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Abstract

As the ongoing shareholding structure reform continues to reduce the level of own-
ership concentration of Chinese listed companies, hostile takeovers have been on the
rise in China, so has the use of takeover defences. The recent high-profile case of
Vanke vs Baoneng has generated an intensive social debate on the use of takeover
defences and their regulation in China. This paper undertakes an in-depth study of
the Chinese regime for takeover defences both in the books and in practice. From
a comparative perspective, it reveals that Chinese law is a mixture of experiences
transplanted from overseas jurisdictions, but functions differently due to the unique
local conditions in China. It then empirically examines how takeover defences are
used in practice, finding that takeover defences, particularly ex ante defences, are
widely adopted by Chinese listed companies. This is a matter of concern given
that takeovers have important economic functions particularly at the present stage
of China’s economic development. In spite of this, the paper refutes the idea of a
blanket ban on the use of takeover defences, because takeover defences have both
beneficial and detrimental effects. In regulating takeover defences, there needs to
be a delicate balance between allowing the use of takeover defences and protecting
shareholders’ rights. It is submitted that the primary power to decide on the use of
takeover defences should be vested in the hands of shareholders. Considering the
local situation in China where the main agency problem of corporate governance
is between majority and minority shareholders, it is further argued that the issue of
takeover defences should not be left entirely to shareholders in the name of corpo-
rate autonomy, but rather need to have some legal intervention to protect the rights
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of shareholders, particularly minority shareholders, in relation to the use of takeover
defences.

Keywords Hostile takeover - Takeover defence - Corporate ownership structure -
China - Comparative perspective - Empirical study

1 Introduction

Takeovers are a significant feature of corporate life and as such have attracted enor-
mous attention in securities laws worldwide. Although the Chinese securities market
was established at the beginning of the 1990s and has since grown rapidly, hostile
takeovers did not become an issue until recently. In the last 2-3 years, the weak
stock market, ample funds for takeover transactions, and the less concentrated share-
holding structure of Chinese listed companies together provide a favourable environ-
ment for hostile takeovers. Hostile takeovers are on the rise, so is the use of takeover
defences. The recent high-profile case of Vanke vs Baoneng,' for example, has gen-
erated an intensive social debate on the use of takeover defences and the regulation
thereof in China.

Depending on the time when takeover defences are used, they can be broadly
divided into two categories, namely ex ante defences and ex post defences. Ex ante
defences are introduced before the emergence of an imminent takeover offer, and
they usually take the form of provisions in the articles of association of listed com-
panies. By contrast, ex post defences are initiated after a specific takeover threat
arises, and apart from constitutional provisions, there are a variety of defensive
tactics. In general, ex ante defences are proactive, prophylactic and long standing,
while ex post defences are reactive, targeted and one off.

Internationally, different jurisdictions have adopted different laws on the issue of
takeover defences. Naturally, each regulatory model has its advantages and disad-
vantages, and the efficacy of any law depends very much on the particular context
in which it operates. Drawing upon international experiences, China has formally
established its legal regime for takeover defences since 2002. How has China trans-
planted foreign laws in relation to takeover defences? Are they properly adapted to
the Chinese local conditions? Have they been effectively enforced in practice? How
can the Chinese law be improved? This paper aims to shed light on these questions,
examining both the law in the books and the law in action for takeover defences in
China. It will first discuss the relevant rules governing takeover defences under Chi-
nese law and compare them with their counterparts in overseas jurisdictions. This
is followed by a comprehensive empirical enquiry into the use of takeover defences
in practice, including both ex ante and ex post defences. The empirical findings will
then be used to inform and anchor a theoretical analysis of the problems and pros-
pects related to takeover defences in China.

! The case will be discussed in detail in Sect. 2.2.
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2 A Background Discussion: The Market for Takeovers
2.1 The Rise of Hostile Takeovers: Three Preconditions

Why have hostile takeovers recently been on the rise in China? International experi-
ences have shown that hostile takeovers will emerge if share ownership becomes
sufficiently dispersed and macroeconomic factors make acquisitions attractive.? In
Japan, for instance, the rise of hostile takeovers in the early 2000s was mainly attrib-
uted to the changes in the market environment: many public firms in Japan were
traded below their asset values at that time; there was a pool of institutional share-
holders that had sufficient funds and relevant expertise for hostile takeovers; and the
level of institutional cross-shareholding of Japanese public firms declined precipi-
tously.? This set of circumstances that are conducive to hostile takeovers is also pre-
sent in China to some extent, including attractive targets, adequate funding and a
favourable shareholding structure of the target. The Chinese stock market has not
seen these three preconditions until very recently (in the last 2-3 years).

To start with, many Chinese listed companies have become attractive takeover
targets as a result of the declining stock market. The Shanghai Composite Index
recently dropped over 40% in one year, from more than 5000 in mid-June 2015 to
less than 3000 in late September 2016. During this period, 59% of companies lost
more than 30% of their peak stock values. The manufacturing giant China First
Heavy Industries, for example, lost 72% of its market value during this period.* The
plunging stock market even leaves some of the state’s best companies vulnerable to
takeovers because a battered stock is cheaper to buy and is thus more attractive to an
acquirer.

Secondly, takeover funding used to be an obstacle for potential buyers in China.
There was a time when merchant banks were prevented from providing take-
over funding,’ and private loans between legal persons were prohibited.® These
restrictions, however, were gradually removed, as part of the government efforts
to improve financing services for small and micro businesses. In 2008, the China
Banking Regulatory Commission prescribed that merchant banks can provide fund-
ing for takeover buyers.” In 2015, the Supreme Court released an important judicial
interpretation, which not only removed the 10-year ban on private loans between

2 Armour et al. (2011).

3 Milhaupt (2005).

4 Data collected from the Wind database.

5 Dai Kuan Tong Ze (5%3%@MI) [General Rules for Lending], promulgated by the People’s Bank of
China on 1 August 1996. According to Art. 20, loans should not be used for equity investment unless
otherwise permitted by legislation.

6 Zhongguo Renmin Yinhang Guanyu dui Qiye Jiedai Wenti de Dafu (FEARSRITR T MLIEE
EIRHIER) [Replies about Loans between Enterprises by the People’s Bank of China], issued by the
People’s Bank of China on 16 March1998, which expired in 2015..

7 Shangye Yinhang Binggou Daikuan Fengxian Zhiyin (FEL5R1T FMREEFAXBEIES]) [Guidelines on
the Risk Management of M&A Loans of Commercial Banks], promulgated by the China Banking Regu-
latory Commission on 12 June 2008, which expired in 2015.
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non-financial institutions, but also upheld the validity of peer-to-peer (P2P) lend-
ing, an important form of internet finance.® With the rapid development of internet
finance in China in the last two to three years,” raising funds through private place-
ment, P2P lending, and internet insurance instruments has never become so conveni-
ent in history.

Lastly, for a hostile acquirer with sufficient money and a desirable target, the task
of buying used to be very difficult in China due to the highly concentrated share-
holding structure. Traditionally, many Chinese listed companies had a very high
level of shareholding, usually the controlling stake, which was not allowed for trad-
ing.!% Non-tradable shares were created by the government in the early 1990s to
prevent uncontrolled sales of State-Owned Enterprises (SOEs) to the private sector,
but the system artificially distorted the functioning of the market and caused many
corporate governance problems such as opportunism on the part of the state major-
ity shareholder and the inhibiting effect on hostile takeovers. In recognition of the
problems associated with overly concentrated ownership patterns, the China Securi-
ties Regulatory Commission (CSRC) rolled out an innovative plan for the reform of
the shareholding structure entitled Share Split Reform (Guquan Fenzhi Gaige) in
2005. Under this reform, the holder of previously non-tradable shares, notably the
state, was given the right to sell the shares freely on the stock exchange. In exchange
for such a right, the holder of previously non-tradable shares should pay a negotiated
amount of compensation to other shareholders. The Share Split Reform had largely
finished by the end of 2006.!!

The 2005 reform provides an environment that is conducive to the rise of hostile
takeovers in China. By making the formerly non-tradable shares tradable, the reform
has significantly reduced the level of ownership concentration in Chinese listed
companies. It can be seen from Table 1 that there has been a clear decline in the
shareholding of Chinese listed companies during the period between 2004 (the year
immediately before the 2005 shareholding structure reform started) and 2016 (the
tenth year after the reform): the mean decreases from 41.75% to 34.12%, represent-
ing a drop of about 18%; and the median slides from 39.91 to 32.00%, representing
a drop of about 20%.

Figure 1 furthermore groups the companies into four categories, according to
the shareholding of their largest shareholders. As Fig. 1 shows, the years after the
reform witnessed a noticeable decrease in the percentages of companies with their

8 Guanyu Shenli Minjian Jiedai Anjian Shiyong Falv Ruogan Wenti de Gui Ding (= F &I REE R E M
SEREA2E TIRIREIAE) [Provisions of the Supreme People’s Court on Several Issues concerning the
Application of the Law in Private Lending Cases], issued by the Supreme People’s Court on 8 June 2015.

° Detailed discussions on internet finance can be seen in Xie et al. (2015).

10 For a more detailed discussion of the shareholding structure in Chinese listed companies, see Huang
(2014), para. 10.2.

1 See Huang (2008). In order to spread its impact on the market over time, the reform took a gradual
approach by stipulating an upper limit on the percentage of non-tradable shares that can be made freely
tradable on a yearly basis. This means that parts of the non-tradable shares were still subject to restricted
trading for several years after 2006. These restricted shares however should be distinguished from non-
tradable shares, as they are tradable by their very nature and the restriction will automatically disappear
after a certain time.
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largest shareholders holding more than 50%, and a moderate increase of companies
with the largest shareholders holding less than 10% and 10-30% of the shares. Apart
from the change in percentage terms, attention should also be paid to the change in
absolute terms. As the total number of listed companies increased substantially dur-
ing the period of 2004-2016, there are significantly more companies with the largest
shareholders holding less than 30% of the shares. As shown in Fig. 2, in 2004 there
were only 1297 listed companies in the sample, 35% of which had a smaller than
30% largest shareholder, and hence the number of companies in this category was
454; in 2016, even though the companies with the largest shareholders holding less
than 30% accounts for 44% of all listed companies, the absolute number of this type
of companies grew to 1397 (more than three times that in 2004, because the total
number of listed companies jumped to 3175).

