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CHINASTAKEOVER LAW:
A COMPARATIVE ANALY SISAND PROPOSALS FOR REFORM

By Hui Huang’
ABSTRACT

This article is largely prompted by the two recently promulgated
regulations governing takeovers in China. The goal of this article is to
critically examine the legal takeover regime in China and to put forward
proposals for reform. To outline the discussion, Part Il describes the stock
market, the takeover law, and the takeover activities in China. Two
legislative goals, namely contestability of takeovers and shareholder
protection, are set out in Part Ill. Under these principles, Part IV and Part
V' explore the issues of tender offer and anti-takeover defenses,
respectively. Specifically, Part IV focuses on information disclosure and
other major rules relating to takeovers. It appears that these rules are in
line with the international norm and acceptably workable in the context of
China. Furthermore, Part V explores the serious problems that are
associated with anti-takeover defenses. Chinals law seems to be both
over-inclusive and under-inclusive in this respect. After an in-depth
comparative analysis of the legal regimes in the U.S., UK, and Australia,
it is apparent that those regimes are not suitable for China's local
conditions. Lastly, this article proposes a regime in which shareholders
couldveto the use of takeover defenses ex post, while requiring that certain
defensive measures be decided ex ante This proposal could well suit
China's needs because it not only gives shareholders sufficient protection,
but also preserves necessary flexibility for management to efficiently
respond to truly undesirable tender offers.

‘B. Eng., LLB, LLM, Tsinghua University (China); PhD candidate, Law Faculty,
University of New South Wales (Australia). Anearlier versionof thisarticlewas presented at the
2003 International Symposium on Takeovers at Tsinghua University School of Law (Beijing,
China). | thank the participants at the symposium for their valuable comments and am especially
indebted to Professor Baoshu Wang and Professor Ciyun Zhu.

Some sources cited inthis article wereunavailable for review by the Delaware Joumal
of Corporate Law but have been verified by the author.
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|. INTRODUCTION

With the growing globalization of the world economy, thetopic of
mergers and acquisitions is becoming increasingly international.! For
China, it has become crucial to establish a legal takeover framework that
would be basically consistent with the international norm with a focus
toward making China an attractive destination for foreign investors.
Meanwhile, the law relating to takeovers must be in line with local
situations and must meet the needs of China. China's securities market has
seen remarkable progressin arelatively short period of time, but there are
many problems remaining in the market that need to be addressed. In the
current framework of China'ssecuritiesmarket, takeoversplay animportant
role. As such, Chinais determined to maximize the desirable effects of
takeovers, such as monitoring management and promoting the efficient
alocation of resources. The issue of shareholder protection is, therefore,
critical to the development of the market and cannot be ignored in the
process of realizing the aforementioned goals.

On September 28, 2002, China's securities market watchdog, the
China Securities Regulatory Commission (CSRC), promulgated two
important measures regarding takeovers designed to enhance the
workability of Chinesetakeover law.? Alongwith other previously enacted
regulationsand laws, these two make Chinastakeover regime appear more
completeand mature. Nevertheless, thisdoes not suggest that the takeover
laws are defect free. In fact, the rule concerning takeover defenses, for
example, suffers serious problems and will be thoroughly examined in this
article.

Theremainder of thisarticleis structured asfollows. Part 1 briefly
presentsabackground of takeover law in China, including an introduction
to China's securities market, a description of the framework of Chinas
takeover law, and the current situation of takeover activitiesin China. Pat
Il sets out the two goals, contestability of takeovers and shareholder
protection, that Chinese takeover law isintended to fulfill. Additionally,

ISee, e.g., Christian Kirchner & Richard Painter, Takeover Defenses under Delaware
Law, the Proposed Thirteenth EU Directive and the New German Takeover Law: Comparison
and Recommendations for Reform, 50 Am. J. Comp. L. 451 (2002); Robert B. Thompson,
Takeover Regulation afier the "Convergence" of Corporate Law, 24 SYDNEY L. Rev. 323 (2002).

2shangshi Gongsi Shougou Guanli Banfa[Measuresfor Regulating Tak eovers of Listed
Companies] (promulgated Sept 28, 2002 and effectiveDec. 1, 2002) [hereinafter Measures for
Regulating Takeovers]; Shangshi Gongsi Gudong Chigu Biandong Xinxi Pilu Guanli Banfa
[Measures for Regulating Information Disclosure of the Changes in Shareholdings of Listed
Companies] (promulgated Sept. 28, 2002 and effective Dec. 1, 2002). For arelatively detailed
description of the takeover law in China, see infra Part Il.B.
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the reasons for these two goals are examined in the context of China.
Under this guideline, Part 1V discusses rules regarding takeovers, and
takeover defenses are covered in Part V. The two phases of atakeover are
discussed in the interest of convenience because different legal
relationships exist in each phase.? It isimportantto note, however, that the
two parts comprise a unitary takeover law and jointly decide the extent to
which the goals of contestability of takeovers and shareholder protection
would be effectuated. Specifically, Part IV foauses on information
disclosure and tender offer rules: the key issue being how the tender offer
should be carried out by examining the relationship between the bidder
company and the target's shaeholders. Pat V is devotedto an in-depth
investigationinto the takeover defensesin Chinaand isconcerned with the
issue of how defensive tactics should be employed with condderation of
therelati onship betweenthetarget'smanagement andtarget's sharehol ders.
Additionally, Part V discusses the problems associated with takeover
defenses and also advances a reform proposal on a comparative basis,
taking into account the local situationsin China. Finally, Part VI provides
a summary, along with some concluding remarks.

Il. THE BACKGROUND OF TAKEOVER LAW IN CHINA
A. The Development of China's Securities Market

Compared to most western countries, Chinas modern financial
marketisextremely young, having been created in the1980s under apolicy
of instituted reform and openness to meet the needs of the rapidly growing
economy. In 1981, a bond market was established, signifying the birth of
the present-day financial market.* Thebond market, however, only met the
liquidity needs of the government, leaving unaddressed the urgent capital
needs of many private enterprises® Recognizing the financial dfficulty
privateenterprisesand state-owned enterpriseswerefacing, the government
responded with the establishment of two nationwide stock exchanges: the
Shanghai in 1990 and the Shenzhen in 1991.° The two stock exchanges
havejointly created anintegrated equity market with nationwide coverage
and maderemarkabl econtributionsto the economic devel ogpment of China.

*Thompson, supra note 1, at 324.

“HoNG WU ET AL., ZHONGGUO ZHENGQUAN SHICHANG FAZHAN DE FALU TIAOKONG
[LEGAL ADJUSTMENT OF THE DEVELOPMENT OF CHINA'S SECURITIESMARKET] 2 (2001).

SWEI ZHANG & LI CHU, ZHONGGUO ZHAIWU WENTI YANJU [RESEARCH ON THE
QUESTIONS OF CHINA's DEBTS] 42 (1995).

SWu ET AL., supra note 4, at 8.
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Since 1990 the stock marke has grown rapidly,” and by the end of March
2004, the two stock exchanges were handing an aggregate of 1,302 listed
companies with a market capitalization of RMB 5,041.74 billion, or
roughly 614.85 billion US dollars?

It isimportant to note that the equity structure of the Chinese stock
market differsgreatly from those of western nations. There are, depending
on the criteria used, several different types of sharesin China. Apart from
the dichotomy of common and preferred shares, which looks familia to
westerners, there are other special classifications and these seem to be
peculiar to China.

Of great relevance to this article is the typology of shares on the
Chinese stock market. Depending on the eligiblebuyersand the currency
in which the shares are denominated, Chinese securities are traditionally
divided into two classes of shares, namely A shares, or A gu, and B shares,
or B gu. A shares are the main body of shares, whereas B shares account
for only about 0.4% of all the shares on Chinds stock market in terms of
market capitalization.® Accordingly, B shares have a very limited impact
on the Chinese gock market. A shares are basically limited to domestic
investors, including individuals, legal persons, and the state, with both the
principal and dividends denominated in the local currency, namely the
Chinese Yuan, also known as Renminbi (RMB).* Foreign investors,
including investors from Taiwan, Hong Kong, and Macao, can primarily
invest in China's stock market by purchasing B shares, which carry the
same voting and other relevant rights as common A shares' Both
principal and dividends of B sharesare denominated in RMB, but B shares
must be purchased with foreign currency.'” Further, no companies can
issue B shares unless they meet certain requirements prescribed by the
government.”* A point to nateis that the prices of A shares and B shares
for the same listed company are always different, sometimes by a
significant degree.**

Id. at 5-6.

8See Table 2-2 Summary of Raising Capital, located on the Official Website of China
Securities Regulatory Commission, at http://www.csrc.gov.cn/en/statinfo/index1_en.jsp?path=
ROOT%eEEN%3E Statistical %201 nformati on%3EI SSuing (last visited June 18, 2004).

°ld.

©Qulin Fu & Tingjie Shao, Zhongguo Zhengquan Jiaoyi Falu Zhidu Yanjiu [Study on
the Legal Regime of Securities Exchange in China] 8 (2000).

Y.

1d.

Byd. at 107-12.

Fu & Shao, supra note 10, & 106.
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As adistinctive Chinese characteristic, this severance of the A and
B sharemarketsislargely dueto the incomplete convertibility of RMB and
the so-called restricted foreign currency policy.**> For example, precluding
domesticinvestors from B sharesis regarded as a measure to preserve the
nation's foreign currency reserve. Once the RMB becomes fully
convertible, the separationbetween A sharesand B sharesmight di sappear.
In fact, increasing globalization coupled with China's accession into the
World Trade Organization (WTO), has recently resulted in the gradual
mitigation of this problem. Recently, in February of 2001, the B share
became available to domestic investors'® and subsequently, in November
of 2002, certain qudl ified forei gn instituti onal investors (QFI1) have been
permitted to access A shares.’” There are, however, avery limited number
of QFII and only the upper echelon of international institutional investors
are likely to receive such a privilege® This feature of market
segmentation, therefore, is still strong and might remain so in the
foreseeable future.

Second, and more important, A shares have been further sub-
classified into three sub-sets in light of the strictly defined groups of
shareholders in China, which are state shares (guojia gu), legal person
shares (faren gu), and public individual shares(shehui geren gu).*®* Only
the public individual shares are freely tradable on the stock market while
alarge number of the other sub-sets of shares cannot be freely traded.”
Those non-tradable shares account for a mgjority of the shares in most
listed companies and can only be transferred by a private takeover
agreement rather than by public tender?* In 1998, non-tradade shares

1d. at 105.

®Guanyu Jingnei Jumin Touzi Jingnei Shangshi Waizigu de Tongzhi [Notice on
Permitting Domestic Investors to Investin B Shares] (promulgated by the CSRC on Feb. 21,
2001).

Hege Jingwai Jigou Touzizhe Jingnei Zhengquan Touzi Guanli Zanxing Banfa
[Provisional Measures on Investing in Tradeble Shares on China's Stock Market by Qualified
Foreign Institutional Investors] (promulgated by the CSRC on Nov.5, 2002); see also, e.g., Min
Sun, Domestic Stocks Open to Foreigners, ZHONGGUO RIBAO [CHINA DAILY] (Nov. 5,2002)
(reporting that foreign investors can enter China's A share market under QFII regime).

8Zhaohui Yuan & Juan Ju, The Problems ofthe One-Year-Old QFII System, Zhengquan
Shichang Zhoukan [Securities Market Weekly], July 17, 2004, at 12.

¥BaosHU WANG & QINzHI Cul, ZHONGGUO GONGSIFA YUANLI [THE PRINCIPLES OF
CHINA's CORPORATE LAw] 171 (1998).

Fy & Shao, supra note 10, & 8.

ZA0riginally, state sharescould betransferred to foreignersviaprivateagreement, yet this
has been prohibited snce September 1995. In Novembea 2002, this practice wasjointly revived
by the China Securities Regul ation Commission, theMinistry of Finance, and the ChinaEconomic
and Trade Commission. See Guangyu Xiang Waishang Zhuanrang Shangshi Gongsi Guoyougu
he Farengu Y ouguan Wenti de Tongzhi [Notice on Relevant Issues about Transferring State
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accounted for 66.32% of the total sharesin the market.”? Empirical
research hasrevealed that, in 1996, 74.52%of all thelisted companieshave
amajority sharehol der who holdsmorethanthirty percent of thecompany's
outstanding stock.”® As of the end of May 2004, the tradable sharesin the
Shanghai Stock Exchange amounted to only 28.3% of all the shares, in
terms of volume;* while during that same time the amount of tradable
shares in the Shenzhen Stock Exchange amounted to 39.4%, in terms of
volume?

Therational e behind this uniquefeature of the Chinesestock market
is both political and economic. The politicd reason is to prevent stae
assetsfrom fallinginto the handsof individuds, whilethe economic reason
iS to protect state assets from depreciation and misappropriation (in a
widely used Chinese term, Fanzhi Guoyou Zichan Liushi).?®

At the beginning of the establishment of the Chinese stock market,
the political reason seemed more important. Most of the listed companies
in Chinaare previously large state-owned and managed enterprises, which
are seen as the basis and symbol of a socialist economy. When these
enterprises initially went public, their original state assets translated into
state shares of the listed companies?” Thus, those state shares are labeled
as state assets, which, in turn, represent the state's ownership. State
ownershipistraditionally considered thehighest formof ownershipandthe
goal of socialism. After the 1999 amendment, the Chinese Constitution
till provides that

in the primary stage of socialism, [China] shall uphold the
basic economic system in which public ownership is
dominant and diverse forms of ownership develop side by
side. It shall also uphold the distribution system with

Shares and L egal Person Shares of Listed Companiesto Foreigners] (Promulgated inNov. 2002).

2 ing He, Empirical Analysis on the Corporate Governance in Chinese Listed
Companies, 5 INGJ YANJIU[EcoNnomic STuDY] 45 (1998).

21d.

%See the official website of Shanghai Stock Exchange, at http://www.sse.com.cn/
sseportal/webapp/datapresent/MarketViewAct?reportName=NumberOfListing (Market
Overview) (last visited June 18, 2004).

#See the official website of Shenzhen Stock Exchange, at http://www.szse.ci/UpFiles/
Attach/1468/2004/06/03/1526155937.html (Market Overview) (last visited June 18, 2004) .

HEHONG CHEN ET AL., GUOYOU GUQUAN YANJIU[STUDY ON STATE-OWNED SHARES]
324 (2000).

7'1d. at 81-83.
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distribution according towork remaning dominant and with
avariety of model s of distribution coexisting.”®

Individual ownership is still seen as inferiar to public ownership and is
treated differently. The 1999 amendment to Article 11 of the Chinese
Constitution reads as follows:

the non-public sector, includng self-employed and private
businesses, within the domain stipulated by law, is an
important component of [China's] socialist market economy .
Thestateshall protect thelegitimaterightsand interests of the
self-employed and privateenterprises, and Chinashould also
exercise guidance, supervision and management over them
according to the law.?

Prior to this amendment, private businesses enjoyed an even lower status
and were considered just a complement to the socialist public sector
economy. Under this social and political framework, state shares, as the
embodying form of state ownership, havebeen strictly protected from the
threat of private ownership. It was feared that if state shares were
permitted to be transferred to private owners, then the social ist economy
would bebaseless. Thus, the prohibition of the freetransfer of state shares
serves to preserve the socialist nature of the Chinese economy and thus
Chinaas awhole.

Theeconomic reasonto restrict thetransfer of stae sharesisthefear
that, if transferred, state shares could be mishandled or a the least lose
value. Because the Chinese stock market was deemed an experiment of
economic reform at the outset,®® the governrment was understandably
reluctant to risk state assetsin thisexperiment. Theoriginal purpose of the

%7hongHua Renmin Gongheguo Xianfa [The Constitution of the People's Republic of
China] art.6 (emphasisadded) [hereinafter China's Constitution].

Id. art. 11 (1999 amendment) (emphasis added).

