIIEEHS\Z:U
risks if it terminates an employee other than for a valid reason as Sp?:,l-;f: ll in
the Employment Ordinance or if the dismissal is in cenLraven_ugn < h\l»‘[ ;-;v
In addition, if the terms of the employment contract are varied without the
employee’s consent and the employment contract does 'nf“u rf:.’_}mau: 3(_:]
express term which allows for such a variation, this will conatitiite constru
tive dismissal.'®"

Employment Matters in Mergers and Acquisitions
[117] Employment issues are generally not problematic in a stock acquisition. An

ili d prior to the trans-
irer would largely depend on the due diligence conducted p DL
:?[:lilcl)]n to idenlif;-irsgsues with respect to labour contracts in place. Any liability under

147 Section 316G Employment Ordinance.

148 Section 316G and Schedule 7 Employment Ordinance.
149 Section 311 Employment Ordinance.

150 Section 31R, Section 318 Employment Ordinance.

151 Section 32A Employment Ordinance.
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labour contracts usually can be limited by contractual provisions in the share pur-
chase agreement.

[118] If the acquisition is in the form of a transfer of business (i.e., where asset and
goodwill of an enterprise are sold or transferred on an going concern basis), Hong
Kong law provides that the contracts of the employees, including written or
implied oral agreements, do not automatically transfer to the acquirer. Accord-
ingly, when the acquirer acquires the business, all existing employment contracts
with employees will be deemed to have been terminated and termination payment
may become due and payable,

The acquirer, however, can minimize its liability of termination payments by fol-
lowing the following procedures:

~ notice is given to the employee offering employment not less than seven days
before the date of the employees’ transfer;

— the offer of employment to the employees is on terms that are either identi-
cal to thos@wunder the employees’ existing employment contract or consti-
tute a watiten offer of suitable employment on terms no less favourable to the
emplgyrecs than those under which they were previously employed,;

— employment is renewed on or before the date of termination of the employ-
ewt contract with the former owner; and

2 Wie acquirer agrees to recognize the employees’ previous service for the pur-
pose of calculating severance payment or other benefits in the future.

Provided that the above requirements are fulfilled, the acquirer will not be required
to make any statutory severance payments when an employee unreasonably refuses
an offer on these terms. However, if the employee has been under continuous

employment for five years or more as of the termination date, he/she will still be
entitled to the long service payment.

ACCOUNTING TREATMENT

General

[119] Hong Kong companies are required to prepare their accounts under the
HEKFRS. The HKFRS sets out recognition, measurement, presentation and disclo-
sure requirements for the reporting of transactions and events that are important
in general purpose financial statements. The application of HKFRSs, with addi-
tional disclosure when necessary, is presumed to result in financial statements that

give a ‘true and fair view’ of the financial position, financial performance and cash
flows of a company.

[120] As of 30 September 2013, the HKFRS consists of twenty-nine distinct
accounting standards, thirteen financial reporting standards and several interpre-
tations. Each standard relates to a specific topic such as presentation of financial
statements, inventories, statement of cash flows, and income taxes. One of the
main principles of Hong Kong accounting standards is that an entity prepares its
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financial statements, except for cash flow information, using the accrual basis of
accounting.

Accounting Treatment for Business Combinations

[121] The financial reporting by an entity when it undertakes a business combina-
tion is governed by HKFRS 3. In particular, HKFRS 3 specifies that all busmes:s
combinations should be accounted for by applying the purchase method, unless it
is a combination involving entities or businesses under common control. Forma-
tions of a joint venture or the acquisition of an asset or a group of assets that does
not constitute a business are not ‘business combinations’ under HKFRS 3.