2.2 A Case Study: Vanke vs Baoneng

The hostile takeover bid for Vanke by Baoneng has attracted enormous attention
both in China and internationally.'> The case serves as a wake-up call that, with the
maturity of the three pre-conditions, hostile takeovers have now become a reality in
the Chinese stock market.

The target company, Vanke, is regarded as an icon property development com-
pany in China with large capitalization and a good reputation in terms of profitabil-
ity and corporate governance, but at the time of the takeover it had quite low share
price for various reasons. Unlike many listed companies in China, Vanke’s share-
holding structure was highly dispersed before the case, with only six shareholders
holding more than 3% of the shares and the then largest shareholder Huarun (a state-
owned enterprise at the central level) owning only 15.29%. Baoneng, the acquirer,
started off as an agricultural product company in Shenzhen and has developed into
a corporate group branching into many businesses such as property development,
finance, logistics and medical services. Compared to Vanke, Baoneng is much less
well known in the business world and is much smaller in size. From July to Decem-
ber 2015, Baoneng continued to acquire Vanke shares through several subsidiar-
ies, notably an insurance company called Qianhai Life Insurance. On 17 December
2015, Baoneng came to hold 23.53% of Vanke’s shares thereby becoming the larg-
est shareholder, and on 5 July 2016 Baoneng increased its shareholding further to
24.97%. 1t should be noted that in funding the acquisition of Vanke shares, Baoneng
aggressively raised funds from private parties through issuing corporate bonds and
insurance instruments.

The chairman of Vanke, Mr Wang Shi, declared that Baoneng was an unwelcome
bidder due to its private ownership and business background. Baoneng responded
that the merits of the takeover deal should be judged by the market. As Vanke’s
corporate charter did not contain powerful anti-takeover provisions, it resorted
to the so-called ‘white knight’ strategy under which the target company invites a

12 See e.g. Kruszewska (2016).
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friendly third party to acquire the company so as to save it from the hostile acquirer.
In March 2016, Vanke invited Shenzhen Metro (a state-owned enterprise at the local
level) to enter into a major asset transaction, but this move was jointly opposed by
Huarun and Baoneng. Further, on 19 July 2016, due to the failure of the Shenzhen
Metro deal, Vanke reported to the Shenzhen Stock Exchange and the securities regu-
lator that there were legal problems associated with the wealth management scheme
that Baoneng used to fund its acquisition of Vanke shares. Clearly, this is another
measure that Vanke tried to use to derail Baoneng’s hostile takeover.

On 3 December 2016, the chairman of China’s securities regulator publicly made
very harsh comments on the use of the funds raised through collective investment
schemes to finance transactions such as hostile takeovers. On 24 February 2017,
China’s insurance regulator announced several regulatory breaches that Qihan
Life had committed, including a misstatement on the source of the funding used to
increase the registered capital of Qianhai Life in November 2015 and the failure to
comply with relevant rules in investing insurance funding in the securities market in
2015 and 2016. The penalties imposed included fines for Qianhai Life and relevant
officers as well as an order to bar the chairman of Qianhai Life from the insurance
business for 10 years.

The regulatory intervention had a direct bearing on the fate of the takeover. On 12
January 2017, Huarun announced that it would transfer its shares to Shenzhen Metro
and, on the next day, Baoneng announced that it would not seek control of Vanke
and would act as a financial investor only. Since then, Baoneng has been incremen-
tally selling its shares in Vanke, and as of the end of September 2018, its sharehold-
ing had been reduced to 15%.

Although the takeover battle ended in such a dramatic way and Baoneng failed to
acquire Vanke, it has raised awareness of hostile takeovers in the Chinese securities
market and is set to have far-reaching implications. The vulnerability of Vanke in
the face of the hostile takeover is largely due to the company not having any embed-
ded takeover defences in its constitution, thus illustrating the importance of take-
over defences and the regulation thereof. Indeed, the case of Vanke vs Baoneng has
prompted many listed companies to add a wide variety of ex ante takeover defences
in the form of anti-takeover constitutional provisions.!* The types of such provi-
sions will be discussed in more detail later.'* This situation raises a series of ques-
tions concerning the regulation of takeover defences: should takeover defences be
allowed? Who should decide on the use of takeover defences? What is the role of
the law in regulating takeover defences? In answering these questions, consideration
must be given to the local conditions in China.

13 See Sect. 4.1.
14 See Sect. 4 for details.
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3 Regulatory Framework for Takeovers in China
3.1 The Regulator

The China Securities Regulatory Commission (CSRC) is the national securities reg-
ulator, with centralized authority to oversee China’s securities market, and hence it
has jurisdiction over the takeover of listed companies. In 2006, the CSRC set up a
specialised committee known as the mergers and acquisitions (M&A) and Restruc-
turing Examination Committee (Binggou Chongzu Shenhe Weiyuanhui) to deal with
takeover-related matters, including the use of takeover defences. This committee is
mainly composed of relevant professionals and experts who are appointed on a part-
time basis, and its function is to provide opinions on the regulation of takeovers for
the CSRC.

In short, as a technocrat, the CSRC is assigned a virtually exclusive dispute reso-
lution role with respect to takeovers. It should be noted, however, that in recent years
the CSRC has been gradually reducing administrative intervention in takeover activ-
ities by partly eliminating administrative approval requirements and partly transfer-
ring some regulatory powers to the stock exchanges.

3.2 The Key Provisions

Due to the broad nature and the wide variety of takeover defences, the legal provi-
sions governing takeover defences can be found in several laws as well as a few
administrative rules promulgated by the CSRC. These include, amongst others, the
2005 Securities Law of the People’s Republic of China (hereinafter the 2005 Secu-
rities Law),'> the 2006 Measures for Regulating Takeovers of Listed Companies
(hereinafter the 2006 Takeover Measures),'® the 2005 Company Law of the Peo-
ple’s Republic of China (hereinafter the 2005 Company Law),'” and the 2005 Com-
pany Guidelines for Articles of Association of Listed Companies (hereinafter 2016
Guidelines for Articles of Association).'®

15 Zhonghua Renmin Gongheguo Zhenquan Fa (A% A\ RFEFIENES%) [Securities Law of the Peo-
ple’s Republic of China], first promulgated by the Standing Comm. Nat’l People’s Cong. on 29 Dec.
1998. The law underwent major amendments in 2005, and relatively minor changes in 2004, 2013 and
2014. Hence it is customarily abbreviated as the 2005 Securities Law.

16 Shangshi Gongsi Shougou Guanli Banfa (£ /A TIHIAEIEF11%) [Measures for Regulating Take-
overs of Listed Companies], promulgated by the CSRC on 31 July 2006. The law was amended in 2008,
2012 and 2014 (hereinafter the 2006 Takeover Measures).

17 Zhonghua Renmin Gongheguo Gongsi Fa (F% AR HF0[E A E]#) [Company Law of the People’s
Republic of China], first promulgated by the Standing Comm. Nat’l People’s Cong. on 29 Dec. 1993.
The law underwent major amendments in 2005, and relatively minor changes in 1999, 2004, 2013 and
2018. Hence it is customarily abbreviated as the 2005 Company Law.

18 Shangshi Gongsi Zhangcheng Zhiyin (/2 S]ZEF2$65]) [Guidelines for the Articles of Associa-
tion of Listed Companies], promulgated by the CSRC in December 1997, amended in March 2006, May
2014, Oct. 2014, Sept. 2016. The amendments in 2016 were only made to reflect the Shenzhen-Hong
Kong stock connect programme and do not affect the takeover defence-related clauses.
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3.2.1 The 2005 Securities Law (As Amended in 2014) and the 2006 Takeover
Measures (As Amended in 2014)

The 2005 Securities Law devotes a whole chapter to the issue of takeovers. This
chapter has a total of 16 provisions, but no provision specifically addresses whether,
and if so, to what extent takeover defences can be used. Article 101(2) authorizes the
CSRC to promulgate detailed rules on takeovers. With this authorization, the CSRC
has promulgated the 2006 Takeover Measures, which supersede the twin takeover
regulations that the CSRC issued in 2002.

The 2006 Takeover Measures are currently the centrepiece of China’s takeover
legal framework, containing two key provisions in relation to the issue of takeover
defences.” First, Article 8 is a general rule governing the use of takeover defences
by reference to the directors’ duties, stating that

The directors, supervisors and senior managers of a target company shall
assume the obligation of fidelity and diligence, and shall equally treat all the
purchasers that intend to take over the said company.

The decisions made and the measures taken by the board of directors of a tar-
get company for the takeover shall be good for maintaining the rights of the
company and its shareholders, and shall not erect any improper obstacle to the
takeover by misusing its authorities, nor may it provide any means of financial
aid to the purchaser by making use of the sources of the target company or
damage the lawful rights and interests of the target company or its sharehold-
ers.

Second, Article 33 specifically prohibits the use of certain takeover defences
without the approval of the shareholders’ meeting, providing that

During the period after the announcement of a takeover bid and before the
completion of the takeover bid, except for conducting ordinary business opera-
tions and implementing resolutions made by the general meeting of sharehold-
ers, target company management should not cause major impacts on the assets,
liabilities, entitlements or business performances of the target company by dis-
posing of assets, engaging in external investments, adjusting the main busi-
nesses, providing guarantees or loans and others.