%In early spring of 1992, China's leader, Deng Xiaoping, made an important speech
during the inspection of South Chinathat was intended to liberate minds and encourage further
reform. With respect of the stock market, he pointed out,

Are securities andthe stock good or bad? Do they entail any dangers? Arethey

peculiar to capitalian? Can socidian make useof them? We allow people to

reserve their judgment, but we must try these things out. If, . . . they prove

sensible, we can expand them. Othewise, we can put a stop to them.

Deng Xiaoping, Excerpts from Talks Givenin Wuchang, Shenzen, Zhuhai and Shanghai(Jan. 18-
Feb. 21, 1992), in 3 DENG X1AOPING, SELECTED WORKSOF DENG X1A0PING 361 (The Bureau for
Compilation and Translation of works of Marx, Engels, Lenin and Stalin under the Central
Committee of the Communist Party of Chinatrans., Foreign Languages Press, 1994).
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establishment of the stock market, and perhaps even now to alarge degree,
wasto raise fundsfor state-owned enterprisesand to hel p those enterprises
get out of financial distress, so called Wei Guoyou Qiye Jiekun.** Other
than that purpose, the Chinese government haslittle interest in seeing its
shares transferred.

Astheeconomic and political reformin Chinaincreases,the concern
over thetransfer of shares decreases. Overtime, the original experimental
nature of the stock market has faded, and the market seemsto function
healthily and play amoreimpartant roleinthe Chinese economy. Thus, the
government currently feelsthat it might be safe to let state shares into the
market.*

At present, thereisperhapsamoreimportant reform needed because
the majority of the shares on the market are non-tradable and present a
much more seriousimpediment to the further development of the market.*
In particular, in the face of such a high percentage of non-tradable state
sharesin listed companies, takeover attemptsby tender offer are practically
impossible* Further, thegovernment is beginning to recognize that state
shares could maintain their value, and perhaps even appreciate, by transfer
on an open market. Thus, the government has decided to sell most of the
state shares, so called Guoyougu Jianchi,*® but this has been temporarily
locked up due to a disagreement on the selling price of state shares since
June 24, 2002.%* The deadlock islargely based on the fact that the price of
tradablesharesisusually higher, sometimes significantly, than the price of
non-tradable shares in the same company.®” Another reason is that the
tradable shares have always been much more expensive than state shares
when the companiesinitially wentpublic. Thus, thetradable-shareholders

%See, e.g., Guogang Wang, Reform the Planned Economy System and Protect Investor
Interests, JINGJ CANKAOBAO[EconoMY GuIDANCE NEwS], Jan. 29, 2004 (contending that the
market’s purpose of raising funds for state-owned enterprises should be changed). See also
Xiaonian Xu, China's Securities Market is now Experiencing Structural Change, ZHONGGUO
ZHENGQUAN BAO [CHINA SEcuRITIES NEWS], Nov. 29, 2000 (arguing that China's securities
market should no longer primarily serve as atool for state-owned enterprises to raise funds).

S2WANG & Cul, supra note 19, & 328-30.

*/d. at 318-19.

%Fu & Shao, supra note 10, & 231.

%Jianchi Guoyougu Chouiji Shehui Baozhang Jijin Guanli Zanxin Banfa [Provisional
Measures on Selling State Shares to Raise Social Security Fund] (promulgated by the State
Council on June 12, 2001).

%Jian Lin, The State Council has Decided to Stop Selling State Shares, SHANGHAI
ZHENGQUAN BAO [SHANGH Al SEcURITIESNEWS], June 24,2002, at 1.

S’CHEN ET AL., supra note 26, a 168.
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are strongly opposed to thegovernment's plan tosell state shares at market
price.®

In addition to the tradable and non-tradable distinction, there are
distinctions based on the location of where certain stocksare listed, such
as H shares and N shares. H shares and N shares, for example, took their
namesfromthelocation wherethesharesarelisted. Respectively, H shares
are stocks of Chinese companieslistedon theHong Kong Stock Exchange,
while N shares are those listed on the New York Stock Exchange. The
trading of these sharesis mainly subj ect to the laws of listing | ocations
rather than Chinese laws. Additionally, the market capitalization overseas
of such shares is rather small, only 2.3% of the damestic market
capitalization of A sharesand B shares*® Therefore, these shareshavevery
little impact on the Chinese stock market. Notwithstanding their
diminished relevance to this discussion, they are noted for the sake of
compl eting the picture of China's stack market.

Finaly, it is important to keep in mind that the aforementioned
features of China's stock market have significantly affected takeover
activities.

B. The Framework of China's Takeover Law

In accordance with the step-by-step developmert of the underlying
stock market, as Chinese securities laws evolve over time, so does the
regulatory regime. Before October 1992, the regulatory regime was made
up of a group of provincia reguatory bodies that operated relatively
independently of each other under the directions of respective local
governments.®® This non-centralized regulatory regime, however, was
insufficient** Accordingly, in Octobe of 1992, the central government
established the State Council SecuritiesCommission (SCSC) and theChina
Securities Regulatory Commission (CSRC),* thus marking the begnning
of the uniformity of the national securitiesregulatory system.

BSee, e.g., Zhiguo Han, Eight Errors of the Plan to Sell State Shares, SHANGHAI
ZHENGQUAN BAO [SHANGH Al SECURITIESNEWS], Nov. 5, 2001, at 3. Further discussion of this
problem goes well beyond the scope of this article.

393ee Official Website of the CSRC, supra note 8.

40See Official Website of the CSRC, at http://www.csrc.gov.cn/cn/homepage/about.jsp
(last visited June 18, 2004); see also WU ET AL., supra note 4, at9 (2001) (discussing China's
early securities regulatory regime).

“See, e.g., Jinxuan Bao, Improve the Securities Regulatory and Self-Regulatory Regime
in China (Lun Woguo Zhenquan Jianguan yu Zilu Tizhi Jigi Wanshan), 3 FASHANG Y ANJU
(Stubpy on LAw AND COMMERCE) 66 (1999).

“20fficial Website of the CSRC, supra note 40.
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Under this scheme, the SCSC wasthe national authority regponsible
for the regulation of the securities market, and the CSRC, the SCSC's
executive branch, was charged with supervisory responsibility over the
securities market nationwide, in collaboration with loca regulatory
bodies.*® Becausetheregional securitiesregulatory bodieswere preserved
after thisreform and were controlled by local governments, thefriction and
confusionwith respect to regul atory powers continued to remain.** Inorder
to further enhance the efficacy of the regulation of the market foll owing a
flood of securities fraud scandals in 1997, the central government
streamlined the regul atory regime by putting thelocal securitiesregul atory
authorities under the direct supervision of the CSRC in November of that
same year.** Due to the growing influence and role of the CSRC in
securitiesregulation, it was merged with the SCSC in April of 1998,* thus
resolving the conflict between the two. Consegquently, the CSRC was
upgraded into a ministry rank unit directly under the leadership of the
central government,*’ further strengthening boththe powers and functions
of the CSRC. Later acentralized regulatory regime was finalized and the
CSRC has been enjoying the exclusive authority to regulate scurities in
China.*®

Thefirst influential regulation containing takeover provisions was
the Provisional Regulations for the Administration of Stock Issuance and
Transaction (Provisional Regulations), promulgated by the State Council
SecuritiesCommissionin 1993.*° Thisregulationisstill in effect now even
after the Securities Law cameinto forcein 1999.%° In 1999, the Securities
Law of the People's Republic of Chima (Securities Law) has paid
considerable attention to takeover activities by devoting the entirety of

“Id.

“Id.

*Id.

“0Official Website of the CSRC, supra note 40.

YId.

“8See id.; WU ET AL., supra note 4, at 9-10.

“Gupiao Faxing Yu Jiaoyi Guanli Zanxing Tiaoli [Provisional Regulations for the

Administration of Stock Issuance and Transaction] (promulgated Apr. 22, 1993) [hereinaf ter
Provisional Reguationg.

S0Company Law of the People's Rep ublic of Chinaregulates some aspects of mergersand
acquisitionsbut does not specifically relateto takeovers. Zhonghua Renming Gongheguo Gongsi
Fa[Company Law of the People's Republic of China] (promulgated Dec. 29, 1993 and effective
July 1, 1994) [hereinafter Company Law]. Chapter 7 of the Company Law istitled M erger and
Division of Campanies.
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Chapter 4 to takeovers® This, however, still appeared to be incapable of
meeting the need of regulatingtakeovers.

In response to this, the CSRC promulgated the Measures for
Regulating Takeovers of Listed Companies (Measures for Regulating
Takeovers)** and the Measures for Regulating Information Disclosure of
the Changes in Shareholdings of Listed Companies (Measures for
Disclosure)>® in September of 2002. These two regulations contan fairly
detailed provisions with respect to the takeover activities and have filled
most of thelegal loopholesfound in previous provisions. For example, the
Measures for Disclosure added a provision about the notion of "people
acting in concert" in the course of takeovers® The Measures for
Regulating Takeovers provides a clear list of the situations where the
mandatory bid could be exempted, aswell asthe concrete proceduresto be
appliedtoit.>® Thesetwo regulations have compl eted the takeover laws as
a whole®® and are expected to promote the "sustained and healthy"
development of takeover activities.®

In al, Chinds securities market now is under the centralized
regulation of the CSRC and the legal framework regarding takeovers in
China consists of arange of laws and regulations as previously described
above. The takeover law has provided a solid legal groundwork for the
acceleration of takeoves. This is certanly a remakable achievement,
given the short histary of the development of China's securities market.
Thisbeing said, this author must point out that the law isfar from perfect,
especially in the area of takeover defenses, and these problems will bethe
focus of this article.

1ZhonghuaRenming Gongheguo Zhenquan Fa [ Securities Law of the People's Republic
of China] (promulgated Dec. 29, 1998 and effective July 1, 1999) [hereinafter Securities Law].

%M easures for Regulating Takeovers, supra note 2.

Sshangshi Gongsi Gudong Chigu Biandong Xinxi Pilu Guanli Banfa [Measures for
Regulating I nformation Disclosure of the Changesin Shareholdingsof Listed Companies] art. 6-9
(promulgated Sept. 28,2002 and effective Dec. 1, 2002) [heeinafter Measures for Disclosure].

%Id. art. 9.

%1d. ch. 4, ircluding arts. 48 to53.

5Like other regulationspromul gated by theCSRC, these two regulations are potentially
vulnerableto the longstand ng criticism tha the CSRC, as an enterprise unit of the State Council,
has no capacity to formulate regulations under China's administrative law. See Xuejun Shen,
Woguo Zhenquan Jianguan Falu Zhidu Moshi [Institutional Mode System on Supervising
Securities Market in China], XIANDA FAXUE (MODERN LAW SciENCE) 116, 118 (Apr. 2001).
Because this problem is not uniqueto these two regulations, it is beyond the scope of thisarticle.

S"Thesetwo regulations, therefore, havebeen lauded by the market. See Xiao Zhang, New
Rules to Encourage M&As, ZHONGGUO RIBAO [CHINA DalLY], Oct. 9, 2002, at 2.
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C. Overview of Takeover Activities in China

In China there is currently confusion about using the term
"takeover," which has been trandated as Binggou (or Shougou, Hebing,
Jianbing, Chongzu) in Chinese. These Chinese words are frequently used
interchangeably, of which Binggou is the most common. Binggou has a
very amorphous conceptual boundary and seems to be capable of
expressing all the meanings of these English words. takeover, merger,
acquisition, consolidation, amalgamation, and even sometimes internd
capital reorganization of a company.® What Binggou exactly means
depends on the particular circumstances in which it is used. For the
purpose of this article, takeover or Binggou is defined as the trading
activities on the sharesof listed companies with a view toward acquiring
corporate control . From 1993 to the end of 2002, there have been about
160takeover cases, involving about 60 billionRenminbi, roughly US$7.31
billion.>®

There are currently two methods of takeover in China: one is
takeover by tender offer; the other is takeover by private agreement.®® As
discussed earlier, A shares on Chinds stock market comprise tradable
sharesand non-tradableshares®® Tradableshares, mainly publicindividual
shares, can be purchased by tender offer, whereas non-tradable shares,
consisting of state sharesand legal person shares, can only be transferred
by private agreement.®*

As previously shown, the predominant feature of Chinas stock
market at present is that listed companies commonly have a highy
concentrated ownership structure with the state as the controlling
sharehol der and moreimportantly, the majority of sharesarenon-tradabl e.®®
In order to successfully acquire the control of alistedcompany, one hasto
acquirethe non-tradabl e shares by privateagreement. Takeover by private
agreement, therefore, haslong been the maintakeover method for acquiring

®Xiangqu Li et al., Research on Some Legal Issues Relating to the Capital
Reorganization and Share Transfer of Listed Companies, 2 SHANGZHENG Y ANJIU [SHANGHAI
Stock EXCHANGE RESEARCH] 1, 3 (2003) (advocating that the concept of takeover and capital
reorganization should be classified).

*9Xiaobing Jin et al., Research on Some Issues about Takeover Legal Regime for Listed
Companies, 2 SHANGZHENG Y ANJIU[ SHANGH Al STock EXCHANGE RESEARCH] 191, 192 (2003).

®Securities Law, supra note 51, at. 78. Takeover by tender offer in Chinais similar to
that defined through an eight-factor testinthe U .S. See, e.g., Wellman v. Dickinson, 475 F. Supp.
783, 823-24 (S.D.N.Y. 1979).

¥See supra Part 11 A.

%2Fy & Shao, supra note 10, & 217-19.

3See supra Part 11 A.
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control of alisted company in China. Thus, the government caneffectively
control the transfer of state shares. According to the Securities Law,
"When the takeover of a listed company involves shares held by an
investment organi zation by the State, the matter shall be subjectto approval
by the relevant department in charge in accordance with the regul ations of
the State Council."**

For thisreason, takeover by tender offer isnot popular or feasiblein
China. To date, avery limited number of takeover cases by tender offerin
China have occurred and almost all of the target companies had few non-
tradable shares.*® For example, the first takeover case by tender offer in
Chinaoccurred in 1993, which targeted a small company that was free of
non-tradable shares.®® This was a common feature shared by many other
cases.®’

If, as discussed earlier, the government successfully slls the state
shares and thus all the shares become tradable (so called Quanliutong),
there will be more takeovers by tender offer in China. After the
promulgations of Measures for Regulating Takeovers and Measures for
Disclosure, there has been an increase in the number of takeover cases by
tender offer.®® This article will primarily focus on the regulations
concerning the transactions of the A shares, which are tradabl e through
tender offers. Any sensible conclusion, however, could not be reached
without taking the current special equity gructure of Chinese companies
into account.

%4Securities Law, supra note 51, art. 94.

®Ming Cha, Analysis on the Features of Two Cases of Tender Offer, ZHONGGUO
ZHENGQUAN BAO [CHINA SEcURITIESNEWS], Apr. 23, 2003, at 5.

®In September 1993, Shenzhen Baoan Enterprises, a Shenzhen legal person company,
attempted the first hostile takeover of a Chinese public company by accumulating a large block
of the publicly traded shares of Shanghai Yanzhong Industrial, a listed company in Shanghai.
This takeover failed after the CSRC intervened because Shenzhen Baoan was found to have
breached takeover disclosure rules and thetakeover involved ashort swing. See China Securities
Regulatory Commission, Decision of the China Securities Regulatory Commission on the
Punishment of the Shanghai Subsidiary C ompany of Shenzhen Baoan G roup Comp any, the Baoan
Huayang Health Care Production Company, and the Shenzhen Ronggang Baoling Electrical
Lighting Company fa Breaching the Seaurities Regulations, 4 ZHONGGUO ZHENGQUAN JIANDU
GUANLI WEIYUANHUI GONGGAO [CHINA SECURITIES REGULATORY COMMISSION OFFICIAL
BuLLETIN] (Oct. 25, 1993).

