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“GOING PRIVATE” - PROCESS AND CONSIDERATIONS
“BDEWL - TRMEREW

Due to recent market conditions, negative publicity generated by certain high profile accounting fraud
allegations and legal actions, and increased scrutiny by the Securities and Exchange Commission (the
“SEC”) and the Public Company Accounting Oversight Board, many public companies based in the
People’s Republic of China that obtained listings on U.S. securities exchanges through a reverse
merger with a publicly traded domestic shell company have seen their valuations decline despite
positive business performance. This trend has caused many such companies to reexamine the costs and
benefits of remaining a public reporting company under the Securities Exchange Act of 1934, as
amended (the “Exchange Act”). The costs associated with being a public company have increased
dramatically over the past several years due, in part, to the continued requirements of the Sarbanes-
Oxley Act. These costs are expected to rise as a result of further regulatory action arising from both the
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 and the heightened scrutiny on
China-based reverse merger companies by the SEC and other self-regulatory organizations.
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As a result of these pressures, management and other major shareholders of such companies are
increasingly considering “going private”. “Going private” is the term used to describe the process
whereby majority shareholders, management and/or affiliates of a public company — often in
conjunction with private equity firms - take a company private by buying out its public shareholders.
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" Special thanks to Corporate Associate Ying Cao and Corporate Paralegal Dina Zhang for preparing and finalizing
the Mandarin translation of this Legal Update.
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This memorandum will examine the nature of, and structural considerations to keep in mind when
evaluating, “going private” transactions. This memorandum is only intended as a general primer on
such topics. Management considering a “going private” transaction should consult with the Pryor
Cashman attorney with whom they work, or any member of the China Practice Group, regarding the
finer timing and procedural aspects before moving forward.
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“GOING PRIVATE” — GENERAL
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Companies typically consider “going private” to be an attractive option when they believe that their
stock is undervalued in the public market. The benefits of being a public company are quickly
evaporating for companies with declining stock prices that are unable to access the public markets for
financing on desirable terms, while the regulatory and compliance costs and risks associated with
being a public company are steadily increasing. When the valuations of a company’s stock are
depressed, controlling shareholders, private equity firms, management or some combination of
affiliates of the company may see the opportunity to return the company to private ownership through
a “going private” transaction. Private equity investors may be eager to invest in a more developed
company at a favorable price, and controlling stockholders may believe that the company can be more
effectively managed and expanded without worrying about quarterly results, public and regulatory
scrutiny, and unfounded allegations. Management may also believe that the company will be more
accurately valued and have better prospects by moving its stock listing to a non-U.S. trading market.
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There are many legal and practical issues to consider when “going private”, including the ability to
secure the necessary capital to buy out public shareholders and the prospects for achieving shareholder
approval of the transaction (which can vary depending upon the chosen structure). In any “going
private” transaction, the parties involved must comply with both federal securities laws and state
corporate law, which are designed to protect public and minority shareholders. Foreign private issuers
will also have to consider the corporate law of the country in which the issuer was formed — most
typically the Cayman Islands or the British Virgin Islands. Before engaging in any “going private”
transaction, close attention should be paid to the structure and timing of the transaction, the likelihood
of legal challenges to the transactions, the procedural safeguards necessary to defend any legal
challenges, and disclosure obligations. These items are discussed more fully below.
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STRUCTURE OF “GOING PRIVATE” TRANSACTION
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“Going private” transactions are generally structured as either a tender offer, a merger or, to a lesser
extent, a reverse stock split. Each structure is summarized below. The majority of the China-based
reverse merger companies that have publicly announced an intention to engage in a “going private”
transaction as of the date of this memorandum - including China Fire & Security Group, Inc., China
Security & Surveillance Technology, Inc., Funtalk China Holdings Limited, Tongjitang Chinese
Medicines Company and Harbin Electric, Inc. - are doing so utilizing a cash-out merger.
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TENDER OFFER
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In the case of a tender offer, the acquiring entity (the “Acquirer”), which is usually owned by or
affiliated with controlling shareholders of the company that is “going private” (the “Target”) and
backed financially by a private equity firm, makes an offer to purchase the Target’s outstanding shares
directly from the Target’s shareholders. The Acquirer sends the shareholders of the Target written
offering documents and must file a Schedule TO with the SEC containing disclosure required by SEC
rules. The Acquirer’s goal is to obtain over 90% of the Target’s outstanding shares following the
tender offer, thereby allowing the Acquirer to effectuate a “short-form” merger with the Target and
cash out the remaining public shareholders without requiring approval from the Target’s board of
directors or remaining shareholders.