The basic tenet of this provision is that takeover defences must not be taken unless
they are approved by the shareholders at the general meeting. There are however
some constraints on its application. Looking at the words of this provision, it seems
that its application is subject to two conditions, including (1) takeover defences must
not result in major impacts on the assets, liabilities, entitlements or business per-
formances of the target company; and (2) takeover defences must be taken after the

19 Huang (2008). There is no official English translation of Chinese law, and this paper uses the English
translations of relevant laws provided by a widely used commercial database in China, namely Bei Da Fa
Bao, available at http://Chinalawinfo.com.
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announcement of takeover bids.?” There is a further exemption: the takeover defence
is carried out in the ordinary business of the company. As a consequence, under
Article 33 a takeover defence may be lawfully adopted even without the approval of
the shareholders, as long as it does not have a significant impact on company assets
and liabilities, or it is taken before the announcement of a takeover bid, or it consti-
tutes an ordinary business operation.

3.2.2 The 2005 Company Law (As Amended in 2018)

A change of control is by its nature a major event for the company concerned, and
thus it is of relevance to look at which corporate organ, the shareholders’ meeting
or the board of directors, has the authority to make decisions on corporate control
transactions, including the use of defensive tactics, under the company law of any
given jurisdiction.

In China, the corporate governance system is basically shareholders-centred
in that the shareholders’ meeting is the final decision maker in relation to major
issues involving the company, including but not limited to electing and changing
the directors and supervisors; making resolutions on an increase or decrease of the
company’s registered capital; making resolutions on the merger, division, change of
company form, disbanding, liquidation of the company; and revising the articles of
association of the company.?! In contrast, the board of directors is generally account-
able to the shareholders’ meeting, with powers to elaborate major business plans and
to submit them to the shareholders’ meeting for approval.??

Allocating primary decision-making powers to the shareholders’ general meeting
rather than the board of directors has important implications for the use of take-
over defences in China. Many defensive measures may constitute major issues of the
company and thus require the approval of the shareholders. This would effectively
limit the room for management to adopt defensive measures.

Apart from the general division of power between the shareholders’ meeting and
the board of directors, there are specific company law provisions that may affect the
use of certain defensive tactics. For instance, the practice of the poison pill, a widely
used takeover defence in the US, runs foul of Article 126 of the 2005 Company Law,
which states that ‘[t]he issuance of shares shall comply with the principles of fair-
ness and impartiality. The shares of the same class shall have the same rights and
benefits. The same kind of shares issued at the same time shall be equal in price
and shall be subject to the same conditions. The price of each share of the same
kind purchased by any organization or individual shall be the same’.?® In fact, even
if a discriminatory issuance is permissible, the issuance of new shares still faces
significant legal barriers in China. Under the merits review requirement of China’s

20 Tang (2008).

21 2005 Company Law, Arts. 36, 98.
22 2005 Company Law, Arts. 46, 108.
23 2005 Company Law, Art. 127.
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securities offerings regulation, for the company to issue new shares it needs to meet
certain substantive financial criteria and to obtain approval from the CSRC.?*

Neither can a Chinese listed company issue shares with superior voting rights
under the current regulatory rules. As explicitly required by the 2005 Company Law,
in the general meeting of shareholders, each share carries one voting right with it.%>
Under this mandatory rule, even if a company issues a class of shares with superior
voting rights, the shares will be changed into ordinary shares in the general meeting.

Finally, before the recent 2018 revision of the 2005 Company Law, the practice
of share repurchasing could hardly be used as a takeover defence because it was
allowed in very limited circumstances and required shareholder approval. Under
the 2018 revision, it is easier for the company to conduct share repurchases. For
instance, when it is necessary for a listed company to protect corporate value and the
rights and interests of the shareholders, share repurchases may be allowed subject to
a special resolution of the board of directors according to the company constitution
or the authorization of the shareholders’ meeting.?®

3.2.3 The 2016 Guidelines for the Articles of Association

In China, the CSRC, as the regulator of the securities market, has issued various
rules over the corporate governance of listed companies. Of particular relevance
to takeover defences is the 2016 Guidelines for the Articles of Association, which
essentially provides a template for Chinese listed companies to draft their articles of
association. In this way, the CSRC aims to ensure that the articles of association of
listed companies are standard and formal, thereby enhancing the level of legal com-
pliance and the quality of information disclosure.

It is made clear, however, that some variations are allowed to the template. Items
in the 2016 Guidelines for the Articles of Associations are meant to be the basic
elements of the articles of association of listed companies. Without violating the rel-
evant laws and regulations, the listed company can, depending on its particular cir-
cumstances, add items that are not contained in the 2016 Guidelines for the Articles
of Association, or adjust the wording or sequencing of the items stipulated therein.
If a listed company adds to or adjusts the compulsory elements of the 2016 Guide-
lines for the Articles of Association in order to meet its practical needs, these vari-
ations should be highlighted when the board of directors makes public announce-
ments to the effect that it will revise the articles of association.

Hence, it is possible for listed companies to introduce takeover defences by way
of constitutional provisions, if the following two conditions are met. The first condi-
tion is a substantive rule under which the constitutional provision does not violate
the relevant laws and regulations; while the second is a procedural rule requiring the
proper disclosure of the constitutional provision concerned.

24 Huang (2011).
25 2005 Company Law, Art. 103.
262005 Company Law, Art. 142.
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3.3 Chinese Law: A Mix of US and UK Experiences

Internationally, the US and UK adopt two different approaches to regulating take-
over defences. The US law, as represented by Delaware law, adopts the ‘modified
business judgment rule’. It is essentially ‘a presumption that in making a business
decision, directors of a corporation acted on an informed basis, in good faith and in
the honest belief that the action was in the best interests of the company’.?’ Under
the ‘modified business judgment rule’, however, the burden of proof is shifted to
the defendant. As was held in the leading case of Unocal Corp. v. Mesa Petroleum
Co,%® the directors of the target company are required ‘to show that after a “good
faith and reasonable investigation”, they saw a danger to corporate policy and effec-
tiveness, and that “[the defensive measure] must be reasonable in relation to the
threat posed”.’? It is important to note that management has wide authority to adopt
defensive measures under the modified business judgment rule. For instance, the
Unocal case involved some rather controversial defensive measures, including the
selective exchange offer which was outlawed by the Securities and Exchange Com-
mission (SEC) in 2002.%

The UK law, in contrast, is comprised of the fiduciary duty of management and
the board neutrality rule, which applies to pre-bid and post-bid defences respec-
tively. The board neutrality rule stipulated in the Takeover Code in general prevents
the board from taking defensive measures to defeat an imminent takeover offer with-
out obtaining approval from the shareholders.>' Besides the board neutrality rule,
the directors of the target company in the UK are subject to equitable principles of
fiduciary law in taking pre-bid defences. This fiduciary duty-based system is con-
ceptually similar to that of the US, but there are some nuanced differences in the
contents or judicial interpretations of the amorphous notion of a fiduciary duty.?

The Chinese regulation of takeover defences is mainly comprised of three catego-
ries of rules: the Chinese board neutrality rule, the fiduciary duty of management,
and the primacy of shareholders in the allocation of powers between management
and shareholders. To start with, the Chinese board neutrality rule under Article 33
of the 2006 Takeover Measures requires shareholder approval for takeover defences.
Nonetheless, the Chinese board neutrality rule only applies to defensive measures
that fulfil the following preconditions: (1) they must significantly change company
assets and liabilities; (2) they must be taken after the announcement of takeover
bids. This leaves room for management to adopt post-bid defences, which include

27 Aronson v. Lewis, 473 A.2d 805 (Del. 1984) at 15, cited Kaplan v. Centex Corp., Del. Ch., 284 A.2d
119, 124 (1971); Robinson v. Pittsburgh Oil Refinery Corp., Del. Ch., 126 A. 46 (1924).

28 493 A.2d 946 (Del. 1985).

2 Tbid. (quoting Cheff v. Mathes, 199 A.2d 548, 555 (Del. 1964)).

3017 C.FR. § 240.14d-10 (2002).

31 The City Code on Takeovers and Mergers (UK), General Principle 3. The general principle is further
developed through Rule 21.1 and Rule 20.2.

32 For a more detailed comparison of the directors’ duties in the context of takeovers in several Com-
monwealth countries, see, e.g. Farrar (1989); Mayanja (1999), p 164.
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defensive measures having no significant influences on the assets and liabilities of a
company, or defensive measures adopted before the official announcement of take-
over bids.

As for the fiduciary duty, the 2006 Takeover Measures reiterates the duty of care
and the duty of loyalty provided in general corporate law.>* The legal texts on direc-
tors’ duties in China are couched in simple and general terms, and the courts have
not provided much further guidance on the meaning of directors’ duties.>* Lastly,
Chinese corporate law grants a wide range of powers exclusively to the general
meeting of shareholders. Important examples include selecting management and
determining their remuneration, approving resolutions on the issuance of securities,
conglomeration and the split-up of a company, and revising the articles of associa-
tion of the company.®

In short, the main differences between the UK and US model lie in two aspects:
shareholder/director decision making and the relatively narrow/wide range of defen-
sive measures. First, in the UK, particularly under the board neutrality rule, the
shareholders, rather than the directors, have the final say with respect to the employ-
ment of defensive measures. Second, some defensive measures that can be decided
by management alone in the US either require shareholder approval or are simply
not allowed in the UK.* The Chinese law resembles the UK model by adopting the
shareholder primacy governance model as well as the Chinese board neutrality rule,
and generally permitting a narrow range of defensive measures. However, due to the
limited applicability of the Chinese board neutrality rule, this leaves considerable
room for management to adopt post-bid defences.

4 The Use of Takeover Defences: Empirical Enquiries

According to the time when takeover defences are used, they can be broadly divided
into two categories, namely ex ante defences and ex post defences. Ex ante defences
are introduced before the emergence of an imminent takeover offer, and they usu-
ally take the form of provisions in the articles of association of listed companies. It

32005 Company Law, Art.148; 2006 Takeover Measures, Art. 8.

3 Xuetal. (2013).

35 2005 Company Law, Arts. 38 and 100.