®”In another case, Shenzhen Vanke, a Shenzhen company, attempted to acquire control
of Shanghai Shenhua Industrial, a Shanghai publicly traded company, which had a total of 27
million shares outstanding, of which there were no state shares. See Christine Chan, Shenhua
Stake Cost Vanke 39M Yuan, NANHUA ZAOBAO [SOUTHERN CHINA MORNING PosT], Nov. 15,
1993, Business, at 3.

®NanGan Gufen and Chengshang Group were the target companies, respectively, in two
cases of takeover by tender offer. See Cha, supra note 65, & 5.
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I1l. SHAREHOLDER PROTECTION AND THE CONTESTABILITY
OoF TAKEOVERS. Two GUIDING PRINCIPLES

Takeover regulation appears to occupy a significant place in the
corporate laws of various jurisdictions and the socio-economic effects of
such regulations have been widely debated. In discussing the
appropriateness of takeove law in China, it is this author's view that we
must keep in mind two principles: (1) shareholder protection and (2) the
contestability of takeovers. Thesetwo principleshave also been expressly
endorsed by the CSRC in Article ore of the Measures for Regulating
Takeovers, which reads:

According to Company Law, Securities Law and other laws
and relevant administrative regulations, this measure is
enactedin order to standardize thetakeover activitiesof listed
companies, stimulate the optimization of the resource
alocation on the stock market, protect the lawful rights and
interestsof investors, safeguard the normal order of the stock
market.*®

The two principles may be consistent in some instances, while in other
situationsthey may be diametrically opposed. Aswill be shown, theissue
of designing the best possible takeover law consists of hothing more than
trying to strike a balance between the two guiding principles.

A. Contestability of Takeovers

Takeovers, especially hostile takeovers, have beenlong regarded as
an effective mechani sm of monitoringthe management of corparationsand,
as such, are beneficial to the enhancement of corporate governance.”
Faced with the possi bility of ahostiletakeover, managershave anincentive
to manage more efficiently, thus creating shareholder value” Thisaidsin

%M easures for Regulating Takeovers, supra note 2, art. 1.

Andrei Shleifer & Robert W. Vishny, 4 Survey of Corporate Governance, 52 J. FIN.
737, 756 (1997) (stating that "[t]akeovers are widely interpreted as the critical corporate
governance mechanism . . . without which managerial discretion cannot be effectively
controlled").

"Frank H. Easterbrook & Daniel R. Fischel, The Proper Role of a Target's Management
in Responding to a Tender Offer, 94 HARv. L. REV. 1161, 1169 (1981). "The most probable
explanation for unfriendly takeovers emphasizes their role in monitoring the performance of
corporate managers. The tender bidding process polices managers whether or not a tender offer
occurs, and disciplines or replacesthem if they stray too far from the service of the shareholders."
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aligning theinterests of management with the interests of the hareholders
and thus reduce the agency costs of management.”

The benefit of takeovers has been positively recognized by
legislators. In debating the bill whichwould |ater becomethe Williams Act
inthe U.S,, Senator Williams stated that " [iJnsomeinstances, achangein
managementwill proveawel come boonfor shareholder and employee, and
in a few severe dtuations it may be necessary if the company is to
survive."”

In addition, takeovers are also thought to improve the allocation
efficiency of scarce social resourcesto the benefit of the society asawhole.
Takeoversensurethat theresourcesareutilized by the most capabl e people
and yield the maximumreturns.” Further, takeovers couldcreate valuefor
shareholders by providingthem with asubstantial premium upon the sale
of their shares.”

Id.
Id. at 1173.
Tender offers are a method of monitoring the work of management teams.
Prospective biddersmonitor the performance of managerial teamsby comparing
acorporation's paential value with itsvalue (asreflected by shareprices) under
current management. When the difference between the market price of afirm's
shares and the price those shares might have under different circumstances
becomes too great, an outsider can profit by buying the firm and improving its
management. The outsider reduces the free ridng problem because it owns a
majority of the shares. The source of the premium is the reduction in agency
costs, which makesthe firm's assetsworth morein the hands of theacquirer than
they are worth in the handsof the firm's mangers.
On the role of the takeover as a mechanism for monitoring management performance and thus
reducing the agency cost, see also Gregory R. A ndre, Tender Offers for Corporate Control: A
Critical Analysis and Proposals for Reform, 12 DEL. J. CorP. L. 865 (1987); Ronald J. Gilson,
A Structural Approach to Corporations: The Case Against Defensive Tactics in Tender Offers,
33 StAaN.L.Rev. 819 (1981); Henry G. Manne, Mergers and the Market for Corporate Control,
73 J. oF PoL. Econ. 110, 113 (1965).
73113 CoNe. REec. 854 (1967) (statement of Sen. Williams).

"See, e.g., John C. Coffee Jr., Regulating the Market for Corporate Control: A Critical
Assessmentof'the Ten der Offer's Role in Corporate Governance, 84 CoLuMm.L.Rev. 1145, 1221
(1984); Frank H. Easterbrook & Daniel R. Fischel, Corporate Control Transactions, 91 YALE
L.J. 698, 705 (1982); Michael C. Jensen, Takeovers: Their Causes and Consequences, 2 J. OF
EcoN. PersP. 21, 23 (1988).

™Michael C. Jensen, The Takeover Controversy : Analysis and Evidence, in KNIGHTS,
RAIDERS, AND TARGETS, THE IMPACT OF THE HOSTILE TAKEOVER 314 (John C. Coffee, Jr. et al.
eds., 1988) (stating that "[t]akeovers benefit target shareholders—premiums in hostile offers
historically exceed 30%, on average, and in recent times have averaged about 50%"). See also
Michael C. Jensen & Richard S. Ruback, The Market for Corporate Control, The Scientific
Evidence, 11 J. FIN. Econ. 5, 9-16 (1983) (arguing that target shareholders can benefit from
takeover premiums); Reinier Kraakman, Taking Discounts Seriously: The Implications of
"Discounted" Share Prices As An Acquisition Motive, 88 CoLuM. L. Rev. 891, 908 (1988)
(observing that target shareholders can be better off selling shares at a premium).
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This pro-takeover argument, however, is not without criticism. A
powerful counterargument is that the threat of a hostile takeover forces
managersto emphasize short-termgains and "paper profits."”® Under this
view, management puts the short-term concerns ahead of long term
concernsin making decisions. Inother words, managerswou d be reluctant
to devote corporate resourcesto research anddevel opment of new products
and technologies Thus, shareholders would not receive long-term value
for their investment.”” Apart from this, hostile takeovers have also been
regarded as leading to lost productivity from business disruption, creating
dangerously leveraged capital structures and causing inefficiency by
diverting managers from real economic activity to financial reshuffling.”
More severely, this might resut in national industries lodng their
competitiveness in the international market.”

The anti-takeover stance, however, has also been attacked. It has
been opined that all the anti-takeover claims are "impressionistic" and
largely based " on anecdotal evidence."* Acknowledging that thoseclaims

"8Jensen, supra note 75, a& 319-20.

It has been argued that growing institutional equity holdings and the fear of

takeover cause managersto behave myopically and therefore sacrificelong term

benefitsto increase short-term profits. . . . Thereislittle formal evidence onthe
myopic-manager issue, but | believe this phenomenon does occur. Som etimes

it occurs when managers hold little stock in their companies and are

compensated in ways that motivate them to take actions to increaseaccounting

earnings rather than the value of the firm. It also cccurs when managers make
mistakes because they do not undergand the forces that determine stock values.

"See, e.g., Michael C. Jensen, The Modern Industrial Revolution, Exit, and the Failure
of Internal Control Systems, 48 J. FIN. 837 (July 1993).

8See, e.g., Peter F.Drucker, Drucker on Management: Taming the Corporate Takeover,
WALL St.J., Oct. 30, 1984, at 30, col. 3.

"In the 1980s, some criticized takeove activities as counterproductive to American
industry and attributed the decline of America's competitive advantage to this reason. See, e.g.,
id. See also Jensen, supra note 77, at 837 (quoting Martin Lipton, Corporate Governance: Major
Issues for the 1990's Address to the Third Annual Corporate Finance Forum at the J. IraHarris
Center for the Study of Carporate Finance, University of Michigan School of Business (Apr. 6,
1989)).

Indeed, Marty Lipton, prominent defender of American CEOs, expresses a

common view of the 1980s when he states that "the takeover activity in the

United States has imposed short-term profit maximization strategies on

American Business at the expense of resarch, development and capital

investment. Thisisminimizing our ability to compete inworld markets and still

maintains a growing standard of living at home."

8Coffee, supra note 74, a& 1153-54.

Some of these critics have advanced broad claims,arguing either (a) that hostile

takeoversproduceonly "paper profits" and apreoccupation with short-run profit

maximization, which undesirably divert management'sattention fromthe pursuit

of greater operational efficiency, or (b) that the stock market is so inefficient as

to make it unlikely that tender offerswill focus selectively on companies with
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appear to have gained someinfluence, other commentatorshave argued that
such claims wereuntenabl e dueto the lack of the support from conclusive
empirical evidence®*  Others, notably Easterbrook and Fischel,
aggressively contend that management'sfear of takeoverswauld not, asthe
anti-takeover claim posits, necessarily give rise to shortterm strategieson
thegroundsthat "[i]f the market perceivesthat management has devel oped
asuccessful long-term strategy, thiswill bereflectedin higher share prices
that discourage takeovers."®

The debate over the economic value of takeovers remans largely
inconclusi ve and, as such, will continue in the foreseesble future, as will
the relevant empirical studies. As with most legal debates, the issue of
takeovers cannot be sensibly examined without taking account of the
specific context in which takeover activities operate. In the face of the
contrasting effects associated with takeovers, we must prioriti ze them by
analyzing the needs of the spedfic situations in question.

In China, the problemof corporate governanceisparticul arly serious
duetovariousreasons. Thelack of supervisionof managementisgenerally
thought to be at the heart of the issue®* There are, in theory, at least
several mechanismsfor monitoringmanagement in China. First, according
to Company law, shareholders have the power to monitor managers.®
State-owned shares, however, occupy a high percentage of all the
outstanding shares in most listed companies. Due to the problems of
agency costs and an omnipresent bureaucracy, the state as the majority

inferior managements. These assertions suffer serious flaws: the first claimis
essentially an impressionistic critique that relies chiefly onanecdotal evidence
and never explains adequatel ywhy sharehol dersshould not beableto determine
the optimal time frame within which the profits are to be maximized in the
business they own.

Id. (footnotes omitted).
8lSee Jeffrey N. Gordon, Corporations, Markets, and Courts, 91 CoLum.L.REv.1931,

1955 (1991).
These [anti-takeover] claims are all controversial, which at least partially
explainswhy the United States Congress has failed to pass takeover legislation
despite many hearings and leg slative proposalsin recent years No conclusive
empirical evidence resolves any o these claims, although most academics
believe that the available evidencetilts decidedly in favor of takeovers

1d. (footnotes omitted).

8Easterbrook & Fischel, supra note 71, a& 1183-84 (asserting that "[t]he threat of
takeovers does not prevent managers from engaging in long-range planning").

8See, e.g., Junhai Liu, Prospect for China's Corporate Law Reform After the Entry into
WTO, in CORPORATIONLAW REFORM FORA GLOBAL COMPETITIVEECONOMY 254, 270 (Baoshu
Wang et al. eds. 2003).

#Company Law, supra note 50, art. 103 (listing the powers of the shareholde's' general
meeting).
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sharehol der haslong seemed to be virtually non-existent withrespect tothe
monitoring of management.®®> Thisuniquephenomenoniscalled Guoyougu
Suoyouzhe Quewei (no functional proprietor of the ¢ate-owned shares)
Second, the two-tier corporate governance systemin Chinahasresulted in
a specifically designed supervisory board to monitor directors and
corporateofficials.®” Unfortunately in practice, the supervisory board has
proved to be ineffective in servingits purported function.®®
Itisimportantto note that Chinahasyetto establish aderivative stit
system, which is widdy believed to be an effective management-
monitoring device.®* Recently, Chinahasattempted to introduce a system
utilizingindependent directors, which was primarily model ed after theU.S.
system, with a focus on remedying the deficiency of management
monitoring.® So far, this practice suffers from many problems and has not
solved the targeted management-monitoring issue as orignally expected.”*
As Shleifer and Vishny have pointed out, "takeovers are widely
interpreted as the critical corporate governance mechanism in the United
States, without which manageial discretion cannot be effedively
controlled."®* In the context of China, it appears that the monitoring
mechanism at the heart of corporate governanceisfar more severethan in

8CHEN ET AL., supra note 26, a 247-48.

% n response to this issue, the central government established a specific administrati ve
body known as the State-owned Asset Supervision and Administration Commission of the State
Council (SASAC), and placed the SASAC in charge of state-owned assetsin 2003. Whether this
new body will satisfactorily fulfill its important role is uncertain at the moment. See Jiahang
Wang, How to Establish an Effective SASAC, INGJ SHIBAO [EcoNnomY NEws], Feb. 19, 2003,
at 4.

8Company Law, supra note 50, art. 127.

8shenshi Mei, The Roles of Supervisors and Supervisory Board in M odern Corporate
Governance, 1 SHANGSHIFA Luna [ComMmERcIAL L. Rev.] 161, 195 (1995);Fengting Yin,
Urgently Needed to Improve the Function of Supervisory Boards in listed Companies, SHANGHAI
ZHENGQUAN BAO [SHANGH Al SEcURITIESNEWS], Dec. 4, 2003, at 12.

8Hui Huang, Research on Shareholder Derivative Suit, 7 SHANGSHIFA LUNJI
[CommERcIAL L. REV.] 332 (2002).

DOGuanyu zai Shangshi Gongsi Jianli Duli Dongshi Zhidu de Zhidao Yijian [Guiding
Opinion on Establishing Independent Directors System in Listed Companies] (promulgated by
CSRC in Aug. 16, 2001); Cindy A. Schipani & Junhai Liu, Corporate Governance in China:
Then and Now, 2002 CoLum. Bus. L. Rev. 1, 46.

9Some Chinese commentators have satirized independent directors as decorative vases,
and as such havelittle function. See, e.g., Jianxiong Wu et a., What is Wrong with Independent
Directors: An Empirical Study on the Current Situation of Independent Directors in China,
ZHENGQUAN SHIBAO [SECURITIES TIMES], Jan. 10,2002, at 9.

92ghleifer & Vishny, supra note 70, at 756 (citation omitted).
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the U.S. and is the primary problem in need of a solution.®® Thus, the
management-monitoringval ueof takeoversshould have preference (at | east
at this stage of China'seconomic development).

Furthermore, China is transitioning from a centrally planned
economy to amarket -oriented economy and many problems exist regarding
the inefficiency of the alocation of resources. Thus, whole industries
urgently need to be restructured to optimally employ social resources. By
reforming the takeover framework, China could improve theefficiency of
management, optimizetheall ocation of social resources enhancecorporate
governance, and boost theinternational competitiveness of itsindustriesas
a whole. After Chinas entry into the WTO, it has become crudally
important to hasten the process of achieving these goalsin order to survive
in an increasingy competitive world economy. A vigorous corporate
control market is central to therealization of this goal, and China needs to
take a pro-takeover stance.

This situational policy orientation has been recognized in the
Measures for Regulating Takeoves, which expressly states that its
legidlative purpose is to "regulat[e] takeover activities, improv[e] the
optimal allocation of the resources on the securities market, and protect[]
the legitimate rights of investors."** Asthe former Chairman of the CSRC,
Zhou Xiaochuan, commented on thetwo new rules: " Through mergersand
restructurings, China's capital market will play an active role in better
integrating the nation into the world economy and ensuring smoother
economic transition and structural adjustment."®> Therefore, maintaining
the contestability of takeovers should be one of the principles underlying
the takeover regime.

