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Several companies listed in the US with operations in China and Hong Kong have recently con-
summated so-called going private transactions, including China Security & Surveillance and
Shanda Interactive Entertainment. Many similar transactions are being contemplated, and are

expected to be announced in the next several months. 
Going private transactions can be complicated and often involve a greater degree of legal scrutiny

and risk as compared to conventional M&A transactions. Consequently, it is important that the par-
ties carefully structure the transaction, implement the proper procedural safeguards and take appro-
priate steps to minimise the legal risk for all involved parties.

What is a going private transaction?
Under US securities laws, a going private transaction is a transaction or series of transactions

involving a listed company and an affiliate pursuant to which the affiliate acquires equity securities of
the listed company and the acquisition has a reasonable likelihood or a purpose of, directly or indi-
rectly:
• causing any class of equity securities of the listed company which is subject to the US Securities

Exchange Act of 1934 to become eligible for termination of registration or causing the reporting
obligations with respect to such class to become eligible for termination; or

• causing any class of equity securities of the listed company which is either listed on a national secu-
rities exchange or authorised to be quoted on an inter-dealer quotation system of a registered
national securities association to be neither so listed or authorised to be quoted.
Recent experience with going private transactions in China have typically involved a listed compa-

ny and a controlling stockholder, and recent transactions have all been effected by way of merger. The
result of these going private transactions has been the controlling stockholder acquiring all of the
shares of the listed company that it did not already own, with the public stockholders receiving cash
in exchange for their shares.

Why go private?
Companies and controlling stockholders elect to engage in going private transactions for a variety of
reasons. 

There may, for example, be financial considerations. As described in greater detail below, both the
buyer and the target company board need to state in the 13E-3 filing (which is a required filing under
US securities laws in connection with a going private transaction) with the Securities and Exchange
Commission why it believes the terms of the transaction, including the per share price, are fair to the
public stockholders. However, a going private transaction may allow the purchaser to obtain value by
purchasing the target at a price which is attractive to the purchaser due to a perceived weakness in the
public equity markets; in other words a company trading below its perceived value to a purchaser.
Also, a going private transaction may allow public stockholders to receive value and liquidity not oth-
erwise available to them in the public market.

Strategic concerns could also be a factor. US public companies are required to disclose extensive
information about their business and strategy in public filings. In addition, due to the nature of the
equity markets, listed companies are often reluctant to implement business strategies that may have
long term benefits but could result in an inability to achieve near term quarterly or annual earnings
targets. Once a company has gone private, it is not required to make the same level of disclosure and
may have more flexibility to implement a corporate restructuring or long term business strategy.

Going private can free up management time. Managers of public companies often spend a great
deal of time on investor relations and compliance and reporting activities. Going private can free up
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issue must be examined as a whole since the question is one
of entire fairness.

The Delaware Supreme Court has provided guidance
as to how a board of directors can shift the burden of
proving entire fairness to the plaintiffs in merger transac-
tions with controlling stockholders. In Kahn v Lynch
Communication Systems, Inc., 638 A. 2d, 1110 (Del.
1994), the court held that the burden would shift in an
entire fairness review if the transaction was either negoti-
ated and recommended by an active and informed special
committee, or subject to a majority of the minority stock-
holder vote condition. Shifting the burden of proof to the
plaintiffs increases the chances that the board of directors
will prevail in litigation (which is very common in con-
nection with going private transactions) and generally
lowers the settlement value of a case. 

Under certain circumstances Delaware courts have
applied the more lenient business judgement rule, rather
than the entire fairness standard, to going private transac-
tions. Historically, Delaware courts have applied the busi-
ness judgement rule to two-step tender offer transactions
involving controlling stockholders where: (i) the tender
offer is subject to a majority of the minority condition;
(ii) the controlling stockholder has committed to effect a
short form merger at the tender offer price if more than
90% of the shares are acquired in the tender offer; and
(iii) the offer does not involve retributive threats from the
controlling stockholder (see In re Pure Resources
Shareholders Litigation, 808 A.2d 421 (Del. Ch. 2002)). 

The justification for the use of the different legal stan-
dard is that Delaware courts have viewed tender offer
transactions as less prone to self dealing than merger
transactions. The disparate treatment of these structures
has provided an incentive for boards and controlling
stockholders to structure going private transactions using
a tender offer as they are potentially able to obtain the
benefits of having the transaction evaluated under the
business judgment rule while also not using a special
committee to negotiate the terms of the transaction. A
recent Delaware Chancery Court decision, however,
applied a different set of criteria as to when the business
judgement rule would apply to a going private transac-
tion structured as a two-step tender offer and advocated
a “unified standard” of review for going private transac-
tions.

In re CNX Gas Corporation Stockholders Litigation,
C.A. No. 5377-VCL (Del. Ch. May 25 2011) involved a
going private transaction between CNX Gas Corporation

this time for management to focus on business operations
and company strategy.