36 A good example is the shareholder rights plan, which in simple terms gives no acquirer shareholders
an option to obtain company shares at significant discounts. A shareholder rights plan is strictly prohib-
ited in the UK. Armour and Skeel (2007), pp 1735-1736 (Stating that ‘unlike their U.S. brethren, UK
managers are not permitted to take any “frustrating action” without shareholder consent once a takeover
bid has materialized. Poison pills are strictly forbidden, as are any other defenses, such as buying or sell-
ing stock to interfere with a bid or agreeing to a lock-up provision with a favoured bidder, who would
have the effect of impeding target shareholders’ ability to decide on the merits of a takeover offer. To
be sure, the “no frustrating action” principle of the UK’s Takeover Code only becomes relevant when a
bid is on the horizon....Yet, other aspects of UK law and practice—including rules that prevent effective
staggered boards—mean that embedded defenses are not observed on anything like the scale that they are
in the United States’.) The amendments made to the UK Takeover Code are also relevant, which overall
further restrict any discretionary use of takeover defences by management. See Saulsbury (2012).
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is worth noting that in a broad sense, ex ante defences may take other forms, such
as the increase of shareholdings by way of the direct acquisition of shares or cross-
shareholding arrangements. These types of ex ante defences are essentially adopted
by existing shareholders, and not the incumbent management of the target company.
They are not the focus of the discussion here, as the legal concern over takeover
defences primarily arises from the possibility of the target management abusing
them for the purpose of entrenchment. In theory, constitutional provisions need to
be approved by shareholders, but in practice, due to the agency costs inherent in the
shareholder-management relationship, the management can exert significant influ-
ence on constitutional provisions to pursue their own interests.

By contrast, ex post defences are initiated after a specific takeover threat arises,
and apart from constitutional provisions, there are a variety of defensive tactics. In
general, ex ante defences are proactive, prophylactic and long standing, while ex
post defences are reactive, targeted and one off.

4.1 Exante Defences
4.1.1 Methodology

As ex ante defences often take the form of constitutional provisions, it is neces-
sary to examine the constitutions of listed companies in China. In a well-cited 2009
study, the researcher randomly selected 100 Chinese listed companies and then
used 40 of them as the sample for empirical analysis (without clearly explaining
the criteria according to which the 40 companies had been selected).’’” Inspired by
this study but in an effort to produce a more accurate picture with more recent and
greater data, this section randomly selects 300 Chinese listed companies, which
are drawn equally from both the Shanghai Stock Exchange and the Shenzhen Stock
Exchange.*® Further, for the sake of making the picture even more comprehensive,
this research also includes unsuccessful attempts to make constitutional changes in
the past 12 months® that were abolished either after the company received inquiries
from the stock exchange or failing to obtain approval from the general meeting.*’

4.1.2 Research Findings
There are two important findings overall. First, anti-takeover constitutional provi-

sions are quite common amongst Chinese listed companies, particularly those with a
dispersed shareholding structure. Of the companies studied, more than half of them

37 Zhang (2009).

38 The constitutions were obtained from Juchao Zixun Wang (E#¥%ifUR) [cninfo], http://www.cninf
o.com.cn/ as of 1 October 2018.

3 Data collected from reports and articles published in newspapers or reliable websites ranging from
Oct. 2005 to Oct. 2006.

40 One example is the attempted constitutional change of Langfang Fazhan (B &, 600149), which
will be discussed further in Sect. 4.1.2.2(g).
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have adopted certain defensive measures in their constitutions. Further, although the
remainder of the companies in the dataset do not have anti-takeover constitutional
provisions, most of them have a controlling shareholder with a shareholding of 30%
or higher. Clearly, such a concentrated shareholding structure is in itself powerful in
fending off hostile takeover threats.

Logically, in order to thwart a hostile takeover, the first line of defence is to pre-
vent the acquirer from purchasing enough shares, and if this fails, the next defensive
tactic is to make it difficult for the acquirer to select new board members. In the-
ory, therefore, anti-takeover constitutional provisions can be broadly grouped into
three categories: (1) obstacles to the acquirer purchasing shares; (2) obstacles to the
acquirer electing new board members; (3) others. The empirical study reveals that
all three categories of provisions have been adopted by Chinese listed companies.

4.1.2.1 Obstacles to the Acquirer Purchasing Shares In the first category, the anti-
takeover constitutional provision usually requires that if a shareholder comes to hold
more than five or ten percent of the shares, it should notify the company and obtain
approval from the board as well as the general meeting before it can acquire more
shares. Historically, a failure to obtain such approval would, according to company
constitutions, result in the acquirer losing certain shareholder rights. One company
constitution once made it clear that without notifying the board and obtaining its
approval, the shares acquired by the shareholder would not carry the rights to elect
board members at the general meeting.*!

Such a direct and absolute restriction on share acquisition is problematic as it
may entrench the incumbent management. In the last 2 years, obstacles to further
share acquisition have taken the more subtle form of a ‘disclosure clause’. As pro-
vided in one company constitution, after reaching 1% or 3% thresholds, an acquirer
should disclose details of an acquisition to the board.*? Some companies further pro-
vide that a further acquisition of shares during this disclosure period is prohibited.*’

4.1.2.2 Obstacles to the Acquirer Electing/Dismissing Board Members The second
category contains most of the anti-takeover constitutional provisions used by Chinese
listed companies and can be further divided into seven types.

a. Restricting the right to nominate board members Under Chinese company law,
shareholders who individually or collectively hold more than 3% of the shares have
the right to put forward proposals to the general meeting regarding the nomination
of new board members.** Many companies seek to restrict such rights by raising the
criteria over statutory bars for shareholders to exercise their rights. These companies
usually require shareholders to have a 5% or higher shareholding in order to nomi-
nate board members or to have held shares for a minimum period of time (for exam-
ple, 180 days). A total of 67 companies studied either have a higher shareholding

41 Constitution of Meihua Jituan (1¢S5 ], 600873), Art. 38, revised in 2013.
42 Constitution of Shilianhang (1H8%1T, 002285), Art. 37(5), revised in 2016.
43 Constitution of Liugong (ML, 000528), Art. 40, revised in 2016.

4 2005 Company Law, Art. 102.
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threshold, or require a longer holding period, or have both requirements. Seven com-
panies add restrictions on how shareholders nominate board members. For instance,
one company constitution provides that every 15% shareholding can nominate one
board member.*

b. Restricting the right to convene a general meeting As part of the efforts to gain
effective control, hostile acquirers may need to convene a general meeting in order
to revise constitutions or approve share issuance plans. Under Chinese company
law, shareholders who individually or collectively hold more than 10% of the shares
enjoy the right to convene a general meeting if the board of directors or supervisory
board have failed to do s0.*® Such a right, however, has been restricted by company
constitutions by requiring a 90 or 180-day holding period for shareholders to exer-
cise their rights.*’ Two of the companies in the research have such a restriction.

¢. Prohibition on the dismissal of board members without due cause Most Chi-
nese companies in the research provide in their constitutions that directors should
not be dismissed within their term of office without due cause. The widespread use
of such a provision can be explained by reference to the historical development of
Chinese company law. The 1993 Company Law explicitly prohibited the dismissal
of management without due cause,*® but this provision was deleted in the 2005
Company Law revision. This means that the company can now dismiss its directors
without due cause. In practice, however, most companies have chosen to retain the
requirement by way of constitutional provisions.*’

d. Staggered board Further, there is a so-called ‘staggered board’ provision,
under which the term of office of the director is often determined to be 3 years, and
only a proportion of the incumbent directors—usually one-third—can be replaced
at a general meeting of shareholders. The staggered board mechanism can cause
delays and uncertainties for the acquirer to obtain control in the boardroom. Suppose
a company constitution divides the board of directors into three classes and requires
only one class of directors to be replaced in each general meeting. The acquirer will
then have to wait for at least two general meetings in order to obtain majority seats
in the boardroom. Eight companies in the research have staggered board provisions.

e. Golden parachute Under the ‘golden/silver parachutes’ provision, the incum-
bent management, including directors and senior managers, can obtain compensa-
tion if they are dismissed before the expiry of their term of office in the event of a
takeover. The compensation may take different forms, such as cash and shares, and
the value is usually substantial.>

f- Having a qualification requirement for board members Constitutional provi-
sions were found to impose demanding (sometimes unreasonable) qualification

4 Asan example, see Constitution of Liugong (81T, 000528), Art. 58, revised in 2016.

462005 Company Law, Art. 100.

47 Constitution of Shensaige (YEFH&, 000058), Art. 48, revised in 2016; Constitution of Changcheng
Xinxi (K315 8, 000748), Art. 48, revised in 2012.

481993 Company Law, Art. 47.

49 The CSRC seems to support this, as the above constitutional provision is still included under Art. 96
of the 2016 Guidelines for the Articles of Association that it issued for listed companies.

%0 Constitution of Yahua Jituan (H Y55, 002497), Art. 13, revised in 2016.
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requirements for the chairperson and other board members. For instance, one such
requirement is that for one to be elected as the chairperson of the board of direc-
tors, he must have worked within the company for a specified period of time such
as 5 years.”! Clearly, this makes it difficult for the acquirer to elect its people—who
will likely be outsiders as far as the company is concerned—onto the board of the
target company.

g. Having employee directors on the board One company in the research pro-
posed to revise its constitution by requiring employee directors on the board.’? Such
a requirement will create barriers for hostile acquirers to change board members.
This provision failed to obtain approval at the general meeting, however.