[122] Under the purchase method, the acquirer recognizes the target company’s
identifiable assets, liabilities and contingent liabilities, minority (or _‘non-
controlling’) interests in the target company, and goodwill as at the acquisition
date. These items are measured, with some exceptions, at their fair values. Sai_ne
assets and liabilities are required to be recognized or measured in accordance with
other HKFRSs rather than at fair value. These include assets and liabilities falling
within the scope of HKAS 12 (Income Taxes), HKAS 19 (Employee Benefits),
HKFRS 2 (Share-based Payment) and HKFRS 5 (Non-current Assets Held for Sale
and Discontinued Operations):

— Fair Value. Fair value is the price that would be received to sell an asset or
paid to transfer a liability in an orderly transaction between market partici-
pants at the measurement date. HKFRS 13 defines fair value, provides guid-
ance on how to measure fair value under HKFRS, and requires information
about those fair value measurements to be disclosed.

— Acquisition Date. Acquisition date is defined as the date on which{the
acquirer effectively obtains control of the target company. An invesien,con-
trols an investee when it is exposed, or has rights, to variable returns from its
involvement with the investee and has the ability to affect those' returns
through its power over the investee, therefore it is not necessary-ior a trans-
action to be closed or finalized at law before the acquirer obtains control. All
pertinent facts and circumstances surrounding a business combination are
considered in assessing when the acquirer has obtained control.

Treatment of Key Items

[123] The following summarizes the treatment to be accorded to the key items in a
business combination:

— Consideration. The acquirer measures the cost of a business combination as
the aggregate of the fair values of assets given, liabilities incurred or
assumed, and equity instruments issued by the acquirer, in exchange for con-
trol of the target company. The fair values of these items are measure as at the
date of exchange.
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— Transaction Costs. These are costs such as professional fees paid to accoun-

tants, legal advisers, valuers and other consultants to effect the business com-

bination. They do not include general administrative costs, such as the costs

of maintaining an acquisitions department. Such costs shall be accounted for
as expenses in the periods in which the costs are incurred and the services are
received. The costs to issue debt or equity securities are recognized in accor-

dance with HKAS 32 and HKAS 39,

Identifiable Assets and Liabilities of Target Company. The identifiable

assets and liabilities that are recognized in accordance with the requirements

set forth in HKFRS 3 include all of the target company’s assets and liabilities
that the acquirer purchases or assumes, including all of its financial assets
and financial liabilities:

(1) Restructuring costs. Examples of new liabilities that can be recognized
include payments that the target company is contractually required to
make to its employees in the event that it is acquired in a business com-
binatibk, Such payments constitute a present obligation of the target
copsppany that is regarded as a contingent liability until it becomes prob-
abl=-that a business combination will take place. The contractual obliga-
tion is then recognized as a liability by the target company in accordance
with HKAS 37 when a business combination becomes probable and the
liability can be measured reliably. Therefore, when the business combina-
tion is effected, that liability of the target company is recognized by the
acquirer as part of allocating the cost of the combination.

In contrast, the target company’s restructuring plan whose execution is
conditional upon it being acquired in a business combination is not,
immediately before the business combination, a present obligation of the
target company. Nor is it a contingent liability of the acquirer immedi-
ately before the combination because it is not a possible obligation aris-
ing from a past event whose existence will be confirmed only by the
occurrence or non-occurrence of one or more uncertain future events not
wholly within the control of the target company. Therefore, an acquirer
cannot recognize a liability for such restructuring plans as part of allocat-
ing the cost of the combination.

(2) Tax losses. Examples of assets that can be recognized include assets not
previously recognized in the target company’s financial statements. For
instance, a tax benefit arising from the target company’s tax losses that
was not recognized by the target company before the business combina-
tion qualifies for recognition as an identifiable asset if it is probable that
the acquirer will have future taxable profits against which the unrecog-
nized tax benefit can be applied.