Finally, there can be cost savings with going private.
Companies incur substantial out of pocket costs as a
result of being a public company and listed on a US
exchange. These costs include the preparation and filing
of disclosure documents with the Securities and
Exchange Commission, holding annual meetings involv-
ing public stockholders, compensating independent
directors, exchange listing fees and costs incurred in con-
nection with compliance with the Sarbanes-Oxley Act.
Although the costs involved with a going private transac-
tion are significant, they are one-time in nature and could
be offset by a reduction in ongoing costs.

Legal considerations
Under most US state law, including Delaware (which is
the applicable state law for a majority of public compa-
nies incorporated in the US), the actions of directors of
target companies in going private transactions are subject
to enhanced scrutiny. Going private transactions contain
an inherent conflict of interest, with a controlling stock-
holder potentially on both sides of the transaction: as an
acquirer of the target company’s securities and, through
its appointees on the board, as the company approving
the acquisition. These transactions thus have the poten-
tial to involve self-dealing by controlling stockholders at
the expense of the other stockholders. 

Going private transactions structured as one step
mergers have historically been reviewed under the entire
fairness standard. To meet the entire fairness standard
under Delaware law, the board of directors has the bur-
den of proving that both the terms of the transaction and
the process used in approving the transaction were fair to
the public stockholders. In Weinberger v UOP, 457 A. 2d,
701 (Del. 1983), the Delaware Supreme Court described
the entire fairness in the following manner:

The concept of fairness has two basic concepts, fair deal-
ing and fair price. The former embraces questions of when
the transaction was timed, how it was initiated, structured,
negotiated, disclosed to the directors, and how the approvals
of the directors and stockholders were obtained. The latter
aspect of fairness relates to the economic and financial con-
siderations of the proposed merger, including all relevant fac-
tors: assets, market value, earnings, future prospects, and any
other elements that affect the intrinsic or inherent value of a
company’s stock. However, the test for fairness is not a bifur-
cated one as between fair dealing and price. All aspects of the
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(CNX) and CONSOL Energy (CONSOL), which
before the transaction owned approximately 83%
of the outstanding common stock of CNX. The
transaction was structured as a two-step tender
offer, with the per-share cash consideration being
the same in each step and consummation of the
tender offer was conditioned upon a majority of
the minority requirement. 

Before the launch of the tender offer, CONSOL
negotiated with T Rowe Price, which was the
largest minority stockholder of CNX, owning
approximately 6% of the outstanding common
stock of CNX. T Rowe Price was also a significant
stockholder of CONSOL. At the conclusion of
these negotiations, CONSOL and T Rowe Price
reached an agreement that required T Rowe Price
to tender all of its shares into the proposed tender
offer. 

After the public announcement of the agree-
ment with T Rowe Price, the CNX board of direc-
tors formed a special committee of one director
(who was the sole independent director on the
CNX board) to evaluate the tender offer. While the
special committee was authorised to hire independ-
ent financial and legal advisers and to make a rec-
ommendation to stockholders, the special commit-
tee was not authorised to negotiate the terms of the
transaction, consider alternatives, implement a
rights plan or commence litigation against CON-
SOL. Ultimately, the special committee elected to
remain neutral with respect to the tender offer. 

In CNX, the Delaware Chancery Court
imposed additional requirements for going private
transactions structured as two-step tenders offers to
be afforded review under the business judgement
rule and proposed what it called a unified standard
for evaluating going private transactions whether
structured as mergers or tender offers. The court
ruled that the business judgement rule would only
apply to a going private tender offer if the transac-
tion was both negotiated and recommended by a
special committee consisting of independent direc-
tors, and subject to a non-waivable majority of the
minority condition. 

The court in CNX found that the transaction
did not meet the unified standard, as the tender
offer was not recommended to stockholders by the
special committee and as a result applied the entire

fairness standard to the transaction. Additionally,
although not necessary to the ruling, the court
questioned the scope of the mandate of the special
committee and the majority of the minority condi-
tion, as the shares owned by T Rowe Price that were
contractually required to be tendered were counted
toward meeting the condition.

The CNX decision is a significant departure
from prior Delaware rulings with respect to tender
offers as it requires special committee approval for
application of the business judgement rule. In
addition, the CNX decision suggests that a going
private transaction structured as a merger may
qualify for business judgement rule review, rather
than entire fairness, if it meets the unified standard,
which is contrary to prior Delaware opinions,
including the Kahn v Lynch Communications
Systems, Inc case described above. It should be
noted, however, that CNX did not involve a one-
step merger so application of the unified standard
to going private merger transactions is not clear. A
future decision by the Delaware Supreme Court
will be required to clarify the future application of
the various standards to going private transactions.