4.1.2.3 Others The last two sections describe defensive measures that are frequently
used and discussed in China. In recent years, new defensive strategies have arisen and
some of them have been widely adopted.

a. Restricting shareholders’ right to put proposals to the general meeting Under
Chinese company law, shareholders individually or collectively holding more
than 3% of the shares enjoy the right to put proposals to the general meeting.>® As
a defensive measure, company constitutions will provide a higher shareholding
threshold or a longer holding period as preconditions for shareholders to exercise
their right to make proposals. Nine companies in the research restrict the right of
shareholders to make proposals.

b. Restricting shareholders’ right to vote in the general meeting Under Chinese
company law, a special resolution of the general meeting needs to be adopted by
shareholders representing 2/3 or more of the voting rights of the shareholders pre-
sent.>* A resolution of the board of directors should be adopted by more than half
of all the directors.® A total of 20 companies in the research have raised the quan-
titative standards to pass resolutions at the general meeting. For instance, company
constitutions provide that proposals put forward by a hostile acquirer regarding cor-
porate assets need to be approved by shareholders representing 3/4 or more of the
voting rights of the shareholders present.®

c. Empowering the board to take defensive measures without authorization from
the general meeting The board of directors can certainly adopt defensive measures.
However, Chinese company law is rather obscure on the extent to which the board
can take defensive measures. To clarify the boundaries, some company constitutions
empower the incumbent board to take defensive measures not prohibited by legisla-
tion or the company’s constitution, and not in violation of company interests. The

3! Constitution of tH8%1T (Shilianhang, 002285), Art. 97, revised in 2016.

32 Langfang Fazhan (EBHI/XJE, 600149), Langfang Fazhan Gufen Youxian Gongsi Guanyu Xiugai
Gongsi Zhangcheng de Gonggao (BRIl RIXIABIR ATIRTIERABIEIZAI A ) [Notice of Dis-
closure of Langfang Fazhan on Revising the Company Constitution], 2016-044.

33 2005 Company Law, Art. 102.

4 2005 Company Law, Art. 103.

352005 Company Law, Art. 11.

% Constitution of Duofuduo (%4 %, 002407), Art. 82, revised in 2016.
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adoption of such defensive measures does not need to be authorized by the general
meeting.>’

One company constitution provides that when it is subject to a hostile takeover,
except for the acquirer, any shareholder who individually or collectively holds ten
percent or more of the total shares has the right to require, in writing, the board to
take defensive measures which are not prohibited by the relevant laws and regula-
tions. Without obtaining approval from the general meeting, the board can imme-
diately employ defences after the receipt of such a written document or resolution.
The board should make an announcement to the shareholders after making use of
such defences.’® Under such an authoritative clause, the board can use defences sim-
ply at the request of large shareholders.

d. Prohibiting directors from providing aid to hostile acquirers One company
constitution in the research provides that directors owe fiduciary duties to the com-
pany. They should not, in violation of corporate interests, provide any aid to hostile
acquirers.>’

e. Requiring large shareholders to act in concert One company constitution was
found to require that the five largest shareholders must act in concert in the face
of hostile takeovers. Shareholders acting otherwise should compensate other share-
holders with 25% of their shareholding.®

For the ease of reference, the various types of ex ante defences discussed above
are summarized in Table 2.

4.2 Expost Defences
4.2.1 Methodology

This section empirically examines the use of ex post defences by Chinese listed
companies. In practice, for various reasons, disputes arising from the use of ex post
defences have seldom been brought to the courts or the CSRC; rather, the disputants
often reach a compromise and resolve the issue in private. This means that if one
were to examine only those cases dealt with by the courts or the CSRC, the data
would be grossly inaccurate. Hence, this section tries to gather information about
the use of ex post defences from several different sources, including two widely used
Chinese law databases (Beida Fabao®' and Beida Fayi®®), the website of the CSRC,
media reports and the existing literature.

57 Constitution of Shilianhang (1HH%1T, 002285), Art. 109, revised in 2016.

8 Constitution of Liugong (1T, 000528), Art. 159, revised in 2016.

% Constitution of Duofuduo (% %,%, 002407), Art. 102(10), revised in 2016.

0 Constitution of Lanzhou Huanghe (Z 1 # 1], 000929), Art. 31, revised in 2014.
61 See http://www.pkulaw.cn/.

2 See http://www.lawyee.net/.
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Table2 Types of ex ante defences provided in company constitutions

Categories Constitutional provisions

Obstacles to the acquirer purchasing shares 1. Share acquisitions above certain thresholds need to be
approved

Obstacles to the acquirer electing/dismiss- 1. Restricting the right to nominate board members
ing board members 2. Restricting the right to convene a general meeting

3. Prohibition on the dismissal of board members without
due cause

4. Staggered board

5. Golden/silver parachutes

6. Having qualification requirements for board members
7. Having employee directors on the board

Others 1. Restricting shareholders’ right to put proposals to the
general meeting

2. Restricting shareholders’ right to vote in the general
meeting

3. Empowering the board to take defensive measures with-
out obtaining approval from the shareholders

4. Prohibiting directors from providing aid to hostile
acquirers

5. Requiring large shareholders to act in concert

4.2.2 Research Findings

The research reveals that the various types of takeover defences below have been
used in the Chinese securities market.

The first is the so-called ‘white knight’, a practice of inviting a friendly acquirer
to make a competing bid. A good example is the takeover battle between Guangfa
Zhengquan (the target company) and Zhongxin Zhengquan (the acquirer), which
well illustrates how friendly acquirers can act together to defeat a takeover threat.%*
In September 2004, the hostile acquirer, Zhongxin Zhengquan, announced a take-
over bid to buy the remaining shares of the target company Guangfa Zhengquan.
The target company responded to the hostile bid by setting up a company called
Shenzhen Jifu, the shares of which were subscribed by the management and employ-
ees of Guangfa Zhengquan. Shenzhen Jifu, along with two other companies associ-
ated with the target company, namely Liaoning Chengda and Jilin Aodong, held an
aggregate of 66.67% of the shares in the target company. The hostile bidder with-
drew its offer as it was impossible for it to obtain a majority of the shares even if all
the remaining shareholders tendered their shares.

The second defence is to win support from minority shareholders and stakehold-
ers for the purpose of fending off a hostile takeover threat. Generally speaking, win-
ning support from minority shareholders can defeat a hostile takeover attempt by

3 Shen and Wang (2007).
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leaving insufficient shareholding for hostile acquirers to obtain control. Further-
more, the support of relevant stakeholders such as employees may be an important
consideration in SOE-related transactions, as it may give rise to concerns over social
stability, which is currently a political priority of the Chinese government.

The failed hostile takeover attempt concerning ST Meiya is a typical case in
point.* There, the target company was an SOE which had been in severe financial
distress for more than 2 years. The controlling shareholder of the company intended
to transfer its 29% shareholding to Wanhe Jituan. In September 2003, without con-
sulting the incumbent management, the controlling shareholder of ST Meiya entered
into a share transfer agreement with the acquirer. The deal met with strong oppo-
sition from the management of the target company. The incumbent management
claimed that the intended transfer of shares would be detrimental to long-term cor-
porate interests, because Wanhe Jituan operated in a different industry than the tar-
get company and would thus not be competent to run the target company. In order to
win support from the employees, the board of directors resolved to make a payment
to their superannuation scheme, which had been put off for a long time. Soon after
the target management initiated these defensive measures, the existing controlling
shareholder terminated the proposed share transfer agreement.

The third defence is to file complaints to the CSRC or the courts. As the Chi-
nese securities regulator, the CSRC is charged with reviewing takeover transactions,
intervening in the transaction process and mandating the relevant participants to
take certain actions. If the complaints filed by certain parties lead to certain actions
taken by the CSRC, it may defeat a hostile takeover attempt.

In China’s first hostile takeover case in 1993, the takeover of Yanzhong Shiye
(the target company) by Shenzhen Baoan (the acquirer), the target company man-
agement filed a complaint to the CSRC, accusing the acquirer of breaching relevant
disclosure rules in relation to takeovers. The complainant also claimed that the bid
was funded by bank loans, which was prohibited under Chinese law at that time. The
CSRC intervened by mediating in the dispute between the two parties. The validity
of the share acquisition was upheld, but the acquirer undertook to retain manage-
ment employment after obtaining control.

Alternatively, a complaint may be made to the courts. The civil litigation filed
by Sanlian Shangshe against Guomei Diangi provides a recent example of this
defence.® In February 2008, by way of a judicial auction, Longji Dao obtained
10.9% of the shares of the target company, Sanlian Shangshe, but it was later
revealed that Longji Dao was only a ‘shadow’ acquirer that was being used by the
real acquirer Guomei Diangi. Soon after the purchase of shares by Longji Dao,
Guomei Diangi announced a takeover of Longji Dao and indirectly obtained con-
trol of the target company. In December 2008, the target company filed a lawsuit
at the High Court of Shandong Province. The plaintiff claimed that the indirect

% Lv (2004).
% Yue (2011).

) Springer Q ASSER PRESS



The Rise of Hostile Takeovers and Defensive Measures in China:... 385

takeover by Guomei Dianqi was initiated for malicious purposes and breached rel-
evant disclosure rules regarding the takeover of a listed company. In March 2009,
the case was thrown out by the court on the basis that it had been filed by means of
an incorrect procedure and thus did not meet the necessary criteria for the case to be
accepted by the court.%

Finally, listed companies may try to revise company constitutions for the pur-
pose of thwarting hostile takeover offers. In the hostile takeover of Aishi Gufen by
Dagang Youtian, for instance, after perceiving the takeover threat, the target com-
pany management made two amendments to its constitution in May 1999.%7 The first
amendment added a requirement of approval from the incumbent board for nominat-
ing new board members. Under the second amendment, the eligibility requirement
was made more stringent than the statutory standard for shareholders to nominate
board members: only shareholders who separately or jointly held more than 10%
of the shares in the target company consecutively for more than 180 days could
nominate new members of the board. The hostile acquirer filed a complaint to the
CSRC against the two amendments, and the CSRC ordered that the amendments be
removed.