B. Shareholder Protection

In addition to maintaining the contedability of tekeoverstoachieve
the management monitoring value, another crucial principle with respect
totakeoversissharehol der protection—maore specifically, the protection of
existing sharehol dersand their compani esfromunwanted takeoversand the
protection of individual shareholders from unjust treatment during
takeovers. In other words, the legal takeover framework must ensure
fairness and justice in the course of takeover activities, while at the same

9See generally Schipani & Liu, supra note 90, at 47-51 (describing common misuses of
power by Chinese executives and comparing them to the accountability of their American
counterparts).

%M easures for Regulating Takeovers, supra note 2, art. 1.
%Zhang, supra note 57.



2005] CHINA'S TAKEOVER LAW 165

time promoting economic effici ency.

Hansmann and Kraakman, among others, have asserted that "[t] here
isno longer any serious competitor to the view that corporate law should
principally strive to increase long-term shareholder value™® This
shareholder protection principleisparticularly prominentin circumstances
wherethe takeoversareinstituted by corporateraiders. Insuch asituation,
thereisareal possibility that some acquirerswould expropriate the wealth
of the existing shareholders, and thus the target company shareholders
would be harmed by the takeover.®” This phenomenon has along history®®
and eventualy prompted the enactment of various takeover-oriented
legislation, such asthe Williams Act* inthe U.S. and in other jurisdictions
including China. The protection of investors is mainly achieved by
requiring adequate information disclosure and specifying certain rules
concerning tender offers.!® In Australia, for example, the Eggleston
principle was introduced in 1969 with a view to the attainment of
shareholder protection,®* and has been viewed as "the product of the

®Henry Hansmann & Reinier Kraakman, The End of Historyfor Corporate Law, 89 GEO.
L.J. 439, 439 (2001).

9"Thompson, supra note 1, at 325.

%John Coffee has advanced the theory that investment bankers of the late nineteenth
century performed the function of protecting "thepublic sharehol der from attempts by specul ators
to steal afirm's control premium." See John C. Coffee, Jr., The Rise of Dispersed Ownership:
The Roles of Law and the State in the Separation of Ownership and Control, 111 YALEL.J. 1,
31 (2001).

%Pub. L. No. 90-4393, 82 Stat. 454 (1968), codified as amended at 15U.S.C. §8 78m(d)-
(f), 78n(d)-(f) (2000).

100R|cHARDW . JENNINGSET AL ., SECURITIESREGULATIONS CASESAND MATERIA LS 652
(7th ed. 1992).

0Eggleston Principle took its name from the Company Law Advisory Committee (the
Eggleston Committee), which conducted a review of the situation of investor protection offered
by the then existing takeover law. See Company Law Advisory Committee, Second Interim
Report: Disclosure of Substantial Shareholdings and Takeover Bids 6 (Canberra: AGPS, 1969),
available at http://lwww.takeovers.gov.au/display.acp?ContentiD=494. According to this
principle:

[i]f anatural person or corporation wishes to acquire control of a company by

making a general offer to acquire all the shares, or a proportion sufficient to

enable him to exercise voting control, limitations should be placed on his

freedom of action so far as is necessary to ensure:

(i) that hisidertity is known to the shareholders and directors;

(i) that the shareholders and directors have a reasonable time in which to

consider the proposal;

(iii) that the offeror is required to givesuch information as is necessary to

enabl e the shareholders to form ajudgment on the merits of theproposal and, in

particular, where the offeror offers shares or interestsin a corporation, that the

kind of information which would ordinarily be provided in a prospectus is

furnished to the offeree sharehol ders; [and]

(iv) that so far asis practicable, each shareholder shauld have an equal
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application of Sir Richard Eggleston's equity jurisprudence."**

The U.S. provides another good example. A cash tender offeror
could operate in virtual secrecy like acorporate raider in the pre-Williams
Act erabecausethelaw did not requirethat "[acash tender offeror] disclose
his identity, the source of his funds, who his associate were, or what he
intended to do if he gained control of thecorporation."'®® The Williams Act
was designed to protect investors by requiring sufficient information to be
provided to enable them to make aninformed decision with respect to a
tender offer.’®* Itisthe purpose of the Williams Act that the target company
management adopt appropriate defensive tactics to increase the value to
target shareholders.'®

The objective of shareholder protection, however, may conflict with
the economic oljectives of efficiency in resource allocation to the extent
that the rule would render the hostile takeover more difficult and thus
diminish the contestability of takeovers. The substartial costs associated
with information disclosure and tender offer rules, which are designed to
protect investors, may effectively deter many takeovers that otherwise
would havebeenlaunched.®® Furthermore, it iswidely recognized that the
target's management has the incentive to abuse defensive tactics with
respect to hostile takeovers for the purpose of entrenchment.’®” Some
takeover defenses, which were originally designed as a means to protect
target shareholdersfromraiders, have been found to be frequently misused
by the target's management. For example, the target's management would
use defensive measurestothwart a hostile takeover that would injuretheir
interests, regardless of whether the takeover would be beneficial to the
shareholders,'®® resulting in the diminished contestability of takeovers.
This problem has been at the heart of the discussion of takeover law and

opportunity to participate in the benefits offered.

2Tony Greenwood, In addition to Justin Mannolini, 11 AustL. J. Corp. L. 308, 310
(2000).

19335, Rep. No. 90-550, at 2 (1967).

104[d.

195 JENNINGS ET AL., supra note 100, & 655

165ee, e.g., Justin Mannolini, Convergence or Divergence: Is there a Role for the
Eggleston Principles in a Global M&A Environment?, 24 SYpNEey L. Rev. 336 (2002) (arguing
that the protection of minority shareholders as advocated by Eggleston Principleisa"luxury" of
economically inefficient, albeit admirably egalitarian, rules).

7Easterbrook & Fischel, supra note 71, at 1194. See also Lucian A. Bebchuk, The Case
for Facilitating Competing Tender Offers, 95 HARv. L. REv. 1028, 1029 (1982); Gilson, supra
note 72, & 819.

185ee, e.g., Lucian Arye Bebchuk & Allen Ferrel, Federalism and Corporate Law: The
Race to Protect Managers from Takeovers, 99 CoLum. L. REv. 1168 (1999).
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received a wide range of practi cal and academic attention. Accordingly,
this article also addresses this issue.

IV. TAKEOVER: BIDDER AND THE TARGET'S SHAREHOLDERS

When a bidder proposes atender offer, takeover law focuses on the
protection of the target shareholders from unjust treatment in hostile
takeovers. This protection is in the form of requiring information
disclosure and specifying certain other aspeds of tender offers.

A. Disclosure of Substantial Shareholdings

To protect target shareholders from corporateraiders, the takeover
laws of most juridictions generally require adequate informetion
disclosureso that shareholders can make informed decisions after thorough
deliberation. Of particular relevanceto the contestability is the disclosure
of the identity of persons or groups with substantial holdings, which
provides the market with an early warning of possible takeovers!®® In
China, the Securities Law provides for broad disclosure with respect to
substantial shareholders.**® When an investor comes to hold five percent
of the sharesissued by alisted company, the investor must disclosehis or
her position.*** Thisdisclosure must occur within three businessdays from
the date when such sharehd ding occursby submitting a written report to
the CSRC and the stock exchange.*? During this period, the investor may
not continue to purchase or sel | shares of the listed company.**® Thus, the
investor is prohibited from changng hisor her ownership position until the
market is informed. The Measures for Disclosure further expands
substantial shareholders duty to disd oseto sharecontrollers, andinvestors
acting in concert, something equivalent to the notion of the beneficial
investor in the U.S*

Inthe U.S., Section 13(d) of the Securities Exchange Act imposesa
similar disclosure requirement on personswithin ten days of the date that
they acquire beneficial ownership of more than five percent of a public

199JENNINGS ET AL., supra note 100, & 652.
105ee Securities Law, supra note 51.

4. at art. 79(1).

112[d

1314, art. 79(2).

4Measures for Disclosure, supra note 53, arts. 6-9. For the concept of beneficial
ownership inthe U.S., see 17 C.F.R. § 240.13d-3 (2004).
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company.'*®* Much like China, the U.S. does not permit substantial
shareholders to continue to purchase shares during this period before
making the announcement.™*® If, however, thereisamaterial changeinthe
holdings, including an acquisition or disposition of ore percent of
outstanding shares in the said company, the owner must promptly file an
amendmert.**’

In Australia, if a shareholder begins to have, or ceases to have a
relevant interest in five percent or more of theall sharesin acompany or
scheme, that sharehol der is deemed to have acquired asubstantial holding
in that company or scheme!*® Thisis relevant because once this occurs,
that shareholder must disclose the information within two business days
after the shareholde first becomes aware of this information.*** Further,
where there is a movement of at least one percent in the substantial
shareholders holdings, thisis required to be disclosed withintwo business
days.**® Thus Australia requires disclosure in much the same fashion as
both China and the United States.

Clearly, thethreshold for substantial sharehol dingsand thetime for
disclosure would exert significant influence on the contestability of
takeovers.*** Thelower the threshold, the more protectionthe shareholder
will get; therefore, the resulting takeover would be more difficult.
Generally, the bidder needs to accumulate a certain number of shares,
aways called a toehold, before initiating a takeover.*?* If the bidder is
required to disclose hisor her holdingstoo early, the marketwould react to
raise the share price and the takeover would be more expensive!*® As
Fischel stated:

[o]utsidersare not generally privy toinsideinformation about
apotential target. A decision to tender only occurs after an
offeror determinesthat thetargetwill be moreprofitableinits

11515 U.S.C. § 78m(d) (2000).

11617 C.F.R. § 240.13d-1(€)(2)(ii) (2004).

1714, § 240.13d-2(a).

M8Corporations Act, 2001, sec. 9 (Austl.).

974, sec. 671B(6).

12074, sec. 671B(1)(b).

121RoNALD J. GILSON & BERNARD S. BLACK, THE LAW AND FINANCE OF CORPORATE
AcquisiTiIoNs 898 (2d ed. 1995) (pointing out that "the disclosure obligation imposed by 13(d)
[of the Securities Exchange Act 1934] has particular significance for a would-be acquirer").

12290¢, e.g., Guido A. Ferrarini, Share Ownership, Takeo ver Law and the Contestability
of Corporate Control, a 4, available at http://papers.ssrn.com/sol 3/papers.cfm?abstract_id=
265429 (citations omitted).

1237,
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control and that a tender offer is likely succeed. These
decisions involve research costs. The incentive to produce
thisinformationisthe expected gain from the appreciation of
the offeror's equity investment after obtaining control. Any
legal constraint that limits the ability of ownersof privately
produced information to realize its exchange value will
discourage devoting resourcesto produce new information.***

Not surprisingly, if thebidder'sincentiveisdecreased, theremight befewer
takeovers.

Therefore, a trade-off must be set between the protection of
shareholders and the contestability of corporate control by choosing the
appropriate threshold and disclosure time. This balance should be
determined on the basis of the local situation. Thus, it might be the
adjustment of the threshol d and disclosur e time according to the changing
commercia environment. In China, for exanmple, the 1993 Provisional
Regulations require a substantial shareholder to disclose the changein the
holding of at least two percent of the outstanding shares.?®* In order to
encourage takeovers, this threshold has been raised to five percent in the
Securities Law as previously discussed.””® Theincrease from two percent
to five percent may be arhitrary and seems to have an impressionistic
flavor; however, in the absence of reliable empirical data, it isdifficultto
judge whether thefiguresareincapabl e of balancing sharehol der protection
with the contestability of takeovers. At the very least, China is now
consistent with the international norm.

B. Tender Offer Rules

Takeover laws also provide a safeguard for target shareholders to
prevent coercive tender offers, including reasonable time to consider the
proposal and equal opportunity to participate.”” In China, the bidder must
inform the market of the terms of the offer,"*® and the offer should be open
for aminimumtime to avoid shareholders making a decision hastily.™** If

24paniel R. Fischel, EfficientCapital MarketTheory, the Market for Corporate Control,
and the Regulation of Cash Tender Offers, 57 TEx.L.REev. 1, 13 (1978).

2provisional Regulations, supra note 49, at. 47.

26See supra notes 110-13 and accompanying text.

12T JENNINGS ET AL., supra note 100, & 654-55.

128\ easures for Regulating Takeovers, supra note 2, ar. 26.

12974 art. 36 (providing that the effective period of the offer must be no less than thirty
days and no more than sixty days, except wherethere is a contested offer).
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the bidder wants to vary the terms of the offer, the approval of the CSRC
is required.™*® Further, the target's shareholders can now withdraw their
acceptance.® Before the tender offer is announced, the bidder is
prohibited from purchasing any target shares.** Most other jurisdictions
have similar provisions!*®

Chinds takeover law attempts to enaure the equal treatment of dl
target shareholders and pays particular attention to minority shareholders
after takeovers. A mandatory bid requirement was incorporated into the
Securities Law to achieve this goal.** When an investor comes to hold
thirty percent of the issued shares of a listed company and wants to
continue purchasing such shares, that investor must issue an offer to all the
shareholders of the listed company, unless exempted by the CSRC.**
Unfortunat ely, the situations where exemptions woul d be granted were not
clarified inthe Securities Law,3® which resultsin confusion. To solvethis
problem, the Measuresfor Regulating Takeove's devotes anentire chapter
toexplaintheconditionsand stepsrequired in applying for an exemption.™’
Measures for Regulating Takeoves requires the tender offer price for
guoted shares to be either the highest price paid by the acquirer for its
shares during the six months prior to the offer or ninety percent of the
arithmetic average of the daily weighted average market price of such
sharesduring athirty-daytrading period preceding theannouncement of the
offer, whichever is greater in value.**® If the tender offer expires and the
acquirer has gotten no less than ninety percent of the total outstanding
shares of the target company, theremaining shareholders have theright to

1305ee Securities Law, supra note 51, art. 84; M easures for Regulating Takeovers, supra
note 2, art. 37.

Bigecurities Law, supra note 51, at. 41.

3214, art. 23.

1L g, intheUS., see15 U.S.C. § 78n(d)-(e) (2000); 17 C.F.R. §240.14e-1 (2004). In
Australia, see Corporations Act, 2001, sec. 624(1) (duration of the offer), sec. 635 (steps in
market bid), sec. 636 (content of bidders' statement), sec. 652 (withdraw of an offer).

1¥Securities Law, supra note 51, at. 81.

%14, This mandatory tender offer obligation will also be triggered when an investor
entersinto aprivate agreement to acquire morethan thirty percent of theissued shares. Inarecent
case, Dikang Konggu was forced to make atender offer because it has acquired more than thirty
percent of the state shares of the Chengshang Group by a private agreement. See Jun Li, The
Transfer of State Shares of Chengshang Group Triggers Mandatory Bid, GUOJI JINGRONG BAO
[INT'L FIN. NEWS], Apr. 15, 2003, at 7.

138Ey & Shao, supra note 10, & 268.

"M easures for Regulating Takeovers, supra note 2, ch. 4. Such conditions that would
qualify for an exemption wouldinclude those where thirty percent o the holdings by oneinvestor
were caused by a new issuance of shares in accordance with a shareholder resolution or ashare
transfer due to acourt order. See id. art. 49.

13814, art. 34.
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enforce the sale of their shares on the same terms as those in the offer.**®
In this way, the remaining minority shareholders can be protected from a
freeze-out merger onterms less favorable than those of the dffer.

Australia and the UK provide similar protective mechanisms to
target shareholders. China's mandatory bid ruleis almost identical to that
in the UK as stated in the City Code on Takeovers and Mergers!®® In
Australia, acquiring more than a threshold of twenty percent of voting
power in a company is prohibited, subject to a number of exceptions,
including the makingof afull takeover offer.*** In contrast, theU.S. does
not require a thirty percent shareholder to make an offer,'** and the
Williams Act provides less protection for remaining shareholders in a
freeze-out merger asin China. Thus, minority shareholders could be paid
consideration with a vaue lower than the bid price in an immediate
takeover.'*

The mandatory bid rule could provide agreat degree of shareholder
protection by ensuring that the contrd premium is shared amongst all
shareholders. (This is seemingly in line with the principle of equal
treatment.) Thus, China's takeover lav seems more attractive than its
American counterpart from the target shareholders point of view. This,
however, comes at the expense of the contestability of takeovers because
it would increase the cost of takeovers and scare off some potential
bidders.**

This concern could be better met by finetuning the mandatory bid
rule rather than abandoning it in order to keep a balance between the two
conflicting goals. In particular, the bid price and the triggering threshdd

1¥95ecurities Law, supra note 51, at. 87.