Another recent Delaware case involving a trans-
action with a controlling stockholder is In re
Southern Peru Copper Corp. Stockholder Derivative
Litigation, C.A. No. 966-CS (Del. Ch. October 14
2011), where the Delaware Chancery Court award-
ed $1.2 billion (plus interest) in damages after rul-
ing that the transaction was not fair to public
stockholders. The transaction involved the acquisi-
tion of Minera Mexico by Southern Peru, which
was a New York Stock Exchange-listed company.
Both companies were majority owned by Grupo
Mexico, which held approximately 54% of the cap-
ital stock and 63% of the voting power of Southern
Peru and approximately 99% of the outstanding
stock of Minera Mexico. Grupo Mexico proposed a
transaction pursuant to which Southern Peru
would acquire Grupo Mexico’s interest in Minera
Mexico in consideration for 72.3 million shares of
Southern Peru stock, valued at approximately $3.1
billion based upon Southern Peru’s then trading
price.

Upon receipt of the offer, the Southern Peru
board of directors formed a special committee of
independent directors to evaluate the proposal. The

special committee was not authorised to negotiate
the transaction or to explore alternatives. The
financial advisers to the special committee initially
conducted a valuation analysis which found that
the value of Minera Mexico was approximately
$1.4 billion less than the value proposed by Grupo
Mexico. Two weeks later, the financial adviser
changed its valuation methodology and performed
a relative valuation of the two companies. 

This approach narrowed the gap between the
valuation and the Grupo Mexico offer, but notably
resulted in a valuation of Southern Peru approxi-
mately $1 billion below its market capitalisation at
the time. The special committee ultimately agreed
to and approved deal terms that were close in value
to the initial Grupo Mexico offer, received a fair-
ness opinion from its financial adviser and the
merger was approved by more than 90% of the
Southern Peru stockholders.

Notwithstanding the procedural elements
described above, the Delaware Chancery Court
found the process by which the merger was negoti-
ated and approved was not fair, and the price was
not fair. In the decision, the court focused on the
“controlled mindset” of the special committee, its
narrow mandate only to evaluate the transaction
and found that the special committee did not exer-
cise the bargaining power of a true arm’s-length
third party. Additionally, the court found that val-
uation methodology used by the special committee
and its financial adviser was results-oriented and
used to rationalise acceptance of Grupo Mexico’s
offer rather than to negotiate and potentially reject
the transaction. 

The court was also critical of the special com-
mittee’s decision not to update the fairness analysis
and re-evaluate its recommendation before the
closing of the merger. The merger agreement pro-
vided for a fixed exchange ratio and in the time
between signing and the stockholder vote the
Southern Peru stock price had increased substan-
tially and Minera Mexico’s performance had been
below its projections.

Guidelines for a going private transaction
The following are suggestions for current best prac-
tices that could be used to help minimise legal risk
to directors evaluating a going private offer. 
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Assuming that the special committee approves the
transaction, the committee should vote on the transac-
tion and make a recommendation to the full board of
directors and stockholders.

The special committee should obtain a fairness opinion
from its financial adviser that the consideration is fair from
a financial point of view to the public stockholders. A fair-
ness opinion is not technically required but is customary
practice, for both companies incorporated in the US as well
as the Cayman Islands, and directors will be taking addi-
tional legal risk if they don’t receive an opinion.

Parties should strongly consider conditioning
approval of the transaction on the tender/vote of a major-
ity of the minority stockholders. As described above, this
requirement may be necessary for any going private trans-
action to be evaluated under the business judgement rule
under Delaware law. While potentially providing signifi-
cant legal advantages, this condition can also introduce
substantial deal execution risk and provide hedge funds
or other investors with an ability to block a transaction.
As a result the parties should carefully weigh the benefits
and drawbacks of this condition on a case-by-case basis,
including making such condition non-waivable.

This article is only intended as a general discussion of the
issues described herein. It should not be regarded as legal
advice and no legal or business decision should be made
based upon this article.

The board of directors should form a special commit-
tee consisting exclusively of independent and disinterest-
ed directors. Members of the special committee can be
paid a fee for their service, but should not have an inter-
est in the transaction beyond those of the public stock-
holders. Many of the going private transactions in China
involve companies incorporated in the Cayman Islands.
While Cayman Islands law is not as developed as
Delaware law, it has been common practice to form spe-
cial committees where the subject company is incorporat-
ed in the Cayman Islands.

The special committee should be granted a proper
mandate. As noted above, the mandate of the special
committee is often critical when courts determine
whether a special committee is well functioning and has
performed its role. The special committee should have
the authority to: retain independent legal and financial
advisers at the expense of the company; negotiate the
terms of the transaction; reject any proposed transaction;
explore and consider alternatives; and use defensive meas-
ures including the adoption of a poison pill.

The special committee should be afforded sufficient
time to carry out its mandate. If the controlling stock-
holder establishes unreasonable deadlines that do not per-
mit the special committee to properly evaluate the pro-
posed transaction or alternatives, the benefits of using a
special committee will not be obtained.

“The special
committee
should be
afforded
sufficient time
to carry out its
mandate”



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