The above four types of defensive measures have largely covered takeover
defences that can be employed by Chinese management after the emergence of hos-
tile bids. As seen in the case of Vanke vs Baoneng, although the incumbent manage-
ment strongly opposed the hostile takeover, it could only resort to some less fierce
defensive measures such as calling on a white knight and reporting any illegality
to the CSRC. In other words, due to the limits set by the relevant Chinese law,%8
powerful ex post defensive measures such as poison pills are not permissible under
Chinese law.

5 Analysis and Suggestions for Inprovements

5.1 Isita Problem that Takeover Defences are Widely Adopted?

After discovering the widespread adoption of takeover defences, the next logical
step is to examine whether or not it is a problem. As takeover defences are intended
to thwart hostile takeovers, it all depends on the important preliminary question of
whether hostile takeovers are needed in China.

5.1.1 The Economic Effects of Takeovers

Takeovers, especially hostile takeovers, have long been regarded as an effective

mechanism of monitoring the management of corporations and, as such, are ben-
eficial to the enhancement of corporate governance. Faced with the possibility of

% Shandongsheng Gaoji Renmin Fayuan (IU7R 8=tk AR BT [High Court of Shandong Province],
Minshi Caiding Shu (RE#EH) [Civil Order] (2009) Lushang Chuzi 2-1 (B@H)5) [Commercial
cases, First instance, No. 2-1].

7 Xu (2006), pp 39-40.

% See above Sect. 3.2
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hostile takeovers, managers have an incentive to manage more efficiently, thus cre-
ating shareholder value. This helps to align the interests of management with the
interests of the shareholders and thus reduce the agency costs of management.%® In
addition, takeovers are also thought to improve the allocation efficiency of scarce
social resources to the benefit of society as a whole. It ensures that the resources
can be utilized by the most capable people and yield maximum returns.”’ Further,
takeovers could create value for shareholders by providing them with a substantial
premium upon the sale of their shares.”!

This pro-takeover argument, however, is not without criticism. A powerful coun-
terargument is that the threat of a hostile takeover would force managers to empha-
size short-term gains and ‘paper profits’.’”> Under this view, management would
put the short-term concerns ahead of long-term concerns in making decisions. In
other words, managers would be reluctant to devote corporate resources to research,
the development of new products, technologies, and the like and thus shareholders
would not receive long-term value for their investment. Apart from this, it has also
been considered that hostile takeovers are likely to lead to lost productivity from
business disruption, to create dangerously leveraged capital structures and cause a
‘brain drain’ by diverting the talent of managers from ‘real’ economic activity to
financial reshuffling.”® More severely, this might result in national industries losing
their competitiveness on the international market.”*

The anti-takeover stance has also been attacked, however. It has been opined that
all anti-takeover claims are ‘impressionistic’ and largely based on anecdotal evi-
dence.” Acknowledging that those claims appear to have gained some influence,
some have argued that they are untenable due to the lack of support from conclusive
empirical evidence.”® More aggressively, others, notably Easterbrook and Fischel,
contend that management’s fear of takeovers would not, as the anti-takeover stance
argued, necessarily give rise to short-term strategies on the ground that ‘[i]f the mar-
ket perceives that management has developed a successful long-term strategy, this
will be reflected in higher prices that discourage takeovers’.”’

Thus, the debate on the economic value of takeovers remains largely inconclu-
sive and as such will continue to be so in the foreseeable future, as do the relevant

% See e.g. Easterbrook and Fischel (1981b), p 1173; Gilson (1981); Manne (1965), p 113; Shleifer and
Vishny (1997), p 756; Hopt (2014).

70 See e.g. Coffee (1984), p 1221; Easterbrook and Fischel (1981a), p 705; Jensen (1988b), p 23.

7! Jensen (1988a) (stating that ‘[tJakeovers benefit target shareholders—premiums in hostile offers his-
torically exceed 30%, on average, and in recent times have averaged about 50%’). See also Jensen and
Ruback (1983), pp 9-16; Kraakman (1988), p 908.

72 Jensen (1988a), p 319 (stating that ‘the fear of takeover cause managers to behave myopically and
therefore sacrifice long term benefits to increase short-term profits [...] there is little formal evidence on
the myopic-manager issue, but I believe this phenomenon does occur’).

73 Minow and Sawyier (1985).

7 In the 1980s, some criticized takeover activities as counterproductive to American industry and attrib-
uted the decline of America’s competitive advantage to this reason. See e.g. Drucker (1984).

5 Coffee (1984).

76 Gordon (1991).

77 Easterbrook and Fischel (1981b), p 1183 (asserting that ‘the threat of takeover does not prevent man-
agers from engaging in long-range planning’).
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empirical studies.”® As with most other legal debates, the issue of takeovers can-
not be sensibly dealt with without taking account of the specific context in which
takeover activities operate. In the face of the contrasting effects associated with
takeovers, we have to prioritize them taking into account the needs of the specific
situations in question. In China, the problem of corporate governance is particularly
serious due to various reasons. Most notably, the lack of supervision over manage-
ment is generally thought to be at the heart of the issue. There are in theory at least
several legal mechanisms for monitoring management in China, but all of them have
proved to be inadequate in one way or another.

5.1.2 The Local Conditions in China

In the first place, according to company law, shareholders have the power to monitor
managers. State-owned shares, however, occupy a high percentage of the all out-
standing shares in most listed companies. Because of the problems of agency costs
and an omnipresent bureaucracy, the state as the majority shareholder in these com-
panies has long seemed to be virtually non-existent with respect to the monitoring
of management. This unique phenomenon is called Guoyougu Suoyouzhe Quewei
(no functional proprietor of the state-owned shares), resulting in the ‘insider con-
trol” problem where the insiders such as directors and management have effective
control of the company. In response to this issue, the Chinese government has estab-
lished a specific administrative body, namely the State-owned Asset Supervision
and Administration Commission of the State Council (SASAC), which has been in
charge of state-owned assets since 2003. The performance of the SASAC has long
been the subject of debate, however, which has been fuelled by several major scan-
dals in recent years.”” Presumably due to the unsatisfactory progress made so far in
the area of SOE management, the Central Committee of the China Communist Party
and the State Council have recently kick-started a new round of SOE reform by issu-
ing a guiding document on 24 August 20155

Second, the board of supervisors is a corporate organ specifically designed to
perform checks and balances under the Chinese dual board structure. It is impor-
tant to note that China’s dual board system, albeit borrowed from Germany, does
not exactly follow the German system. Compared to its counterpart in Germany,
the board of supervisors in China has fairly limited powers concerning the board of

78 There has seen conflicting evidence provided by empirical studies on the effects of takeovers. The
weight of the empirical evidence, however, seems to favour takeovers and finds that a takeover does
increase the overall economic welfare of shareholders in the long run. See Hou et al. (2003).

7 Mr Jiang Jiemin, the former head of the SASAC, was under investigation in 2013 for corruption and
in 2015 was found guilty and sentenced to 16 years’ imprisonment. See China News (2015).

80" Guanyu Shenhua Guoyou Qiye Gaige de Zhidao Yijian (F=F IR ER L CAEHHESE N) [Guid-
ing Opinions on Deepening the Reform of SOEs] (jointly issued by the Central Committee of the China
Communist Party and the State Council on 24 August 2015) (stating that ‘the SOEs still have some
urgent and prominent problems, including insider control...”).
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directors: it is not empowered to appoint and remove directors,®! nor does it have the
authority to make business decisions.®? Furthermore, the supervisors usually lack
independence because they are chosen from shareholders and employees through
an election process that is tightly controlled by the controlling shareholders and the
board of directors.® Thus, the board of supervisors is widely seen as a figurehead,®*
and after the introduction of the independent director system, there have been calls
to abolish the board of supervisors.®

Third, although China has adopted the practice of having independent directors
on the board,* its effectiveness has been subject to criticism. For instance, the issue
of independence is acute as it is difficult in China to divorce the selection process
for independent directors from the influence of controlling shareholders or manage-
ment.” The lack of industry experience is also a common problem with independent
directors in China where a significant number of independent directors are academ-
ics. There are other issues surrounding the institution of independent directors in
China such as insufficient remuneration and a lax liability regime. Some empirical
studies suggest that the independent director system is not as effective as anticipated
and many independent directors simply become ‘vase directors’.%®

Hence, given the serious inadequacies of other corporate governance mecha-
nisms, hostile takeovers can be expected to play a bigger role in improving corporate
governance in China. Furthermore, after three decades of rapid development, the
Chinese economy is now at a crossroads, with the latest growth rate falling below
seven percent. In order to sustain growth, China has turned to the idea of supply-side
reform since late 2015. Instead of stimulating demand in the form of investment,
exports and consumption as China has done in the past, the supply-side reform aims
to make enterprises more vibrant, efficient and productive, through various ways
such as cutting business costs and eliminating excess industrial capacity. This means
that whole industries are in urgent need of being restructured to optimally employ
social resources. By way of takeovers, China could improve the efficiency of man-
agement, optimize the allocation of social resources, and enhance corporate govern-
ance, as well as boosting the international competitiveness of industries as a whole.
In sum, China needs to facilitate takeovers at this stage and thus limits the use of
takeover defences.

81 Rather, the shareholders’ meeting is vested with the power to appoint and remove directors. 2005
Company Law, Art. 38.

822005 Company Law, Art. 55.

85 2005 Company Law, Art. 38. Supervisors are appointed and removed by the shareholders’ meeting,
which is controlled by the controlling shareholder in most Chinese listed companies.

84 See e.g. Xiao et al. (2014), pp 39-55.

85 Some commentators argue, however, that independent directors and supervisors may co-exist and sup-
plement each other. See e.g. Gu (2003).

8 The independent director institution is mandatory for listed companies and optional for other types of
companies. 2005 Company Law, Art. 123.