(3) Non-controlling interests. The acquirer should measure the components of
non-controlling interests in the target company at either fair value or the
proportionate share in the recognized amounts of the target company’s
identifiable net assets and such value should be assessed by reference to
the acquisition date.
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— Goodwill and Intangible Assets of the Target Company. Goodwill and
intangible assets are acquired in a business combination at cost less any accu-
mulated impairment losses: _

(1) Goodwill. Goodwill is defined under HKFRS as ﬁJL_ure_ economic hery:ﬁts
arising from assets that are not capable of being individually identified
and separately recognized. Goodwill acquired in a business combination
represents a payment made by the acquirer in anticipation of future eco-
nomic benefits from assets that are not capable of being individually
identified and separately recognized. It is measured as the excess of (x)
the aggregate of the consideration transferred and the amount of any
non-controlling interest in the target company over (y) the net of the
acquisition-date amounts of the identifiable assets acquired apd the
liabilities assumed. If the acquirer has made a gain from a bargain pur-
chase, that gain is recognized in profit or loss. _ _

(2) Intangible Assets. Intangible asset is deﬁned under HKFRS as an ldemLﬁ-
able non-monetary asset without physical substance. HKAS 38 provides
guidance on determining whether the fair value of an intangible asset
acquired in a business combination can be measured reliably. In accor-
dance with HKAS 38, an asset meets the identifiability criterion in the
definition of an intangible asset only if it (a) i_s separable (i.e., capable of
being separated or divided from the entity and sold, transferred,
licensed, rented or exchanged, either individually or together with a
related contract, identifiable asset or liability); or (b) arises from contrac-
tual or other legal rights, regardless of whether those rights are transfer-
able or separable from the entity or from other rights and obligations.

Reporting of the Target Assets

[124] HKAS 36 sets forth the procedures that an entity applies to ensurg, that its
assets (including goodwill and intangible assets) are carried at no moré tan their
recoverable amount. An asset is carried at more than its recoverablé amiount if its
carrying amount exceeds the amount to be recovered through use or sale of the
asset. Carrying amount is the amount at which an asset is recognized after deduct-
ing any accumulated depreciation (amortization) and accumulated impairment
losses thereon. Recoverable amount is the higher of (x) fair value less costs to sell
and (y) value in use.

[125] If the carrying amount of an asset exceeds its rec:?verable amount, ll_le asset
is described as impaired, and HKAS 36 requires the'entlty Lo recognize an impair-
ment loss. An impairment loss is the amount by which the carrying amount of an
assel exceeds its recoverable amount.

[126] At each reporting date, an assessment must be made to determine whether

there is any indication that an asset may be impaired. If any such indication exists,
the recoverable amount of the asset must be determined. Further, goodwill and
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mmtangible assets with an indefinite useful life must be tested for impairment annu-
ally irrespective of whether there is any indication that such assets may be
mmpaired, or more frequently if events or changes in circumstances indicate that it
might be impaired, in accordance with HKAS 36.

MANAGING DIRECTORS’ CONFLICTS IN
ACQUISITIONS

Overview

[127] This item discusses the management of directors’ conflicts found in acquisi-
tions by explaining the duties of directors in managing conflicts, identifying the
more common scenarios in which directors’ conflicts arise, describing ways to pre-
vent, identify ax{dumanage directors’ conflicts and mitigate the damages caused,
and considering the limits of insurance and indemnification.

[128] Directdrs frequently encounter actual and potential conflicts in managing
acquisitions. Improper handling of conflicts in major acquisitions is one of the
mosi~carninon corporate governance breaches, exposing the company and direc-
to1S4p potential civil and criminal liabilities. A failure to timely identify and resolve
tizeCiors’ conflicts is a classic scenario for shareholders litigation and regulatory
investigations. Such proceedings are lengthy, costly and distracting and can often
cause significant economic and reputational loss to the company. The risk of such
actions has increased in recent years as sharcholders and regulators become more
and more proactive in subjecting directors to greater serutiny and accountability. It
is in the company’s interest to take precautionary measures because most problems
arising from directors’ conflicts could be mitigated or cured if intervened at an
early stage.

Duties of Directors

[129] Directors’ duties can be classified into internal and external standards. The
internal standards are set forth in the constitutional documents and corporate gov-
ernance guidelines of the company and directors’ service contracts with the com-
pany. The external standards are the legal requirements in which the company is
incorporated, the shares of the company are listed and the transaction. To handle a

conflict of interest properly, a director needs to satisfy both the internal and exter-
nal standards.