14%City Code on Takeovers and Mergers, Rule 9, available at http:/Avww.
thetakeoverpanel .org.uk [hereinafter City Code]. The city code will be discussed in detail in Part
V.B.2 of this article.

“ICorporations Act, 2001, secs. 606, 611, 616 (Austl.). The Australian takeover
provisionsaredifferent fromthe mandatory bid rule. These provisionsarein effect morestringent
than the mandatory bid rule because the mandatory bidrule allows for control to pass prior to a
general offer via" pre-bid agreements or understandings between bidders and target shareholde's”
thus reducing the costs of takeovers. See CLERP Paper No.4: Proposals for Reform-Takeovers,
parad.l, available athttp:/Mwww.treasury.gov.au/contentitem.asp?pageld=& Contentl D=284.

14215 U.S.C. §8 78m(d)-(f), 78n(d)-8 (2000).

3_ucian Arye Bebchuk, The Pressure to Tender: An Analysis and a Proposed Remedy,
in KNIGHTS, RAIDERS, AND TARGETS, THE IMPACT OF THE HOSTILE TAKEOVER 371, 374 (John C.
Coffee, Jr. et al. eds., 1988) (citationsomitted). See also Thompson, supra note 1, at 326 (stating
that "it is possible for a bidder to purchase a control block from a private party without making
an offer to other shareholders and probably without any sharing of acontrol premium paid to the
departing control group") (footnotes omitted).

13 ucian Arye Bebchuk, Efficientand Inefficient Sales of Corporate Control, 109 Q.J.
oF EcoN. 957, 960 (1994).
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set in the rule could greatly influence the practical outcome of therule.
Eventhough it may be difficut to set the numbersto fit local situations (as
in the information disclosure system), the inherent flexibility of the
mandatory bid rule coul d be a valuable tool to meet the policy goals. In
China, for example, the Provisional Regulations providethat the bid price
is the greater of either the highest price paid by the offeror in the twelve
months preceding disclosure of the bid, or theaverage market price during
a thirty day trading period prior to the bid.*** In comparison, the new
Measures for Regulating Takeovers reducethe bid price*® This suggeds
that Chinaintendsto encouragetakeoversby mitigatingthe mandatory bid
rule.

V. TAKEOVER DEFENSES: TARGET SHAREHOLDERS
AND MANAGEMENT

A. Takeover Defenses in China: Regulations and Problems

A recent, significant development in China's takeover law is the
introduction of ruleson takeover defenses. Before the promul gation of the
Measuresfor Regulating Takeoversin2002, thelaw had been silent onthis
crucial and controversial area**” While the CSRC should be commended
for its effortsto fill thislegal gap, it seemsto have fallen short of its goal.
Under Article 33 of the Measures for Reguating Takeovers,

[t]he measures taken by the directars, supervisors and other
senior officials of the target company in response to the
takeover activities at issue, shall not damage the lavful
interests of the target company ard its sharehol ders.

After the acquirer makes [a] takeover announcement, the
board of directors of the target company can only cortinueto
execute the existing contracts or the resolutions previously
made by the shareholder general meeting, and shall not
propose the following measures,

(1) issuenew shares,

(2) issue convertible company bords;

(3) buy back its own issued shares;

(4) modify the company constitution;

“Sprovisional Regulations, supra note 49, at. 48.
146M easures for Regulating Takeovers, supra note 2, art. 34.
17Fu & Shao, supra note 10, & 270.
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(5) enterinto contractswhich may havematerial effectson
the company's assets, liabilities, rights, interests or business
results, except for the purpose of conducting the ordinary
business of the company; and

(6) dispose of or purchase material assets, adjust the
principal business of the company, save in exceptional
situations where the company adjusts the business or
restructures the capital when faced with serious financial
difficulty.**®

The first part of Article 33 makes it clear that not damaging "the lawful
interests of the target company and itsshareholders**° is the criterion for
the target company's management to decide on the use of available anti-
takeover defenses.**® Thereisnothingimproper about theval uesembodied
in this guideline, namely shareholder protection. Thiscriterion, however,
ismore like a political announcement than a maturelegal provision and is
obviously too vague and simplistic to provide any concrete guidelines in
practice. The lack of workability is exacerbated by the fact that the legal
theory and doctrineabout director's dutiesin Chinaarefar from devel oped.
The duty of care, for example, is virtually absent from the Company Law,
and the duty of loyalty is far too primitive and difficult to apply.**
Moreover, the courts in China are widely believed to be incompetent in
dealing with the issue of directors duties and, thus, unable to offer
appropriate protection for shareholders in the event that drectors violate
their duties.’®* Therefore, without sound support from the general
provisions regarding directorial duties, this guideline is of little practical
value.

It seemsthat the draftersmay have already redized thisproblem and
haveintroduced the second part to remedy it. Unfortunately, the attempted
remedy is inappropriate. In order to curb the discretionary power of the
target's management, the second part just lists six types of commonly-used
defensive tactics that the target's management cannot empl oy under any
circumstance.™® It is starkly inconsistent with the guideline set out in the

1“8\ easures for Regulating Takeovers, supra note 2, ar. 33.

149]d.

1501d.

BY AIPINGZHANG, Y INGME | GONGSI DONGSH | ZHIDU Y ANJIU[RESEARCHON DIRECTORS
DuTY IN ANGLO-AMERICAN CORPORATIONS] 313 (1998).

1%2The Chinesejudges | ack necessary knowledge and experience todeal with complicated
company law cases. See, e.g., Zhongguo Sifa Gaige Yanjiu [Study on Judicial Reform in China]
23-24 (Shigui Tan ed. 1st ed. 2000).

%M easures for Regulating Takeovers, supra note 2, ar. 33.
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first part. The principle established in the first part is that any defense
could be used as long as it does "not damage the lawful interests of the
target company and its shareholders."** The second part, however,
providesthat the listed defenses cannot beused inany way, irrespective of
whether or not the defenses would "damage the lawful interests of the
target company and its sharehdders."**°

Thefirst problemisillustrated by thethirddefenseenumeratedin the
article, a company's repurchase of its own issued shares® In fact, the
Company Law has generally proscribed the practice of repurchase.’®’
Under Article 149 of the Company Law, a company may not purchase its
own shares except where shares needs to be cancelled for the purpose of
reducing its capital or where the company merges with another company
that holdsits shares.™® Repurchase hasalready been prevented frombeing
used as a defensive tactic in the context of takeovers under the Company
Law and there is no need to repeat it again under the Measures for
Regulating Takeovers.

Second, theexception clauseinvolved in thefifth provision, namely,
"for the purpose of conducting the ordinary business of the company,"*°
renders the prohibition of the fifth defense virtually meaningless.
According to this provision, it is perfectly acceptable for directorsto enter
into material contracts when confronted with takeovers, solong asthey are
"conducting the ordinary business of the company."® This provision
seemsreasonable, yetitishighly likely that in practicethisprovisionwoud
not function as expected. Thisisbecause thedirectors can tactically enter
into contractsto serve mixed purposes, including the | egiti mate purpose of
conducting ordinary business, and the illegitimate purpose of thwarting a
takeover. If the contract entered into objectively serves some permissible
purpose, then it will be free from attack even if the concealed purpose or
the factual effect of it isto ward off the takeover. It isextremely difficult
to make ajudgment asto the appropriateness of the contract whereit serves
both legitimate and illegitimate purposes. To determine the real purpose
for which an action has been taken, one needs to delimit the primary or
substantial purpose from the competing purposes. If the substantial

154Id.

1551d.

%674 art. 33(3).

"Company Law, supra note 50, art. 149.

158]d.

%M easures for Regulating Takeovers, supra note 2, art. 33.
160]d.
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purposeisfoundillegal, then the actionwould beinvalid.*** Nevertheless,
this process of determining the primary purpose is dependant on proving
the motives of the directors, and unfortunately it is jug as difficult to
ascertain the motives.*®* In most cases, this evidentiary obstacle would be
insurmountabl ebecause onemust provethat directorsacted for animproper
purpose and this improper purpose wasthe substantial purpose.

Thus, itisvery dfficult, and perhapsimpossiblein China(given the
highly questionable competence of thecourts)™* to di stinguish thegenuine
purpose for conducting ordinary business from the false one presumably
used as a cover for impermissible purposes. In fact, even in the West,
where the courts are thought to be quite experienced, this has posed a
serious problem.*® If the directors can readily frustrate an unsolicited
takeover in the guise of "conduding the ordinary business,"** subsection
(5) of Article 33 is of little practical value to limit the ahility of directors
to use this defensive tactic.

Finally, and most importantly, this solution of Smply singling out
certaintypes of defensesas prohibited practice appearsinsensible, basel ess
in character, and prone to yidd perverse results. There seems to be no
good reasonwhy the drafters chose only those six defensive tactics at the
expense of many others. Assuch, the sel ection of the six defensive tactics
was essentially arbitrary. Furthermore, there are awide range of defensive
tacticsavailablein practice, such aspoison pills, sharerepellent provisions,
golden parachutes, greenmail, etc.,'*°and it isreasonabl e to expect that new
types of defensive tactics will emergein the future.®” Obviously, the six

10 an Australian case, Mills v. Mills, (1938) 60 CLR 150,186, Judge Dixon held that
except for some ulterior or illegitimate object, the power would not have been
exercised, that which has been attempted as an ostensibl e exercise of the pow er

will be void, notwithstanding that the directors may incidentally bring about a

result which is within the purpose of the power and which they consider

desirable.

182This corresponds to the problem around the proportionality test inthe U.S. See infra
notes 254-56 and accompanying text.

1835ee supra note 152 and accompanying text.

184 James Mayanja, Reforming Australia's Takeover Defence Laws: What Role for Target
Directors? A Reply and Extension, 10 AusTL. J. Corp. L. 162, 173 (1999) (arguing that "it will
ordinarily be hard to challenge transactions entered into by directors to prevent a change in the
control of a company which serve mixed purpose").

85\ easures for Regulating Takeovers, supra note 2, ar. 33.

86For a description of various anti-takeover defenses, see DENNISJ. BLOCKET AL., THE
BusINESSJUDGMENT RULE: FiDuciARY DuTIESOF CORPORATE DIRECTORSAND OFFICERSCh. |1
(2d ed. 1987) (summarizing many more than six types of anti-takeover defenses).

17poison pills, for example, have evolved. Under a poisonpill plan, the company issues
toall existingshareholdersnew rightsthatwill entitle them to purchase additional shares, usually
at half price, triggered by the unwanted takeover activities. Thiswill result in a dilution effect,
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types of defenses proscribed by the second part of Article 33 ae only part
of all defensesavailable and it is clear that the standard for the selection of
those six banned types of defenses is not the principle advocated by the
first part of the article.*®

It is improper to ex ante selectively prohibit certain types of
defenses, without regard to the specific context in which they are used.
The appropriateness of any given defense mug be judged in specific
situations and the conclusion would vary depending on those situations.
Interestingly enough, after comparing Article 33 and Rule 21 of the City
Code,** we find that the six types of defenses listed in Article 33 are
coincidently mentioned in the latter.!”® This fact suggests that the most
likely reason why the six defenses are chosen is that the drafters have
simply copied Rule 21 of the City Codeon Takeoversand Mergerswithout
any serious consideration.

Consequently, the list in Article 33 is doomed to be both over-
inclusive and under-inclusive. Onthe one hand, itisover-inclusivein that
it is hard to argue that the six listed defenses woud damage the lawful
interests of the target company and its shareholders in any situations and
thus should be prohibited altogether. Rather, these defenses could be
effectively used for the benefit of the company and its shareholde'sin the
face of a truly undesirable takeover. The blanket prohibition of these
defensesasArticle 33 stipul ates wouldimpede management'sability to take
suitable steps to protect the target sharehol ders fromcompany raiders. On
the other hand, it is under-inclusive in that thereis little doubt that any
defensive tactic is likely to be abused, at least in theory. It would be
dangerous to think that all the defenses other than the six listed typesin
Article33 would notdamage thelawful intereds of the target company and
its shareholders in any circunstance. Infact, the second part has done

whichinturnusually causes ahigh enaugh priceto deter the bid. Thetraditional poison pill could
be redeemed by the target board. Recently, two new variations of poison pill have been invented,
including the so-called "dead hand" poison pill and the "slow hand" poison pill. A dead hand
poison pill could only be redeemed by the board that instituted the pill, anda slow hand poison
pill could not be redeemed in the six months following the takeover by anybody, including the
directors who created it themselves. These two new poison pills were intended to address the
issue that if the current board of the target company is replaced by a successful proxy fight the
hold-over board could redeem the traditional poison pill and thus destroy the defense. Both of
these pills, however, were struck down by the Delaware courts, respectively. See Quickturn
Design Sys. Inc. v. Shapiro, 721 A.2d 1281, 1283 (Del. 1998); Carmody v. Toll Bros., 723 A.2d
1180, 1182 (Del. Ch. 1998).

18\ easures for Regulating Takeovers, supra note 2, art. 33; City Code, supra note 140,
Rule 21.

%9See infra Part V.B.2.

1M easures for Regulating Takeovers, supra note 2, art. 33.
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nothing to provide any further rules with respect to the use of other
defensivetactics. Thus, thelegislativeintent to preventtarget management
from abusing defenses can hardly be realized under Article 33 because if
managementintendsto entrench themsdves, they could still effectivelyuse
other non-prohibited defenses. At thevery least, the target's management
can safely adopt other defenses, without violation of the second part of the
article. Thisisnot perfectly secure because thedefense could possibly be
caught under the first part of the article if it clearly damaged the target
company,*"* and the second part of Article 33 doesnot expressly guarantee
that other defenses could be used freely.*”? Thus, the question about the use
of other defensesisin fact left unaddressed in the second part. Therefore,
the solution adopted by Article 33 seems too rigid to accommodate the
complex and rapidly changing commercia situations where defensive
tactics could emerge and operate.

B. Some Overseas Experience
1. United States (Delaware Law)

IntheU.S. takeover defensereg me, asrepresented by Delawarelaw,
the directors of target corporations are empowered to institute a wide
variety of defensive measures in response to hostile takeovers!”
Obvioudly, target management enjoys substantid discretionary power. In
order to prevent target management from abusng their power to take
defensive measures (for the sole purpose of entrenchment), U.S. takeover
law imposes levels of judicial review depending on the perceived
possibility of management opportunism.” When target management
adoptsadefensive measure against ahostile bid, Delaware law appliesthe
"modified business judgment rule" under which the directors are required
"to show that after a'good faith and reasonable investigation,' they saw a
danger to corporate policy and effectiveness."'”®> In 1985, the Delaware
Supreme Court decided aleading case regarding takeover defenses: Unocal
Corp. v. Mesa Petroleum Co.*”® In this case, the court made severa
important developments concerning the judicia review of target

1711d.
1721d.

135ee ROBERT C. CLARK, CORPORATE LAw 581-82 (1986) (offering an explanation of
various defensive measures).