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The Target’s board of directors is required to file a Schedule 14D-9 within 10 business days of the
commencement of the tender offer disclosing whether it recommends that the Target’s stockholders
accept or reject the tender offer, or whether it expresses no opinion. In the case of a “going private”
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transaction where conflicts of interest are likely involved, it is advisable that the Target’s board of
directors form a special committee of independent, disinterested directors to oversee the process of
considering the offer and filing the Schedule 14D-9. The special committee will hire its own legal
counsel and financial and other advisors to assist it in this process.
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Tender offers provide the advantage that they can generally be completed more quickly than can
mergers. This greater speed is due to the fact that tender offers do not require SEC review of the tender
offer documents prior to their distribution to the Target’s shareholders, whereas in a merger, the SEC
must review the proxy statement before it can be delivered to shareholders. As a result, tender offers
can generally be completed within 1-2 months of the date on which the Acquirer launches the tender
offer. In addition, shareholders who accept the tender offer will not have the right to seek an
independent court appraisal of the value of their shares (commonly referred to as “appraisal rights” or
“dissenters’ rights”), which applies in the merger context.
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However, since tender offers are commonly conditioned on the Acquirer holding at least 90% of the
Target’s stock following the tender offer (which percentage would permit the Acquirer to effectuate
the short-form merger), the effective shareholder approval requirement for a tender offer may be more
difficult to achieve than in the case of a merger. Those considering a “going private” transaction via a
tender offer should carefully consider the likelihood of achieving this 90% threshold when selecting a
transaction structure. Upon completion of the short-form merger, the Target’s shares can be delisted
from the national securities exchange on which they were listed, if any.
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MERGER
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Another means to acquire and take the Target private is a negotiated merger transaction. As noted
above, this is the most common structure utilized recently by China-based companies seeking to “go
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private.” In a negotiated merger transaction, the Acquirer and the Target typically enter into a merger
agreement providing that an acquisition subsidiary owned by the Acquirer be merged into the Target,
resulting in the Target becoming a wholly-owned subsidiary of the Acquirer. As part of the merger, the
Target’s shareholders would be entitled to receive the consideration negotiated by the Target’s board
of directors (typically by a special committee composed entirely of independent, disinterested
members of the board of directors, as discussed elsewhere in this memorandum). Once a definitive
agreement is signed between the Acquirer and the Target, the Target will prepare and send to its
shareholders a proxy statement soliciting their approval of the merger. Although state corporate law
typically requires that the holders of a majority of the outstanding stock of the corporation be voted in
favor of a merger in order for it to be approved, many of the recent “going private” transactions by
China-based public companies are conditioned upon the approval of a majority of the minority
stockholders (i.e., those stockholders who are not part of the Acquirer group).
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A negotiated merger may be the most efficient “going private” transaction structure from the
perspective of the Acquirer due to the fact that it has the greatest probability of achieving two key
objectives: (1) the Acquirer’s desire to take a controlling equity position in the Target, and (2) its
desire to eliminate all unaffiliated public shareholders of the Target. However, due to the possibility
that the SEC will provide comments to the proxy statement before it can be sent to stockholders, and
the need to hold a special meeting of shareholders to approve the transaction, the most likely time
frame for consummating the merger is 2-4 months following the execution of the merger agreement.
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MERGER AND TENDER OFFER
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When a “going private” transaction is structured as a negotiated merger, the Acquirer may also
commence a tender offer to acquire the shares from the Target’s shareholders at the same price per
share as is set forth in the merger agreement as the consideration payable in the merger to the Target’s
shareholders. The merger agreement will typically require the tender offer to be commenced within a
short period of time from when the merger agreement is signed and announced publicly. While the
Target will agree in the merger agreement to hold a meeting of its shareholders to approve the terms of
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the proposed merger, this meeting may not be required if the Acquirer acquires at least 90% of the
outstanding shares of the Target in the tender offer. Once the tendered shares are accepted for payment,
the Acquirer, as the 90% shareholder of the Target, will be able to complete a short-form merger
without holding a shareholder meeting. Of course, any shareholders who did not tender their shares in
the tender offer will retain their appraisal/dissenters’ rights (if applicable state law so provides). Thus
far, most of the “going private” transactions by China-based public companies that have been
structured as mergers have not included an additional tender offer component.
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REVERSE STOCK SPLIT
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A third structure that a company may use when ‘“going private” is a reverse stock split of its
outstanding common stock. To implement a reverse stock split, a company must amend its charter
document to provide that each share of stock outstanding will be converted into a fraction of a new
share. The company will then pay cash to its stockholders in lieu of issuing fractional shares, which
will result in a lesser number of shares outstanding and fewer stockholders. The goal in determining a
reverse stock split ratio is to reduce the ownership of each unaffiliated, public shareholder to less than
one whole share. Depending on the company’s capital structure, the reverse stock split can eliminate
some or all of the company’s smaller holders, leaving only the company’s largest shareholders. To
date, the reverse stock split structure has been a less popular structure for a company to “go private.”