87 Clarke (2006); Shen and Jia (2005), p 237.

8 Fang (2008).
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5.2 Why Are Takeover Defences Widespread?

The empirical data in the previous section show that the adoption of takeover
defences is widespread in the Chinese securities market. The defences can be
divided into two categories, namely ex ante and ex post defences: the former mainly
takes the form of anti-takeover constitutional provisions while the latter is effected
through a multiplicity of ways. Also, many companies have adopted more than one
type of anti-takeover constitutional provisions. Why are takeover defences wide-
spread? Several partial explanations seem to be plausible.

To begin with, the legal framework for takeover defences is quite vague, leav-
ing a large grey area for many takeover defences. The two key regulatory rules,
namely the fiduciary duty of management and the Chinese board neutrality rule,
have seemed, in many ways, to fail to clarify the legitimacy and appropriateness of
takeover defences. As a result, a great deal of room is left for defensive measures to
be adopted in practice.

For instance, with respect to the restrictions on shareholders bringing proposals
to the general meeting, particularly the proposal to nominate new board members,
the current law is unclear on the legitimacy of such restrictions. Under Article 103
of the 2005 Company Law, a shareholder who separately or jointly holds three per-
cent or more of the shares can put forward proposals to the general meeting.®® This
right should cover the proposal to nominate new board members. There has been
an ongoing debate on whether the company can raise the shareholding requirement
above the statutory rule.”’ Further, the existing law is silent on the legitimacy of
other types of anti-takeover constitutional provisions, including the staggered board
provision and the provision imposing qualifications for new board members.

Second, there are loopholes in the Chinese law governing the use of takeover
defences. As discussed earlier, Article 33 of the 2006 Takeover Measures is not
applicable if the following two conditions are not satisfied: (1) takeover defences
must significantly change company assets and liabilities; (2) takeover defences must
be taken after the announcement of takeover bids. This opens the floodgates for the
use of many takeover defences. For instance, in the case of Guangfa Zhengquan dis-
cussed earlier, the defensive tactic of the white knight was used without the approval
of the shareholders, because arguably the first condition had not been satisfied, that
is, the defence did not significantly change the assets, liabilities, entitlements and the
business performance of the target company.

Apart from the defects in the legal provisions, the lax enforcement of the law
by the regulator is also a contributing factor to the widespread adoption of take-
over defences. In some cases, the adoption of takeover defences is clearly problem-
atic, but the CSRC has not taken any action against it. It should be noted, however,

892005 Company Law, Art. 103.

%0 Tang (2008), p 97 (arguing that Art. 103 of the 2005 Company Law is a mandatory rule and thus the
company cannot deviate from it); Lu et al. (2008) (stating that only 21 out of 100 Chinese listed compa-
nies set a bar on the nomination right at the statutory threshold; most of the others raise the bar above the
statutory threshold).
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that stock exchanges and the CSRC have recently begun to make enquiries and hold
regulatory meetings on the use of takeover defences. After the regulatory interven-
tion, some companies withdrew their motions to pass their anti-takeover constitu-
tional provisions, while others insist on their plan. For instance, in December 2015,
a Shenzhen-listed company called Longping Gaoke proposed to revise its constitu-
tion to introduce a restriction on the shareholders’ right to nominate directors. On
13 January 2016, Shenzhen Stock Exchange sent a letter of enquiry to the company,
asking if there was any legal basis for introducing those proposed provisions. Two
days later, Longping Gaoke dropped the proposal. But some other companies, such
as China BaoAn and Bai Lilian, refused to give up their anti-takeover provisions
after receiving letters of enquiry from stock exchanges, arguing that those provisions
are necessary to fend off bad-faith takeovers.

Hence, there is a need for the CSRC or the stock exchanges to set out clearer
standards on the illegality of anti-takeover constitutional provisions, and enforce
them with more rigour through more formal tools.

5.3 How to Improve the Regulation of Takeover Defences?

As discussed above, it is a worrying situation that takeover defences are widely
adopted in the Chinese securities markets while neither the law nor the regulator has
provided clear guidance on their legitimacy. This section will explore possible ways
for improving the regulation of takeover defences.

5.3.1 A Balanced Approach

The law needs to take a balanced approach in regulating anti-takeover constitutional
provisions. Some commentators have argued that to facilitate takeovers in China, all
ex ante takeover defensive provisions should be strictly prohibited.”! This sugges-
tion of a blanket ban needs to be treated with caution for the following reasons. As
discussed before, the debate on the value of takeovers has still not been settled. Even
though it is submitted that China should encourage takeover activities to obtain
various benefits such as the efficient allocation of scarce resources, a mechanism
to monitor corporate management, etc., one should not push this inclination to an
unlimited extreme without considering the potential harm associated with takeovers.
In fact, takeover defences could be properly used by target management for the ben-
efit of the shareholders to thwart some genuinely undesirable takeovers.

Further, in a contested takeover some defences could be employed to instigate an
auction, which would ensure that the shareholders obtain the highest possible prices
for their assets.”” Even assuming that the target’s management will act in a self-
interested way, some commentators have argued that some, but not all, target stock

ol See e.g. Cai (2012).
92 See e.g. Bebchuk (1982), pp 1034-1038; Gilson (1981), pp 868-875; Gilson (1982).
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buybacks may increase shareholder wealth as a result of the instigated auction.”?

Statistical data have shown that the takeover premiums paid for US companies are
higher than those paid for European companies, which suggests that the widely used
defences in the US could increase the premiums for the shareholders.”*

Thus, the issue of how to regulate takeover defences needs to be handled care-
fully to strike a delicate balance between eliminating the abuse of defences while at
the same time preserving the use of defences for proper purposes. Indeed, encourag-
ing takeovers to increase company value and monitor management must be balanced
with protecting target shareholders from corporate raiders. This balanced approach
is central to regulating takeover defences, and the discussion below will flesh out
more details under this principle.

5.3.2 Allocating the Primary Decision-making Powers to Shareholders

As discussed earlier, many of the pre-bid and post-bid defences used in Chinese
practice allocate primary authority to the board of directors. Based on the following
three reasons, it is the shareholders who should have the primary decision-making
authority in determining takeover defences.

The first consideration is to constrain management from using takeover defences
for entrenchment purposes. Hostile takeovers may endanger the incumbent manage-
ment as they will be threatened with unemployment or a loss of authority. Leav-
ing management with the primary powers in taking defensive measures may lead to
the use of takeover defences for entrenchment purposes. In contrast, allocating the
primary decision-making powers to shareholders may curb abusive use through the
scrutiny of shareholders.

The task of constraining management’s abusive use of takeover defences is espe-
cially important in China. Both the Chinese securities regulation and its market
disciplinary systems are insufficiently developed. As stated previously, the Chinese
fiduciary duty rules are comprised of general principles without necessary interpre-
tation and enforcement arrangements. Meanwhile, it is rather difficult for plaintiffs
to use civil litigation to curb management misbehaviour. The Chinese takeover law
therefore lacks the necessary ‘infrastructure’ that exists in the US regulatory system
which curbs management from abusively using takeover defences.”

The second consideration is the Chinese legal culture, more specifically, the
allocation of decision-making powers between shareholders and management in
Chinese corporate law. The Chinese legal culture also justifies the allocation of

93 Bradley and Rosenzweig (1986); Macey and McChesney (1985). But see Gordon and Kornhauser
(1986) (arguing that the target stock buybacks are unlikely to increase shareholder wealth as a general
matter).

9 Kirchner and Painter (2000), pp 379-381. But see Easterbrook and Fischel (1982), p 8 (arguing that
diversified shareholders who own both bidder and target company stock should be indifferent to bid price
maximization).

9 Ronald J. Gilson argues that independent directors, the courts, the shareholders and the market all
police the use of takeover defences, such as poison pills in the US. These infrastructures are not available
even in Japan, a much more developed market economy than its Chinese counterpart. Gilson (2004).
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primary decision-making powers to shareholders in adopting takeover defences.
As discussed earlier, Chinese corporate law assigns primary and active roles to the
general meeting of shareholders in making major corporate decisions.’®Allocating
primary decision-making powers to shareholders also requires shareholder approval
for adopting defensive measures that will have a significant impact on hostile take-
overs. It is important to clarify that the requirement does not mean that sharehold-
ers should determine all corporate conduct/arrangements that have certain negative
impacts on hostile takeovers. Doing so may unnecessarily limit the efficiency and
flexibility of a company to defeat malicious takeover offers. It is more appropriate to
limit the requirement for shareholder approval for defensive measures that can cause
significant barriers to hostile takeovers.

The authors thereby propose a balanced approach in regulating hostile takeovers.
To maintain such a balance, management can take ex ante and ex post defensive
measures, subject to the condition that the defensive measures should not cause
insurmountable barriers for hostile acquirers.

5.3.3 Balancing Corporate Autonomy and Regulatory Intervention

As discussed above, primary decision-making powers concerning takeover defences
should be given to shareholders. However, if the anti-takeover constitutional provi-
sions need to be passed at the shareholders’ meeting, it seems that this falls within
the area of corporate internal affairs and thus regulatory intervention should be kept
to a minimum. Indeed, if the shareholders resolve to add anti-takeover constitutional
provisions which are harmful to the company, they will suffer in proportion to their
shareholdings when the share price of the company drops to reflect the detrimental
effects of the anti-takeover provisions. Hence, the shareholders should have every
incentive to make a careful decision and there may be little need for outsiders such
as the regulator to intervene.

This line of reasoning may hold true in overseas jurisdictions where the securi-
ties markets are efficient and thus the share price can properly factor in the anti-
takeover provisions. According to some studies in the US, if the company adopts
value-decreasing anti-takeover constitutional provisions at the initial public offer-
ing (IPO) stage, investors will impose a penalty on the company by shunning its
IPO exercise.”” But what if the company adds anti-takeover constitutional provisions
after the IPO stage as is the case in China? Interestingly, having defensive measures
in the company’s constitution, whether at the IPO stage or through a later amend-
ment, does not seem to result in shareholder dissent in most circumstances. We have
seen very few reported cases where the shareholders of listed companies bring an
action against the introduction of anti-takeover constitutional provisions. Is this

% See Sect. 3.2.2. More specifically, the adoption of anti-takeover constitutional provisions should
require two shareholder approvals: one is the general approval from all shareholders; the other is the
special approval from disinterested shareholders, that is, the controlling shareholder and its associates are
precluded from voting (minority approval by the majority).