Kirchner & Painter, supra note 1, at 452.
514, (quoting Cheff v. Mathes, 199 A.2d 548, 555 (Del. 1964)).
176493 A.2d 946 (Del. 1985).
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management 's use of anti-takeover defenses. The court heldthat the board
of thetarget corporation "hasan obligation to determine whether the offer
isin the best interests of the corporation and its shareholders."*”” Having
established thisgeneral principle, the court then proceeded to articul ate the
directors duties in the context of takeovers. According to this case, the
defendants, namely thetarget company directors, arenow required to show
(1) "that they had reasonable grounds for believing that a danger to
corporatepolicy and efectivenessexisted because of another person'sstock
ownership," and (2) that "it [the defensive measure] must be reasonablein
relation to threat posed."*"® It isworth noting here that the defendant, not
the plaintiff, bears the burden of proof.*”® This makes judicial review act
as adeterrent to abusive use of takeover defenses.'®

Revion Inc. v. MacAndrews & Forbes Holdings, Inc., further
developed judicial review concerning the duties of target management
when using defensive measures®™ Under Revion, directors duties will
change once the board reasonably believes that the saleof the company is

Y1d. at 954.

17814, at 955 (citations omitted). The court went on further to discuss the relational
requirement, stating:

Thisentailsananalysis by the directors of the natureof the takeover bidand its

effect on the corporate enterprise. Examples of such concerns may include:

inadequacy of the price offered, nature and timing of the offer, questions of

illegality, theimpact on " constituencies" other than shareholders(i e., creditars,

customers, employees, and perhaps even the community generally), the risk of

nonconsummation, and the quality of thesecuritiesbeing offered in theexchange

... . While not a controlling factor, it also seems to us that a board may

reasonably consider the basic stockholder interests at stake, including those of

short term specul ators, whose actions may have fueled the coercive aspect of the

offer at the expense of the long te'm investor.
Id. at 955-56 (footnotes omitted). See also John H. Farrer, Business Judgment and Defensive
Tactics in Hostile Takeover Bids, 15 CAN. Bus. L.J. 15, 22 (1989) (describing Unocal).

YFarrer, supra note 178, & 22.

1®yUnder the traditional business judgment rule, the burden of proof lies on the plaintiff
unlessthere is a conflict of interest in the case. See Robert B. Thompson & D. Gordon Smith,
Toward a New Theory of the Shareholder R ole: "Scared Space" in Corporate Takeovers, 80 TEX.
L.REev. 261, 277-78 (2001). Before1985, however, director-instituted defensive measures did
not constitute express conflict of interests and thus the courts required the plaintiff to present
evidenceof lack of sufficient investigation, lack of good faith, and so on. Thisway is called the
"deferential review of thetraditional businessjudgment rule." See Parter v. Marshall Field & Co.,
646 F.2d 271 (7th Cir. 1981); Johnson v. Trueblood, 629 F.2d 287 (3d Cir. 1980). Accord
Stotland v. GAF Corp., No. 6876, 1983 Del. Ch. LEXIS477 (Del. Ch. Sept. 1, 1983). In Unocal,
the court stated that there exists an "omnipresent spectre” of conflict of interest inthe use of
takeover defenses, even though this conflict falls short of the express conflict in the traditional
cases, such as a self-dealing transaction; based on thisconflict, the court switched the burden of
proof to the defendants. Unocal, 493 A.2d at 94-55.

181506 A.2d 173 (Del. 1985).
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inevitableor the board takes steps to put the company upfor sale.’® Upon
this triggering situation, the directors must discharge their duties by
obtaining the highest price for shareholders, rather than maintaining the
corporate enterprise, and cannot adopt a defense for the purpose of gving
absolute priority to a non-shareholder constituency.'®®

Thus, the defenses permitted by Unocal could be a breach of the
directors fiduciary duty if the company isin the same situation as Revion.
Two subsequent cases, Paramount Communications, Inc.. v. Time, Inc.*®
and Paramount Communications, Inc. v. QVC Network Inc.,*** offered
some guideto distinguish defensive transactions tha put acompany into a
Revlon situation from transactions that do not. If a transaction
contemplates a change in control of the target company, for example, by
selling acontrol block of thetarget'sstock to asingleperson or corporation,
then the Revion duty would be imposed on the target's management,'®
otherwise only the Unocal duty would apply.*®" In short, under Delaware
law, theuse of defensive measuresisamatter within thebusinessdiscretion
of the target's directors and officers.

2. United Kingdom

In the UK, the conduct of target management in the context of
takeoversis regulated by both the common law and a voluntary code of
conduct known as the City Code on Takeovers and Mergers (the City
Code).'*® Under the common law in the UK, the directors of the target
company are subject to equitable principles of fiduciary law and are
required to act bona fide in the interests of the company when using
defensive tactics.'® Thisfiduciary-duty-based systemisvery similar tothat
of the U.S., even though there may be some differencesin the contents or
judicial interpretations of the amor phous notion of fiduciary duty.'®® Of

18214, at 182.

814, Other states, however, allow the target directors to consider the interests of non-
shareholder constituencies in the context of tak eovers. Furthermore, "Connecticut . . . requires
directors to consider non-shareholder constituencies in change of control transactions." See
Kirchner & Painter, supra note 1, at453 n.7.

184571 A.2d 1140 (Del. 1989).

185637 A.2d 34 (Del. 1994).

8K irchner & Painter, supra note 1, at453 n.6.

187]d.

88Farrer, supra note 178, at 27; City Code, supra note 140.
¥Farrer, supra note 178, & 27-31.

For arelatively detailedcomparison of thedirectors dutiesin the context of takeove's
in several commonwealth countries, see, e.g., Farrer, supra note 178; Mayanja, supra note 164.
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more interest, however, is the new method in which the City Code puts a
system of checks and balances on the use of defenses by the target's
management.

The framework regulating theuse of defensesby thetarget directors
in the City Code exhibits a sharp contrast with that of U.S. law. The City
Code is a voluntary agreement issued and administered by the Panel on
Takeoversand Mergersin the City of London since 1968.°* The Panel is
a self-reguatory organization in charge of takeover and merger
transactions.*®* Although the City Code does not have the force of law, it
has gained tremendous influence, because it "represents the collective
opinion of those professionally involved in thefieldof takeoversasto good
business standards and as to how fairness to sharehdders can be
achieved."*** Furthermore, the City Codes influenceis based on the fact
that it has been well enforced by a powerful self-regulating organization,
the Panel

Under the strict "neutrality rule” in Principle 7 of the City Code, it
is forbidden for the target's management to adopt "any action . . ., which
could effectively result in any bona fide doffer being frustrated or in the
sharehol dersof the offeree company beingdenied the opportunity to decide
on its merits."'*> Further, the City Code makesit clear that once an offer
has been made or appearsto beimminent, all defensive transactionswhich
could frustrate the bid must be approved by shareholders at the general
meeting.’*® Thus, in the City Code, the sharehdders, rather than the
directors, have the final say with respect to the employment of defensive
measures.

3. Australia

Australia has a new mechanism to resolve issues about the use of
defensive measures by the target's management. It is similar to the U.S.
model to the extent that the target directors canexercise their discretion to

¥igee City Code, supra note 140.

1¥250¢ Tunde |. Ogowewo, Is Contract the Juridical Basis ofthe Takeover Panel? 12 J.
INT'L BANKING L. 15 (1997) (concluding that the Takeovers Panel relies on a self-regulatory
system, and has neither legislative backing nor a contractual basis).

193City Code, supra note 140, Introduction, § 1, para. (a).

19%1f aperson or businesswho is authorized to conduct investment activity within theUK
failsto comply with theCity Code, the Panel may sanction that person or business by withdrawing
itsauthorization. See id. para. 1(c). The deliberations of the panel, however, may be subject to
judicial review by the court. See R. v. Takeover Pand, ex. p.Datafin PLC,[1987] 1 All E.R.564.

1%5City Code, supra note 140, Principle 7.

%/4. Rule 21.1.
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adopt defenses without the intervention of the shareholders in advance,
subject to the equitable principles of fidudary law.*” The Australian
model differsfromthe U.S. inthat theex post judgment about the directors
fiduciary duty is |€eft to a special panel, not the courts.'*®

This panel, caled the Takeovers Panel, received considerably
expanded powers through the federal government's Corporate Law and
Economic Reform (CLERP) legislationin March 2000.'** The Takeovers
Panel replaces the courts as the main forum for resolving disputes arising
from atakeover bid during the bid period.*® The Australian Securitiesand
Investment Commission (ASIC) can commence court proceed ngs before
the end of the bid period along with a select group of other governmental
entities.”* After the bid period, however, the courts resume jurisdiction
over disputes involving takeovers.?®?

The Takeovers Pand is authorized to "declare circumstances to be
unacceptabl e circumstances whether or not the circumstances constitute a
contravention of a provision of this Act."**® Anyone whose interests are
affected by the circumstances, such asbiddersor targets, iseligibletoapply
for such adeclaration.?® This declaration of unacceptable circumstances
can only be made

if it appears to the Panel that the circumstances are:
unacceptablehaving regard to the effect of the circumstances
on: (1) the contrd, or potential control, of the company or
another company; or (2) the acquisition, or proposed
acquisition, by a person of a substantial interest in the
company or another company.*®

¥"Mayanja, supra note 164.

18Erin Walsh, Judging the Takeovers Panel, 20 Co. & Sec. L.J. 435, 435-36 (2002).

195ee, e.g., ROMAN TOMASIC ET AL., CORPORATIONS LAW IN AUSTRA LIA 719 (2d ed.
2002). "The 1999 CLERP Act has significantly increased the powers of the Panel in the takeover
process, and by doing so, downgraded therole of the cour t in dealing with takeover disputes.” See
also SUSAN WOODWARDETAL ., CORPORATIONSLAW IN PRINCIPLE 407 (5th ed. 2001) (examining
the Takeovers Panel after the CLERP legislation).

20Walsh, supra note 198, a 435.
2ICorporations Act, 2001, sec. 659B8(1) (Austl.).
22Walsh, supra note 198, a 437.
23Corporations Act, 2001, sec. 657A (Austl.).
2474, sec. 657C.

2574 sec. 657A(2)(a).
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Further, "the declaration must be in writing and published,"**® and "[a]s
soon as practicable, the Panel must give each person to whom declaration
relates. a copy of the declaration; and a written statement of the Panel's
reasonsfor making thedeclaration."*” Theway of dealing withthe dispute
is very flexible in the sense that the panel is not required "to perform a
function, or exercise a power, in aparticular way in a particular case."*®
If the Takeoves Panel has made a declaration of unacceptable
circumstances, it can then make orders®® A court can order compliance
with an order of the Takeovers Panel and thus strengthen its cr edibility.?*°

This institutional change was developed to prevent target
management from using the courts as adefendvetactic during the takeover
to delay a bid, as judgment via the courts are dways costly and time
consuming.”** It is hoped that a specialist body would be better equipped
and moreefficient to handle the complex disputesregarding takeoversthan
the courts. The Takeovers Panel iscomprised of practitionersin business
and law and some judges and academics who possess notable expetisein
therelevant field.*** Further, thel ess burdensomeworkingprocedureof the
Takeovers Panel facilitates resolving takeover disputes more quickly.
Thus, even if applications are brought before the Takeovers Panel for the
purpose of tactical maneuvering, the Takeovers Panel can address such
tactics more effectively and discourage tactical litigation.?*® Three years
have passed since thi s new regi me was established, and it now seems that
the Takeovers Panel did not belie legidative expectations and has
developed a positive reputation.**

2614, sec. 657A(5).

27Corporations Act, 2001, sec. 657A(6) (Austl.).

2814, sec. 657A(7).

297d. sec. 657D(1).

2074, sec. 657(G)(1).

ZWOODWARD ET AL., supra note 199, at 407; Roman Tomasic & Brendan Pentony,
Resistingto the Last Shareholders' Dollar: Takeover Litigation—A Tactical Device, 1(2) AUSTL.
J.Corp. L. 154, 155 (1992) (arguing thatlitigants uselitigation to "buy timein which to assemble
a defence and rally the shareholders").

A2Nalsh, supra note 198, & 438.

213[d.

2Gee, e.g., Brett Clegq, Takeovers Panel Earns its Stripes, AusTL. FIN. REV. S-3

(Feb. 27, 2002); W alsh, supra note 198, at 435 (stating that "[t]he Takeove's Panel hasa most
universally been dubbed a success").
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C. Reform Proposals

The Chineselegidlative attitude towardsdefensive tactics, as shown
in Article 33 of the Measures for Regulating Takeovers, seems to
discourage the use of defensesto avoid opportunism.?*®> Thisorientationis
desirable because at the present stage of economic devd opment in China,
the benefits of takeover activities are urgently needed; thus, the law should
ensurethe contestability of takeovers?® Target directors might misusethe
defenses, asthere are conflicts of interest inherit in them. Moreover, such
abuses would inhibit takeovers, thus depriving people of various benefits
such asefficient all ocation of scarce resources, amechanism of monitoring
corporate management, etc?*’ Thisdoes not suggest, however, that China
needs to wholly abandon the use of such defenses, as the Measures for
Regulating Takeoversimplies.?*® Easterbrook and Fischel have contended
that management should act passively in responseto takeovers?*® Notably,
this pure passivity rule has received little support from the U.S. courts or
legislators.*®

Rather, the goal isto design an eff ective mechanism to eliminate the
abuse of defenses but at the same time preserve the use of defenses for
proper purposes. This is based on two main reasons. First, the debate
about the value of takeoversis unsettled. Even though it is submitted that
China should encourage takeover activities, China cannot push this
inclination to an unlimited extreme without consideration of the potential
harms associated with takeovers. Second, and more visibly, the defenses
could be properly used by target management for the benefits of the
shareholders. It is important to note that the shareholder protection
principle presented in this article has two aspects. (1) protection of
shareholders from management opportunism, and (2) protection of
shareholdersfrom corporate raiders** Target management could protect
shareholders by using anti-takeover defenses to thwart some genuinely
undesirable takeovers. Further, in a contested takeover some defenses
could be employed to instigate an auction, which would get the

ASee supra Part V.A.

A8See supra Part I11A.

ATSee supra Part 111A.

285e¢ Measure for Regulating T akeovers, supra note 2.
ZEasterbrook & Fischel, supra note 71, & 1164.

2See Unocal, 493 A.2d at 955 n.10. "It has been suggested that a board's response to
atakeover threat should be apassive one. . . . However, that clearly is not the law in Delaw are,
and as the proponents of thisrule of passivity readily concede, it has not been adopted either by
courts or state legislatures." Id. (citations omitted).

2150e supra PartsllL.A, B.
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shareholders the highest possible pricefor their assets.>”? Even assuming
that the target's management will act in a slf-interested way, some
commentators have argued that some, but not al, target stock buybacks
may increase shareholder wealth as a result of the instigated auction.”*
Statistical data have shown that the takeover premiums paid for U.S.
companies are higher than those paid for European companies which
suggeststhat thewidely used defensesin theU.S. could raise the premiums
for theshareholders.®* Still, thereisleeway for the use of defensivetactics
to benefit shareholders, leaving theindiscriminate prohibition of defensive
measures as too simplistic aremedy.

Asdiscussed earli er, the newly established takeover defense regime
in Chinaisriddled with problems?*> Different jurisdictions have different
models of takeovea's: the U.S. model can be called the court-based model;
the UK, the sharehol der-based model; the Australian, the specialist-based
model; while the Chinese model can be well described as the legislator-
based model or "prohibitive model," whichis characterized by paternalism
and rigidity.?*® The six defenses listed in Article 33 have been sentenced
to death by the draftsmen once and for all. There is no room for the
regulated and regulators to assess whether defenses ae appropriate in
specific circumstances. This simplistic approach to takeover defenses
needs to be reformed because it is unable to achieve the goals of
contestability of takeovers and shareholder protection.

228ee, e.g., Bebchuk, supra note 107, at 1034-38; Gilson, supra note 72, & 868-75;
Ronald J. Gilson, Seeking Competitive Bids Versus Pure Passivity in Tender Offer Defenses, 35
StAN.L.Rev. 51 (1982).