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LEGAL CHALLENGES TO “GOING PRIVATE” TRANSACTIONS AND PROCEDURAL SAFEGUARDS
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Minority shareholders may file lawsuits challenging “going private” transactions, generally based on
claims of breach of fiduciary duties and disclosure obligations. While the reviewing court will apply
each State’s individual statutory and common law, the discussion below focuses on the law of the State
of Delaware.
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As noted above, “going private” transactions usually involve an affiliated controlling stockholder or
group of stockholders. This creates potential conflicts of interest. When reviewing a transaction that
involves a potential conflict of interest, Delaware courts will apply an enhanced level of scrutiny called
“entire fairness” review, to determine whether the process and terms of the proposed transactions are
fair to minority shareholders. Under the entire fairness standard, the Target’s fiduciaries have the
burden of proving two basic elements of the transaction: “fair dealing” and “fair price.” “Fair dealing”
refers to the process by which the transaction was approved (i.e., the timing of the transaction, how it
was initiated, structured and negotiated, how director and shareholder approvals were obtained, and
whether the disclosure was adequate). “Fair price” involves the fairness of the economic value received
by the shareholders in exchange for their shares. The standard of entire fairness is significantly more
difficult for the Target’s fiduciaries to fulfill than the business judgment rule, and thus is easier for
plaintiffs to overcome in transaction-related litigation.
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By taking certain protective measures, the Target’s fiduciaries can shift the burden of persuasion to the
plaintiff shareholders on the issue of fairness or possibly restore the business judgment rule
presumption in an interested party transaction.
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The two most effective protective measures that can be used to shift the burden of proof in the case of
a cash-out merger initiated by a controlling shareholder are to have the merger approved by either: (i) a
special committee of independent, disinterested directors or (ii) a fully informed majority of the
minority shareholders. Oftentimes, it may be difficult to obtain the approval of the “majority of the
minority” shareholders. Thus, most controlling shareholders and Target boards opt to at least use a
special committee to negotiate the terms of a “going private” transaction. In order to gain the benefit of
burden shifting, the special committee must be truly independent, fully informed and have the ability
to negotiate with the Acquirer independently at arms length to get the best deal for the Target’s
shareholders. The special committee should retain its own financial and legal advisors, including
obtaining a third-party fairness opinion or valuation of the Target to ensure that the price per share
being offered in the “going private” transaction is fair to shareholders. Although achieving the
approval of a “majority of the minority” shareholders may be difficult, in the current litigious
environment, many recent “going private” transactions structured as mergers are conditioned on
achieving that level of approval.
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Historically, tender offers structured as non-coercive tender offers followed by a second-step short-
form merger at the same price were not subject to the heightened “entire fairness” standard of review
under Delaware law, but rather were only subject to the less-onerous “business judgment” standard of
review. This made tender offers a more attractive option for acquirers seeking to minimize their
litigation risk in a “going private” transaction. However, the Delaware courts have recently indicated
that a non-coercive tender offer followed by a short-form merger would be subject to the business
judgment rule only if it is both (i) negotiated and approved by a special committee, and (ii) a “majority
of the minority” tender their shares in the tender offer. See In re CNX Gas Corp. Shareholders
Litigation, 2010 Del. LEXIS 324 (Del July 8, 2010). As a result, it may now be more difficult to avoid
an entire fairness review that it has been in the past.
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Additionally, if the Target’s board of directors determines that the Target should be sold for cash to an
Acquirer in a “going private” transaction, the board will have a fiduciary duty to shop the Target and
consider alternative transactions to maximize the consideration received by the Target’s shareholders.
This may happen before or after the deal is signed. If this is not done before, the Target’s board of
directors (or special committee) should insist that a “go shop” provision be included in the transaction
agreements that would allow the Target to be shopped for a certain period of time following the
execution of such agreements. When discussing “go shop” provisions, a controlling stockholder
proposing a “going private” transaction may want to specify to the Target’s board of directors that the
Target is not otherwise for sale and that the controlling stockholder will block any sale to competing
bidders or alternative transactions that require shareholder approval.