[130] This section discusses the Hong Kong legal requirements for directors in
handling conflicts of interest in acquisitions, with special emphasis on the stan-
dards applicable to Hong Kong listed companies. Note, however, that in most
cases, the Hong Kong standards are not the only applicable external requirements

81



CORPORATE ACQUISITIONS AND MERGERS

— Change of control in the company — conflicts may arise because a director is
a significant shareholder of the company or a director, officer or significant
shareholder of another company capable of exerting significant influence,
through voting control or otherwise, over the management of the company.

— Acquisition financing — conflicts may arise because a director is associated
with one or more of the company’s bankers or professional advisers.

— Confidential information relating to the acquisition — conflicts may arise
because a director is required to make trading decisions from time to time,
such as acting as an officer in an investment bank, private equity fund, or
hedge fund that takes material positions in securities.

— Industry in which the target company operates — conflicts may arise because
a director is associated with the target company or one or more of the target
company’s competitors or where the director is otherwise in a position to
profit from the acquisition through his directorship in the company.

Handling Conflicts in Acquisitions

[155] Having identified a conflict situation, management must ensure that a direc-
tor whose independent judgment is tainted by his personal interest in the subject
matter will not have the power to decide on the company’s behalf. To mitigate
issues arising from directors’ conflicts, the company could:

— Delegate the subject matter to an independent committee consisting of dis-
interested directors — examples include a go private proposal made by a sig-
nificant shareholder of the company.

— Defer the subject matter to disinterested shareholders — examples include
the company’s purchase of a new business from its controlling shareholdet;
Where such approval can be obtained, this may well be the best solutior, 50
long as full disclosure is made to shareholders.

— Present an improper exercise of power to shareholders for raufication —
examples include a joint venture project in which one or more diregtors had
an indirect interest that was not disclosed initially. Hong Kong tonrts gener-
ally do not interfere with ratification of breaches by sharehaiders, although
ratification cannot cure a regulatory violation caused by theconflict.

Investigating Alleged Conflicts

[156] Many allegations of directors’ conflicts are made by employees. Others are
made in queries from the Stock Exchange or the Securities and Futures Commis-
sion (which in turn are often prompted by informants linked to the company) or in
derivative actions (in common law or under the Companies Ordinance) against the
company and the relevant directors. In the more serious cases, the allegations may
have already caused a suspension or imminent suspension of trading.

[157] Disinterested directors should remain vigilant in handling such an allega-
tion. If they do not act appropriately, they may also put themselves in breach of
their duties, giving rise to another conflict situation caused by their inaction to deal
with the earlier conflicts involving their fellow directors.
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[158] The company may initiate internal investigations as a response. An investi-
gation into directors” conflicts in an acquisition is typically conducted by an inde-
pendent committee whose work is supported by outside professional advisors.
Management should:

Act honestly to restore market confidence in the company.

Promptly disclose material information uncovered in the investigation as
part of the company’s duty to public shareholders.

Adequately address the concerns and inquiries of the market regulators.
Deal with any actual or potential claims against the company.

Strengthen the company’s corporate governance so that similar mistakes will
not happen again.

|

[159] Independent investigations are often costly and time-consuming. Manage-
ment should plan carefully to minimize the disruption to the company’s normal
operations without compromising the above principles.

[160] Undegstandably, the company has a strong desire to preserve the confiden-
tiality of thejanalysis of its corporate counsel. Unfortunately the law of legal privi-
lege in the/context of a corporate investigation remains unsettled. A frequent issue
arisinig in this context is whether the company is deemed to have waived its legal
privilege when it voluntarily shares its internal legal memorandum and other
analysis with third parties, such as forensic accountants. Although Hong Kong
courts still appear to follow the English approach by adopting a strict interpreta-
tion of legal privilege, a recent decision of the Court of Final Appeal leaves it open
whether courts may adopt a more liberal interpretation by following the Australian
approach in the future. Under the Australian approach, the participation of law-
yers in the engagement and management of the forensic accounting experts
required to conduct investigations is no guarantee that the documents disclosed
will be privileged.