25Michael Bradley & Michael Rosenzweig, Defensive Stock Repurchases, 99 HARV L.
Rev. 1377 (1986); Jonathan R. Macey & Fred S. M cChesney, 4 Theoretical Analysis of
Corporate Greenmail, 95 YALE L.J. 13 (1985). But see Jeffrey N. Gordon & Lewis A.
Kornhauser, Takeover Defense Tactics: A Comment on Two Models, 96 YALE L.J. 295 (1986)
(arguing that the target stock buybacks are unlikdy to increase shareholder weelth as a general
matter).

24Christian Kirchner & Richard W. Painter, European Takeover Law—Toward a
European Modified Business Judgment Rule for Takeover Law, 2 EUR. Bus. ORG. L. Rev. 353,
379-81 (2000). But see Frank H. Easterbrook & Daniel R. Fischel, Auctions and Sunk Costs in
Tender Offers, 35 STAN.L.Rev. 1, 8(1982) (arguing thatdiversified shareholders who own both
bidder and target company stock should be indifferent to bid price maximization).

25See supra Part V.A.

26Bernard Black & Reinier Kraakman, 4 Self-Enforcing Model of Corpo rate Law, 109
HaRrv.L.Rev. 1911, 1929-31 (1996) (describing "prohibitive model" as"alaw that bars awide
variety of suspect corporate behavior in considerable detail").
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1. The U.S. Model Cannot Take Roat in China

The characteristic feature of the U.S. model is that managementis
granted wide discretion to implement defendve measures, subject to
intense judicial supervision protecting the shareholder from the abuses of
the defenses®’ The courts, rather than the directors, are the arbiters of the
proper use of specific defenses in particular situations and thus play a
central rolein the U.S. model. The work is difficult and requires judges
that are experienced enough to fulfill thismission. In Delaware, wherethe
majority of Americas largest corporations are incorporated, corporate
matters account for the bulk of the workload of Delaware's judges on the
court of chancery.”® To be ableto handledisputesquickly and ef fectively,
those judges have necessarily devel oped extensive and notable experience
incorporatelaw issues?”® All corporatemattersareoriginally heard by the
Delaware Court of Chancery and any appeds are taken to the Delaware
Supreme Court.?° The judges who sit on both courts are highly valued in
Delawareand buildingateam of such highly qualified judgesis extremely
difficult®" Obviously, there is a long way for China to go to set up a
comparable team of judges who are able to resdve complex takeover
disputes effectively. Lack of qualified judgesis a key factor in rejecting
the idea to import the U.S. model into China.

Additionally, China's caommercial environment is significantly
different from that of the U.S., which providesstrong disincentives to the
misuse of defenses. There are, among ather things, at least four important
factorsworth noting. First, inthe U.S., management haslong accepted the
notion of shareholder primacy as a product of law and acculturation.”®* As
a socialist state, however, China has to give more consideration to the
benefits of the employees of companiesin takeovers and the maintenance
of socia stability. This attenuatesthe board's sense of accountability to
shareholdersin China. The anti-takeover defenses could be justified for
employee considerations, even if they are not in the best interests of
shareholders. Worst of al, the concern of employee benefits could be

2See supra Part V.B.1.

28Thompson, supra note 1, at 334.

2291d.

230[d.

ZIDelaware hasanumber of assets that are specific to itsstatus as the foremost purveyor
of state-of-the-art corporate law. As Professor Romano noted, these assets include the state's
"comprehensive body of case law, judicial expertise in corporation law, and administrative
expertise in the rapid processing of corporate fillings." RoBERTA RoMANO, THE GENIUS OF
AMERICAN CORPORATE LAw 39 (1993).

2250e supra Part 111.B.
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manipulated as a pretext for misusing defenses. Second, the heavy
institutional investor ownership in large public firms in the U.S. makes
management highly sensitiveto public sharehdder interestsin considering
a takeover bid, based on the fact that board members are elected by the
shareholders on a yearly basis?®* In contrast, the role played by
institutional investors in corporate governance in Chinais raher weak.?*
In China, the term of directarship could be aslong as three years, and the
shareholdersmay not remove a director from office before the expiration
of his term without reason?®*® This further reduces the shareholder
influence in China. Third, independent directors in the US. place
important checks and balances on the use of defenses”*® This internal
control within the board over the dedsion-making process is lacking in
China®” Finally, executive compensation in the U.S. discourages
management from using defenses for entrenchment purposes®®  Stock
options account for a large percentage of the compensation of U.S.
managers.”* Because atakeover always accel eratesthevesting of options,
managers are reasonably inclined to accept premium bids and could
possibly make alarge fartune overnight. Stock options, however, are not
widely used in China as a form of compensation*”® and, thus, cannot
provide incentives for the managers to accept a takeover bid tha would
increase the shareholders value.

In fact, the U.S. model itself has received increasing criticism
recently for weak shareholder protection and the unclear application of

28JerreErY N. GORDON, AN AMERICAN PERSPECTIVE ON THE NEW GERMAN ANTI-
TAKEOVER LAW 6 (2002), available at http://papers.ssm.com/abgract=336420.

4By the end of 2002, there were 126 securities houses, together with twenty-onefund
management companies that managed seventy-one securities investment funds with assets of
131.9 billion yuan(roughly 15.9 billion U.S. ddlars) in China. See Sun Min, Clear-up Due for
Securities Market, ZHONGGUO RIBAO [CHINA DaiLY] (Jan. 27, 2003).

Z5Company Law, supra note 50, art. 115.

2%65ee Stephen M. Bainbridge, Director Primacy in Corporate Takeovers: Preliminary
Reflections, 55 STAN.L.REV. 791, 809 (2002); Mark Gordon, Takeover Defenses Work. Is That
Such a Bad Thing? 55 STAN.L.REev. 819, 831 (2002); but see John C. Coateset al., The Powerful
Antitakeover Force of Staggered Boards: Further Findings and a Reply to Symposium
Participants, 55 STAN. L. REv. 885, 898 (2002) (arguing that having a majority of independent
directors does not address the concern that defensive tactics might be abused).

27Schipani & Liu, supra note 90, & 44.

2BGoRDON, supra note 233, & 7.

2pavid Yermack, Do Corporations Award CEO Stock Options Effectively? 39 J. FIN.
Econ. 237, 238 (1995).

290chipani & Liu, supra note 90, & 53.
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fiduciary duty precedent in the context of takeovers®' As discussed
earlier, the courts now apply a "modified business judgment rule"
established in Unocal to limit managerial discretion and protect
shareholderswho complainthat defensesareabused.®*? Thisrule, however,
seems impotent. Robert B. Thompson and Gordon Smith have published
the result of a survey in 2001 showing tha of all Delaware cases applying
the Unocal framework, few involved the invalidation of takeover defenses
by the courts®?® Because the courts often defer to the judgment of
management when defenses are used, most case law under Unocal permits
defensive measures to remainin place.**

Thompson and Smith also found that the number of Unocal claims
decided by the Delaware courts has drametically declined.**® Thus, they
concluded that "Unocal, as currentl y structured does not provoke judicial
scrutiny of director defensive tacticsthat is at all 'enhanced,’ as compared
tothereview provided under thetraditional businessjudgment standard."?*

Thereasonsfor the deficiency of the checks put on the ability to use
defenses by the target's management under Unocal largely lie in the
"modified business judgment rule" itself.**” Asdiscussedearlier, thisrule
has introduced three significant components*® To begin, a procedural
change shifts the burden of proof onto the defendant. This seemingly
would have had a positive impact, but in fact has failed to have made any
perceptible difference”® Second, defendants are required to prove that
"they had reasonable groundsfor believing that adanger to corporatepolicy

21See, e.g., Bebchuk & Ferrel, supra note 108; Thompson, supra note 1, at 335 (arguing
that the anti-takeover regimes of "Australia, the United Kingdom, and other common law
countries with developed securities markets do a better job of protecting shareholder space to
make corporate decision in atakeovers context when the interests of directors may diverge from
those of shareholders").

2250 supra Part V.B.1.

22Thompson & Smith, supra note 180, a 284-86.

2N Moran v. Household Int'l, Inc., 500 A.2d 1346, 1357 (Del. 1985), the Delaware
Supreme Court upheld a"flip over" poison pill, which would allow remaining target shareholders
to buy the acquirer's stock at half price if the acquirer merged the target corporation with the
acquirer corporation after ahostile tender offer. The court pointed out that the pill was designed
to protect the corporation's shareholders against a two-tier coacive offer by assuring that
shareholders on the back end of a tender offer were adequately compensated. The Delaware
Supreme Court rejected the claims that such a pill was not authorized by statute and that the pill
violated the director's fiduciary duties.

25Thompson & Smith, supra note 180, a 284, 286.

%14 at 283.

2"Thompson, supra note 1, at 330-33 (arguing that the Unocal approach is impotent).

28See supra Part V.B.1.

29Gijlson, supra note 72.
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and effectiveness existed,"*° and this evidentiary obligation could be
discharged by "a showing of good faith and reasonable investigation."*>*
Thishasturned out to betoo easy atask because™ anything seemsto satisfy
the showing of a threat, including an assertion that shareholders
misperceive the value of the company."*** Finally, the proportionality test
seems to have suffered more seriousproblems. In 1995 when Unitrin, Inc.
v. American General Corp. was decided,” this test was interpreted to be
dependant on whether the defensive tactics were "coercive' or
"preclusive."** Theterms"coercive' and "preclusive" areso restrictively
defined as to only include the most dramatic situations where the
shareholders have no opportunity to exit.>* If the directors could be
removed by a proxy vate over a two year period, for example the court
would consider the test met, even though the def enseswoul d have excluded
sharehol ders from making a takeover decision.?*®

Thus, Delawarelaw appearstobefar fromideal fromthe per spective
of shareholder protection. Recent datistical evidence has shown a low
probability of success for hostile takeoversinthe U.S*’—obvioudly, this
is not the outcome China would presently like to encourage. It is amost
certainthat the situation would be much worse if Chinawere toimport the
U.S. system unchanged because Chinese judges are far less experienced
than their American counterparts and would be far more hesitant to
intervenein corporate matters, |eaving management with greater discretion
on the use of defenses.

2. The Australian Model is Worthy of Serious Consideration

It appears that the Australian specialist-model might address the
above-mentioned concern about the experience of Chinese judges. The
TakeoversPanel consists of specialists who have notable knowledge and
experience in corporate matters, including academics and practitioners?*®

XUnocal, 493 A.2d at 955.

25110’.

Z2Thompson, supra note 1, at 331.

23651 A.2d 1361 (Del. 1995).

2414, at 1367 (citing Paramount Communications, Inc. v. QVC Network Inc., 637 A.2d
34, 45-46 (Del. 1994)). The court held that "if the board of directors' defensive response is not
draconian (preclusive or coercive) and is within a 'range of reasonableness,' a court must not
substitute its judgment for the board's" Id. at 1388.

Z5Thompson, supra note 1, at 331.

2561d.

#TKirchner & Painter, supra note 224, & 378-79.
ZB\Walsh, supra note 198, a 438.
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It has been recognized that "the very subject matter of the Pand's
jurisdictionisafast-moving, highly technical field withimportant financial
and economic implications."*® Thus, the merits of thissystem arethat "'it
providesgreater certanty and ahigher level of expertise than the previous
court-based system which relied on Supreme Court judges around the
country to review complex corporate matters and who generally did not
have the day to day expertise of dealing with the issues."' **° Further, the
TakeoversPanel is by naturequasi-private and procedurally moreflexible
thanthejudicia system.?* ThisallowstheTakeoversPanel to work more
quickly and efficiently, which is very important for time-sensitive
commercial arrangements such as takeover matters. In short, this system
hasreceived awarm wel come and has proven tobe better than the previous
court-based regime?

After the 2000 reform, the Panel is independent of the Australian
Securitiesand Investment Commission (ASC).*? It seemsunrealistic that
the central government in China will establish such an independent panel
in addition to the CSRC, which has been officially empowered to regulate
the securities market exclusi vely.*** The possible solutionin Chinaisthat
the CSRC itself could establish such a special committee on the model of
the Australian Takeovers Panel. Thishypothetical committeewould make
itsdecision in the name of the CSRC, but it would function independently
of the CSRC initsroutine work and receive a specified amount of funding
allocated by the CSRC. A detailed warking procedure of this committee
would be set out and its decisionsmade public. Thiscommitteewould also
provide reasons justifying its decision. Like the Australian Takeovers
Panel, the members of this committee would be chosen from the
experienced and knowledgeabl e practitioners and academics.

A committeeof thiskindisnot foreigntothe CSRC. Therehasbeen
aspecial committeein charge of approving theissuingand listing of shares

®9G.F.K. Santow & George Williams, Taking the Legalism out of Takeovers, 71
AUSTRALIAN L.J. 749, 762 (1997).

0Clegg, supra note 214, at S-3 (quoting Chris Mackay, chief exeautive of UBS
Warburg).

B\Walsh, supra note 198, a 438.

%25¢e, e.g., Walsh, supra note 198, at 439 (contending that "the Takeovers Panel is
preferable to the curial system for resolution of takeovers [sic] disputes").

23prior to this, the Panel was dependant on the ASC (the predecessor to ASIC) forits
funding, administration, and applications. See Barbara Mescher, Regulation of Takeovers by the
Corporations and Securities Panel: The Occurrence of Unacceptable Circumstances, 4 AUSTL.
J. Corp. L. 90, 94 (1994).

%4gecurities Law, supra note51, art. 7. It readsthat "[t] he securities regu atory authority
under the State Council (the CSRC) shall, in accordance with lav, implement centralized and
unified regulation of the securities mar ket nationwide."
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(Shangshi Faxing Weyuanhui) withinthe CSRC.?®® Thisspecial committee
aso consists of learned experts in the relevant fields and functions
relatively independently of the CSRC.**® This seemingly remarkeble
system, however, suffers severe problems in practice. The biggest
shortcoming of this committee isthat all its members work parttime, and
they often do not have enough time and energy to devote to in-depth
deliberation and make appropriate decisions?®’ To prevent such problems
from recurring, the hypothetical takeover committee should be comprised
of amajority of full-time members who can devoted themselves to these
important tasks.

Admittedly, however, the problems experienced by the Shangshi
Faxing Weiyuanhui have clearly cast some doult on the viability of the
Australian model in China. Perhaps more importantly, the hypothetical
takeover committeealso needs torely on the rues concerning directorial
duties when making their decision, but Chinese law hardly provides such
abasis, and Chinese experts ae arguably much less experienced thantheir
Australian counterparts.®® Thus, it is debatable whether this proposed
committee would function as expected in circumstances where directors
duties are not yet socially embedded.

3. The City Code, While Illumnating, Is Unsuitable for China

The main feature of the City Code is that it makes shareholders the
final arbiters on the acceptability of takeover defenses.*® Directorsinthis
system play a largely passive role: the defense could be used only if the
shareholders approve it in advance. Unde this system, the target's
shareholders will have an opportunity during the takeover bid to consider
a tender offer on its merits and disapprove defensive tactics that would
thwart an offer that might otherwise be beneficial to shareholders.
Therefore, in theory, the City Code coud yield the best protection for
shareholders against management opportunism. Another benefit of this
system is that against the complex and bewildering issues of directors
duties are not as pivotal as in the U.S. model because shareholders

®5See the CSRC's official website, available at http:/Awww.csrc.gov.cn/crjsp/
detail jsp?infoid=1104476922100 (introduction o the spedal committee) (last visted Jan. 5,
2005). In addition, see B ao, supra note 41, at 68 for further discussion of these two points.

26610'.

7| nterview with Zhuo Han, Department of Public Offering Supervision of the CSRC
(Beijing, Sept. 4, 2003) (on file with author).

%85ee supra note 151 and accompanying text.