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DISCLOSURES NECESSARY IN “GOING PRIVATE” TRANSACTIONS

“DEW” X5 THLEHE

A “going private” transaction requires the same SEC filings as any other public company transaction,
but often with the additional disclosure requirements of Rule 13e-3 under the Exchange Act. The
applicable SEC disclosure obligations depend on the structure of the “going private” transaction, and
the status of the Target immediately prior to such transaction. If the transaction is structured as a long-
form merger, the Target must gain shareholder approval of the transaction by sending proxy statements
to its shareholders. If the transaction is structured as a tender offer followed by a short-form merger,
the Acquirer will need to file a Schedule TO and the Target must file a Schedule 14D-9. In both cases,
the Acquirer and its affiliates must be mindful of their disclosure obligations under Section 13(d) of the
Exchange Act.
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In addition to the general SEC disclosure obligations discussed above, a “going private” transaction, in
most cases, is also subject to the rules and disclosure obligations set forth in Rule 13e-3 under the
Exchange Act, known as the “going private” rules. A transaction is subject to Rule 13e-3 if it, or any
series of transactions, meets each of (1) to (3) below:
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1. Type of transaction — it is one of the following types of transactions:
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e a purchase of any equity security by the Target or an affiliate (as defined in Rule
13e-3(a)(1) of the Exchange Act) of the Target;
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¢ atender offer for any equity security by the Target or an affiliate of the Target; or
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e a proxy or consent solicitation or distribution of an information statement by the
Target or an affiliate of the Target in connection with a merger or similar corporate
reorganization, an asset sale or reverse stock split involving a repurchase of
fractional shares.
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2. Participants — the transaction is “engaged in” by the Target or an affiliate of the Target. A
Target or an affiliate of the Target do not need to be the actual Acquirer to be considered
“engaged in” the transaction. For example, if the Target recommends that its stockholders
approve a tender offer by an affiliate, or senior management will receive material benefits from
the transaction that will not be received by the public stockholders (i.e. retain ownership in the
private Acquirer), the Target is considered to be “engaged in” the transaction.

2577 - ZEHMEIE AR KB A TS 5. U8 H AR B ORI 2 A 75 22 SEFR
VAT TN N 52 577, Bilin, anRyOW B AR SR BR b — SR A =] A 20k
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3. Purpose — the transaction has a reasonable likelihood or a purpose of causing any class of
equity securities of the Target to be either eligible for termination from registration under the
Exchange Act or delisted from a national securities exchange
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If the transaction meets the criteria described above and triggers Rule 13e-3, the Target and each
affiliate engaged in the transaction must file a Schedule 13E-3 with the SEC. In cases involving both
the Target and affiliates being engaged in the Rule 13e-3 transaction, the SEC allows a joint filing of
the Schedule 13E-3 to be made, but requires individual statements regarding the purpose and fairness
of the transaction as described below. A Schedule 13E-3 requires most of the same disclosure as would
be found in the Target’s other public filings or in the proxy/information statement (in the case of a
merger) or Schedule TO (in the case of a tender offer), and the Target may incorporate by reference to
such other filings.
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K5 B H bR At A TF 24 BER AR EZ U PAE BRI (BIFMBRT)
H, BER TO GERAWIWRITELL T R R E S A BOW B Axe] LSS 1) H
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The Schedule 13E-3 requires disclosure of several significant additional topics, including a discussion
of the purposes of the transaction (including a discussion of any alternatives considered, and the
benefits and detriments of the proposed transaction), a description of the substantive and procedural
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fairness of the transaction, and a description of all reports (oral or written), opinions and appraisals
provided by outside parties that are materially related to the proposed transaction (which reports must
also be filed as exhibits to the Schedule 13E-3).
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The Schedule 13E-3 must be filed contemporaneously with the preliminary or definitive proxy
statement filed in connection with a proposed merger, or as soon as practicable after the tender offer
materials are published or provided to shareholders. There is then a constructive 20 day waiting period
after the filing of a Schedule 13E-3 under SEC regulations before any vote can be held or shares
purchased as a part of the “going private” transaction. In addition, customary SEC review of proxy
statements concerning mergers still applies with respect to proxy statements filed in connection with a
“going private” transaction, which review could take one to two months depending upon the level of
review and the scope of the SEC’s comments, if any. The SEC also will review the tender offer
documents that are filed in connection with a “going private” transaction, and could require that such
documents be amended.
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ek

The foregoing is intended to summarize the structural and practical considerations to keep in mind when engaging in a
“going private” transaction. Please feel free to contact the Pryor Cashman attorney with whom you work if you have any
questions.

Copyright © 2011 by Pryor Cashman LLP. This Legal Update is provided for informational purposes only and does not
constitute legal advice or the creation of an attorney-client relationship. While all efforts have been made to ensure the
accuracy of the contents, Pryor Cashman LLP does not guarantee such accuracy and cannot be held responsible for any
errors in or reliance upon this information. This material may constitute attorney advertising. Prior results do not
guarantee a similar outcome.
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