Indemnification and Insurance

[161] The company has an interest to attract talented individuals to serve as direc-
tors and motivate them to exercise diligence in performing their roles and act
solely in the company’s best interests. From the perspective of the company,
indemnification and insurance only serve to transfer the consequences of a direc-
tor’s conflict after the conflict has occurred and caused damage; they even increase
the risk of conflicts occurring by minimizing the personal liability of the directors.
Hence, performance motivation and liability protection are two competing inter-
ests if talented individuals are attracted solely through indemnification and insur-
ance.

[162] From the perspective of directors, indemnification and insurance may not
offer full protection. Directors of a Hong Kong company are only allowed to limit
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their liability as against third parties: section 165 of the Companies Ordinance pro-
hibits a company from indemnifying its directors for any liability owed to the com-
pany itsell (or a related company). In a recent decision of the Hong Kong Court of
Appeal, a director was prevented from relying on the indemnity provisions con-
tained in the company’s bylaws on the basis that she was not privy to the constitu-
tional documents of the company. The director was also prevented from relying on
the indemnity provisions contained in a separate deed of release and indemnity
that she had signed with the company on the basis that the deed covered only third
party claims.

[163] In contrast, if individuals are attracted to the company through a good cor-
porate governance framework, performance motivation and liability protection
need not be competing interests. The company could provide in its policy that a
director’s compliance with the written protocols in the framework will be presumed
to have exercised his duties adequately in terms of conflicts handling. This could
offer certainty and comfort without distorting their behaviour.

RECENT DEVELOPMENTS

[164] Some of the Hong Kong listed companies have a variable interest entity
(generally known as ‘“VIE’) structure. The structure is commonly found in compa-
nies operating in the media and telecommunications sectors in China where for-
eign ownership is prohibited. Under a VIE structure, the Hong Kong listed
company enters into long term and extendable contractual arrangements pursuant
to which the Hong Kong listed company, through PRC enterprises wholly owned
by the Hong Kong listed company, effectively controls and consolidates the finap:
cial position and operating results of the PRC operating entities owned by PRI
nationals. The Hong Kong listed company recognizes and receives substantialiy all
economic benefits of the business and operation of the PRC operating entities, and
their operating results are reflected in the consolidated financial staterments of the
Hong Kong listed company under applicable accounting principles’

[165] In an arbitration award rendered in 2011, a PRC arbitrationiviribunal consid-
ered a contractual dispute arising from a VIE structure. The tribunal was of the
view that the VIE arrangement had violated PRC regulations prohibiting foreign
investments in restricted sectors and hence invalid. However, as an arbitral award is
the result of a private dispute resolution and has no judicial standing, it only serves
as mere guidance as to how a court might approach similar matters. Legal risks and
uncertainties related to VIE structures remain.

[166] In a court ruling rendered in October 2012, the PRC Supreme Court consid-
ered the use of an entrustment structure in a restricted industry. Although the court
did not directly challenge the legality of the VIE structure, it nevertheless ruled
that where agreements were entered into with the clear intent of circumventing
China’s restrictions on foreign investments in certain restricted industries and the
contractual parties intentionally breaches PRC laws and regulations, such agree-
ments are invalid and unenforceable.
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[167] As recent as August 2013, an acquisition transaction involving a VIE struc-
ture was completed by a Hong Kong listed company. In this transaction, the Hong
Kong listed company acquired an offshore target company. The offshore target
company, through PRC wholly owned foreign enterprises, entered into structural
agreements with PRC operating entities engaged in the remote sensing and GIS
business in the geographic information industry. a sector in which foreign owner-
ship of the business is restricted. At the time of the transaction, the PRC lawyers
were of the opinion that each of the structural agreements in this case is legally
binding and enforceable under applicable laws of the PRC, but no assurance could
be given that such VIE arrangement would not be affected by future changes in
PRC policies. The transaction suggests that VIE structures remain acceptable on a
case-by-case basis with variable degrees of legal risks and uncertainties.
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