%9See supra Part V.B.2.
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themsel ves determine the use of defenses and, in fact, the ultimate destiny
of the company.?®

This, by its nature, reflects the different attitude towards the
allocation of powers between directors and shareholders. Clearly,
takeoversresult in achange of control and thus have material effectson a
company. Intheface of such acritical event, it appearsthat a system like
the City Codeispreferabletothe U.S. system because under the City Code,
shareholders, as the ultimate owners of the company, have an opportunity
to express their opinion in respect of their property rights, instead of
managersmaking the decisions on their own in their capacity as agents?™

The City Code hasreceivedpositive viewsfrom both academicsand
legislators.?> Many commentators have advocated the City Code model
and urged their own countriesto move in that direction.?”® In Australia, it
has been argued that the directors should desi st from taking any actionthat
may have theforeseeabl e effect of blocking the takeover without the prior
consent of the shareholders®* American scholars also expressed their
preference for the City Code, arguing that it "both addresses possible
defects in the takeover process and ensures that shareholders, not
management, have the ultimate say on whether a takeover proceeds."*”
Many countries, including Commonwealth countries such as New
Zealand,?”® and European Union member states such as Ireland,?”” as well
as many others?”® have adopted a similar model to the City Code. The

2%For the discussion of directors' fiduciary duty in the context of takeoversinthe U.S.,,
see supra Part V.B.1.

ZIA counterargument is made that in a relatively efficient financial market, the
shareholder choice standard like the City Code would encourage the" managersto adopt strategies
that make hostile bidslesslikely to occur, even if those strategies reduce the ultimate value of the
corporation to the shareholders." See Michael L. Wachter, Takeover Defense when Financial
Markets Are (Only) Relatively Efficient, 151 U. Pa.L. Rev. 787, 794 (2003).

22§¢e Farrer, supra note 178, at 40; Jensen, supra note 74, & 44.

2BSupra note 272.

ZMayanja, supra note 164, & 191.

Toachieveeffectiveshareholder protectionin transactionsinvolvingthetransfer

of corporate control, itisadvisablethat Australiaadoptsarulethat all owstarget

directors no discretion whatsoever to frustrate unsdicited takeover attempts.

This, in turn, can be achieved by requiring prior shareholder approval of any

action proposed to be taken by directors which may have theforeseeable efect

of blocking an offer.

2Bebchuk & Ferrel, supra note 108, & 1193.

2See Mayanja, supra note 164, a& 177-80 (discussing the takeover regime in New
Zealand).

Z"Takeover Rules, art. 21 (1997) (Ir.).

285ee Ferrarini, supra note 122, at 15-16, specifically nn.64-76 (providing adetail edlist
of twenty other countries following the model of the City Code).
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proposed 13th Directi ve on Takeover Bids of European Unionin 1999 also
follows this model?® and some Chinese commentators have also
expressed support for this model %

The City Code, however, is aso beset by a number of serious
problems in practice. Notably, the so-called collective action problems,
including widespread rational apathy among shareholders and freeriding,
have discounted the function of shareholders meeting as an effective
mechanism.®' It has been argued that the approval process of the City
Codeis"in most casesimpossibl e to use becausethe notice and preparation
period for ageneral shareholders meeting istoo long."?®? Especially inthe
context of takeovers, which are by nature time-sensitive commercial
arrangements, thetime the sharehol ders have before reaching adecisionis
critical and always very limited.?®® The sharehol ders' meeting woul d take
considerabletime even if the shareholders are willing to take part in the
meeting, and thedelay would prevent the directorsfrommaking proper use
of defenses to ward off bids offering an inadequate price or posing threats
to the company. Largely for this reason, the proposed 13th Directives on
Takeover Bids of the EU was rejected on July 4, 2001.%%

This problem is particularly severe and disconcerting in China,
where shareholders consist mostly of retail investors’® who are more
inclined to exhibit rational apathy and freeriding. Further,dueto mondary
constraintsand the pr oblemsimp osed by communicationand transportation
systems in need of modernization, it isnotsurprising that the time teken to
hold a shareholders' meeting in China would be much longer than other
countries that adhere to the City Code model. Furthermore, the frequent

29See Kirchner & Painter, supra note 1, at 455-58 (providing a detailed account of the
proposed Thirteenth EU Directive on Takeover Bids).

ZOFANG ZHANG, GONGSI SHOUGOU FALU ZHIDU YANJIU [RESEARCH ON CORPORATE
TAKEOVERS LEGAL FRAMEWORK] 238 (1998).

2150e FRANK H. EASTERBROOK & DANIEL R. FISCHEL, THE ECONOMIC STRUCTURE OF
CORPORATE LAw 82-89 (1991) (discussing this problem in detail). See also Paul Redmond, The
Reform of Directors’ Duties, 15 U. NEw SouTH WALEsL.J. 86, 92 (1992) (discussing the same
issue in depth).

22K jrchner & Painter, supra note 1, at457.

2\Walsh, supra note 198, & 436.

24K irchner & Painter, supra note 1, at460-61 (stating that several member states were
afraid that the rule would make European corporations too vulnerable to hostile takeovers from
the U.S)).

#5The role played by the institutional investorsin Chinaisvery limited. As of theend
of 2003, there have been only seventy-one investment funds in China at present, including fifty-
four closed-ended funds and seventeen open-ended funds. The fundsaccount for only 10.03% of
thetotal trading volumein the A share market in thefirst half of 2003. See Lifeng Hu, No Longer
Loss-Making: The Achievementof Funds in the First Halfof 2003, ZHONGGUOZHENGQUANBAO
[CHINA SECcURITIESNEWS] (Sept. 1, 2003).
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shareholders' meeting would result in considerable costs to Chinese
corporaions.?®® Thus, the City Code model cannot be imported to China
wholesale. The City Code, however, illuminates a step in the right
directionin that it provides shareholderswith an opportunity to decide the
use of defenses.

4. A New Scheme: Shareholders ex Post Veto the Use of Defenses

A system where shareholde's could ex post veto the use of defenses
by management could overcome the problems of time and costs associated
with ex ante shareholder approval " Thisapproach enjoystwo significant
advantages. On the one hand, it shares a key feature of the City Code
because shareholders ae granted an opportunity to approve or disapprove
of defensive measures fromtheir own perspective and, thus, could be best
protected in the takeover context. On the other hand, management could
respond quickly to takeovers and avoid any disastrous delay. This
flexibility is necessary in a rapidly changing and complex commercial
environment. Some commentatorsbdievethat atarget'sboardisin abetter
position to make the initial decision on the use of takeover defenses
because"afirm'strue economic valueisvisibleto well-informed corporate
directors but not to company's shareholders or to potential acquirers."*®
Further, compared to the City Code where every defense needs to be
approved by the shareholder meeting, this system would result in a
reduction of sharehol de meetingsbecause shareholderswouldnot meet to
veto a defense that they think isin their best interests. Thus, the costs
incurred by the company would be diminished.

At the heart of this system, shareholderswould havethe opportunity
to veto defensive measures immediately after they are implemented. The
willingnessof shareholders, especially institutional investors, isreinforced
by the fact that in the context of takeoves, the possibility of gain or loss
due to the notable change in the share priceis large® This creates an
opportunity to reap handsome short-term profits based on the premium

28| practice, holding a shareholders' general meeting is costly, specifically in costs
associated with: notification, registration, venue rent, meeting materials, manpowe, etc. Thus,
the CSRC has specified in detail the pracedures and requirements for hdding sharehdders'
general meetings. See Shangshi Gongsi Gudong Dahui Guifan Yijian [Rules for Standardizing
Shareholder's General Meetings of Listed Companies] (promulgated 1998 and revised 2000 by
the CSRC).

%7K irchner & Painter, supra note 1, at472-74.

%8B ernard Black & Reinier Kraakman, Delaware's Takeover Law: The Uncertain Search
for Hidden Value, 96 Nw. U. L. Rev. 521, 521-22 (2002).

ZEASTERBROOK & FISCHEL, supra note 281, & 79.
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offered by the bids*° So, even assuming a skeptical attitude towards
institutional shareholders activism,*" it isreasonableto make anexception
and arguethat they will take anactiverolein responseto takeovers, inlight
of the short-term profits that such conduct might generate. Because the
shareholders would only veto undesirable defenses (i.e., those that
materially harm them), the shareholder meeting would nat be held with
excessive frequency, leaving sharehol dersto concentratetheir limited time,
money, energy and intereststo attendthosetruly important meetings. With
the help of modern technology such as the Internet, the veto system could
be more feasibl e and function more efficiently.?*

It is important, however, to note that the cdlective action problem
connected with the shareholders' meeting would stil | exist in this system.
To alleviate the concern that the directors would enjoy virtually full
discretion if the shareholders seldom hold the meetings, the shareholders
could ex ante set out the types of defensive measures available to the
directors in the annual meeting. Since the defenses would materially
impact thecompany, they must be approved by aspecial majority according
to the Company Law.** The directors could only use those approved
defenses in appropriate circumstances, for example, to repel a bid at an
insufficient price. Thisapprova wouldhaveto berenewed over aspecified
period of time, such as one year, yet if it isfound that the directors have
misused certain defenses, the shareholders would be able to remove those
defenses from the approval list at the next annual meeting.?** In other
words, thelist is decided by shareholders, not directors or, specificaly, by
legislators as shown in China's modd.** This model would provide the
shareholderswith enough flexibility toadjust thelist according to changing
situations and create a further check on the discretionary power of the
directors. The July 2001 version of the German Takeover Code adopted

20T akeovers are val ue creating transactions. See supra note 50 and accompanying text.

2IEASTERBROOK & FISCHEL, supra note 281, at 80; Redmond, supra note 281, a 92.

29250me commentators have recommended Internet-vetoing system. See Kirchner &
Painter, supra note 1, at 472. Qiang Hua, The Test of the Internet Voting System for
Shareholder's General Meetings has been Successful in the Shanghai Stock Exchange,
ZHENGQUAN SHIBAO[SECURITIESTIME NEWS], June 30, 2004, at 1 (reporting that the Shanghai
Stock Exchange has successfully tested its high-tech online voting system to facilitate
shareholder's general meetings).

23Company Law, supra note 50, at. 106 ("Resolutions on the merger, division or
dissolution of the company adopted by the sharehol ders'general meeting, mustrequire more than
two-third of the voting rights held by the shareholders present at the meeting.").

2%4shareholders would be able to retain those removed deferses if they are deemed
necessary thereafter.

25See supra Part V.A.
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this strategy.?*® This added measure would impose fewer costs on the
company and the sharehol ders becauseannual meetings would continueto
be held.

The appropriateness of this new anti-takeover scheme in Chimais
further bolstered by the fact that the Company Law has already put many
limitson the use of defenses. Somewidely used defensive measuresinthe
U.S. cannot be used in China. Poison pills, for example would probably
violate the Company Law in that companies are prohibited from issuing
shares at a discount in order to dilute the capital of the bidder*” Further,
the rules on equal treatment of shareholders would forbid the bidder's
discrimination with regardto the issuance of sharesthat are determined by
the poison pill#® In addition, Company Law expresdy prohibits the
practice of repurchasing, which is a common defense in the U.S?° In
China, all major measures, including issuing new shares, amendng the
articles of association, and increasing or reducing the company's capital
need shareholders' approval® In short, China's commercia law
framework has, in fact, ruled out many U.S. defenses and, therefore,
decreased the possibility of the misuseof defenses by directors.

Article 33 of the Measures for Regulating Takeovers has, in fact,
prohibited those typesof defenses tha would require the approval of the
shareholdersin any event according to the Company Law.*** This fact
clearly signalsthatthe draftersare deeply keptical of theroleshareholders
play and reflects apaternalistic approach toward the use of defenses. In
other words, the governmental drafters trust neither the directors, the
shareholders, nor the courts, but only themselves. As argued above, the
shareholders, especidly institutional investors, would have the incentives
and capabilities to use their rights®*? Even if it is conceded that

2%Bundesrat-Drucksache, 14/7477. In pertinent part, it reads: "Authorization from a
shareholders' meeting, that before the time periad of the offer authorizes a management board to
undertake measures that will hinder the success of the dfer, shall specify these measuresin the
authorization in detail." German Government Draft Takeover Law, July 11, 2001, Sec. 33(2).

27Company Law, supra note 50, art. 131 (providing "shar es may be issued at or above
par but not below par").

28The discrimination amongst shareholders of the same class is prohibited by the
principle "Tonggu Tongquan, Tonggu Tongli" of the Company Law, which means "equal share
equal rights, equal share equal benefits." See also Securities Law, supra note 51, art. 4 ("The
partiesinvolved in the issuing and trading of securities shall have equal legal status.").

29Company Law, supra note 50, art. 149 ("[A] compary may not purchaseits own shares
except where, for the purpose of reducing its capital, shares needs to be cancelled, or wherethe
company merges with another company that holds its shares.").

3907d. art. 103.

30IM easures for Regulating Takeovers, supra note 2, ar. 33.

25ee supra notes 289-91 and accompanying text.
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shareholders, in general, are currently unsophisticated, the sensible
legidative attitude is to gradually cultivate them in practice rather than
passively ignore them. Under this paterralistic attitude, the shareholders
will never learn to make independent decisions regarding company affairs.
Professors Bernard Black and Reinier Kraakman have argued that the
emerging economies should adopt a self-enforcing model, rather than a
prohibitive model, on the basis of the prevalence of insider-controlled
companies and the weakness of other institutional, market, cultural, and
legal constraints.*® In this self-enforcing model, the shareholders could
better protect themselves from management gpportunism by sharehol der
meetings, with minimal resort to legal authority, including regulators and
courts. In contrast, the prohibitive model, as exemplified by Article 33 of
theMeasuresfor Regulating Takeove's, imposesmajor costs oncompanies
by "mechanically limiting the discretion of corporate managers to take
legitimate business actions."*** As an emerging economy, China should
model its takeover law on this self-enforcing model for the purpose of
shareholder protection while simultaneously preserving manageria
discretion.

V1. CoNCLUSION

Along with other legislation, the two recently promulgated rules
relating to takeoversby the CSRC have greatly completed China'stakeover
legal framework and are now forming a sound basisfor takeover activities.
The Chinese takeover law, however, is not immune to criticism, even
though the lav has been seen as a laudabl e achievement.

In principle, China's takeover law should be carefully desgned to
achieve two goals. contestability of takeovers and investor protection.
Two closely conrected parts of takeover law are examined on a
comparative basis: takeover and takeover defenses. Thoserulesregarding
information disclosure and tender offer are suitable for China, andthereis
no compel ling reason to vary them.

There is, however, a notable divergence in the rules concerning
takeover defenses on an international level. Chinas relevant rules
unfortunately suffer seriousproblems. For example, Chineseruleslimitthe
ability of directorsto thwart unsdicited takeovers by arbitrarily choosing
certain types of defensive measures and prohibiting their use in any

%3Black & Kraakman, supra note 226, at 1932; Thompson, supra note 1, at 324 (stating
that "[m]y preferenceisfor agreater reliance onshareholder self-help inresolving disputes about
the extent of takeover regulation").

%Black & K raakman, supra note 226, & 1931.
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circumstance, irrespective of whether those defenses are improperly used.
In addition, other unlisted defensesremain unaddressed; in short, the rules
are both over-inclusive and under-inclusive. China cannot adopt the U.S.
court-based model or UK City Code model. The Australian experience,
establishing a specialist body to deal with takeover disputes, has some
appeal in the context of China. There is, however, some doubt on the
importabilityof thismodel, eventhough schol ars contend that Chinashould
seriously consider it.

To create a better balance between the contedability of takeovers
and investor protection, shareholders should have the final say on the use
of defenses. In China, the best method for realizing this goa is
implementation of a system whereby shareholders could ex post veto the
use of defenses, and enumerate ex ante the general availability of certain
defensive measures at theannual shareholders' meeting. Under thisex post
veto system, reinforced by the ex ante approval strategy, it seems that
shareholders could get sufficient protection while, at the same time,
preserve necessary flexibility for management to efficiently respond to
takeovers. Thus, this systemis the best possible model that China should
incorporate into its takeover law regme.