97 Daines and Klausner (2001); Klausner (2003).
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because those anti-takeover constitutional provisions are all value-creating and are
thus welcomed by shareholders? A recent empirical study has examined the wealth
effect of all anti-takeover announcements on the target company during the period
of 1993-2012 in the Chinese securities market, finding that the cumulative abnor-
mal return was negative, but not statistically significant.”® This suggests that the use
of takeover defences does not really increase the welfare of the shareholders of the
target company and thus should be used with caution. Given that takeover defences
have the effect of preventing value-creating hostile takeovers in many cases, why
did the target shareholders approve them? Is this indicative of shareholder inertia or
irrationality in China?

The above phenomenon may be attributed to several factors. To begin with, Chi-
nese investors, who are generally much less experienced than their counterparts in
the US, have still to fully appreciate the important role and function of hostile take-
overs. By international standards, the proportion of individual investors in the Chi-
nese securities market is remarkably high.”® Further, individual investors in China
are mostly small and medium-sized with a low level of annual income and financial
literacy.'%

Due to the fact that hostile takeovers are quite a new phenomenon in China, many
Chinese investors do not even know what hostile takeovers are. They may confuse
hostile takeovers (Diyi Shougou) with bad-faith takeovers (Eyi Shougou) and com-
pare hostile takeovers to barbarian invasions. Further, there seems to be no consen-
sus in China as to whether hostile takeovers are desirable or not. Hence, sharehold-
ers do not really know whether to oppose anti-takeover constitutional provisions.
For instance, in the case of Vanke vs Baoneng, commentators were divided over the
economic effects of the hostile takeover. Hence, many Chinese investors might be
led (or misled) into believing that hostile takeovers are not good for their compa-
nies and thus it is important to introduce anti-takeover defences to fend off hostile
takeovers.

Given that the Chinese securities market is not efficient enough to deter the intro-
duction of value-decreasing takeover defences, China should not blindly follow
the overseas experiences of simply treating anti-takeover constitutional provisions
within the purview of corporate autonomy.'! Rather, it is necessary for the law to

% Lan (2014).

9 As of the end of 2014, there were a total of 0.142 billion valid trading accounts for shares in China,
the vast majority of which were owned by individual investors, and in 2014 individual investors
accounted for as high as 85.37% of the total trading volume. CSRC, Annual Report of the CSRC 2014, p
21. Note, however, that the real number of individual shareholders in China should be smaller than that
suggested by the number of trading accounts because an investor can open multiple accounts.

100 A total of 85.3% of investors were small and medium-sized investors, amongst which 52.37% were
small investors with their shares valued at below RMB100,000 (US$14,970) and 32.93% medium inves-
tors with their shares valued at between RMB100,000 and RMB500,000. The majority of all investors
(81.57%) were on a low or middle income, with their annual household income below RMB150,000
(US$22,455), and most investors were attracted to the securities market when the market was bullish.
China Securities Investor Protection Fund Company (2012), Part 3 (Background of Investors).

101 yu (2005) (using China’s takeover law as an example to suggest that the transplantation of foreign
law is subject to local political and economic conditions).
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intervene in this issue with a view to protecting shareholders, particularly minority
shareholders. This means that not all anti-takeover provisions can be adopted with
the approval of the shareholders’ meeting which is actually controlled by majority
shareholders. The next logical question is what criteria should be used in judging the
permissibility of anti-takeover provisions.

5.3.4 Protecting the Fundamental Rights of Shareholders

The Chinese fiduciary duty provisions can be further developed through clarifying
the lawful rights of shareholders that are protected by the law. The 2006 Takeover
Measures provide that the board of directors of a target company, while making
decisions or taking measures in the face of a takeover °...should not cause dam-
age to the lawful rights and interests of a target company and its shareholders’.'%?
The prohibitive rule should have set up a boundary between permissible takeover
defences and unacceptable defensive measures. However, the current legislative
provision fails to do so as it does not clarify what constitutes the lawful rights of
shareholders.

There have been few discussions held in authoritative documents and academic
opinions regarding the exact meaning of these lawful rights of shareholders. We
argue that there are two criteria for the lawful rights of shareholders. First, the law-
ful rights protected by the rule should be the rights that are prescribed as manda-
tory rules in legislation. In other words, the protection of lawful rights should not
intrude into areas that fall within the autonomy of companies. Second, the assertion
of rights must have a significant influence on the occurrence and the chance of suc-
cess of takeover bids. The second criterion ensures that the prohibitive rule focuses
on important issues and is not expanded too broadly.'®

There are at least three shareholder rights that meet these two criteria. These
include the right to put forward proposals to the general meeting (including pro-
posals to dismiss incumbent management, proposals to nominate new board mem-
bers, or proposals to amend the constitution),!* the right to vote on major corporate
issues in the general meeting,'® and the right to call an interim general meeting.'%
These three rights are all prescribed as ‘mandatory legal rules’ in Chinese company
law.

102 2006 Takeover Measures, Art. 8.

103 Chen (2014), pp 233-235.

1042005 Company Law, Art. 103 (shareholders separately or aggregately holding 3% or more of the
shares of the company may put forward, in writing, an interim proposal to the board of directors ten days
before a general meeting of shareholders is held. The board of directors should notify other shareholders
within two days and submit the interim proposal to the general meeting of shareholders for deliberation).
1052005 Company Law, Art. 38 (major issues requiring shareholder approval include the election and
change of directors and supervisors, the increase or reduction of registered capital, the issuance of corpo-
rate bonds, the merger or split-up of a company and the revision of the articles of associations).

106 2005 Company Law, Art. 101 (shareholders who jointly or separately hold 10% of the shares have
the right to call for an interim general meeting).
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The three rights also meet the second criterion, namely the protection of these
three rights having a significant influence on the success/failure of a takeover.
Indeed, having the three rights are preconditions for hostile acquirers to obtain con-
trol through the use of corporate governance mechanisms. With the right to put for-
ward proposals and the right to vote, hostile acquirers can put forward proposals to
elect board members or to amend constitutions in their favour. They can further vote
according to their own shares or use proxy voting to have the proposals passed in the
general meeting.'%” The right to call an interim general meeting provides a remedial
right for shareholders to act against the will of the board in order to protect their
own interests.

In May 2018, a district court in Shanghai handed down a judgment ruling that it
is illegal to add a further requirement of holding shares for more than 90 days for
the exercise of the right to put forward proposals.'% This is the first court judgment
on the legality of anti-takeover constitutional provisions, which is based on the very
reasoning that we have discussed above, namely, protecting the fundamental rights
of shareholders.

6 Conclusion

This paper undertakes an in-depth study of the Chinese regime for takeover defences
both in the books and in practice. From a comparative perspective, it examines the
similarities and differences between the Chinese law and its counterparts overseas,
notably the US and the UK, finding that the Chinese law is a mixture of experiences
transplanted from overseas jurisdictions, but functions differently due to the unique
local conditions in China. An empirical study is then conducted to investigate how
takeover defences are used in practice. It has been found that takeover defences, par-
ticularly ex ante defences, are widely adopted in practice, which may have the effect
of inhibiting potential hostile takeovers in the future.

In general, the paper refutes the idea of a blanket ban on the use of takeover
defences, because takeover defences have both beneficial and detrimental effects:
on the one hand, there is a real risk that the target’s management may abuse defen-
sive tactics to thwart a hostile takeover for the purpose of entrenchment, regard-
less of whether the takeover would be beneficial to the shareholders; on the other
hand, they can be used as a means to protect target shareholders from undesirable
takeovers or, if the transfer of corporate control becomes inevitable, create an active
auction to maximize the sale price for target shareholders. In regulating takeover
defences, therefore, there needs to be a delicate balance between allowing the use of
takeover defences and protecting shareholders’ rights.

107 1t is important to preserve the right of shareholders to put forward proposals to the general meeting.
The 2005 Company Law provides that the general meeting of shareholders can only discuss issues that
are listed on the agenda. 2005 Company Law, Art. 103.

108 Shanghaishi Fengxianqu Renmin Fayuan (+18THZERX AEPT) [People’s Court of Fengxian
District of Shanghai Municipality], Minshi Panjue Shu (RE#|{%+) [Civil Judgment] (2017) Hu0120
({F0120E#]131125) [Civil case, First instance, No. 13112].

) Springer Q ASSER PRESS



396 R.H. Huang, J. Chen

It is submitted that in order to minimize the agency costs of management, the
primary power to decide on the use of takeover defences should be vested in the
hands of shareholders. This is in conformity with the current law that requires con-
stitutional provisions and major corporate decisions to be approved by the general
meeting of shareholders, but marks an important deviation from the model in many
overseas jurisdictions where the board of directors is given the primary power to
manage corporate affairs. Then the question arises whether the issue of takeover
defences should be left entirely to shareholders in the name of corporate autonomy.
Shareholder approval may work effectively to hold management to account in rela-
tion to the use of hostile defences in a dispersed shareholding structure, as is often
the case in the US and the UK, but its function may be distorted in the local context
of China where there is a high level of ownership concentration in most Chinese
listed companies. The majority shareholder usually controls the board of directors,
and thus even if a defensive measure has been approved by the general meeting of
shareholders, there is still a risk that the approved defensive measure may only rep-
resent the interests of the existing board and the controlling shareholder, rather than
the shareholders as a whole. It is therefore necessary to have the possibility of legal
intervention to protect the rights of shareholders, particularly minority shareholders,
in relation to the use of takeover defences.
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