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Executive Summary

The market for corporate control refers to the market through which the
transaction or the change of corporate control can be accomplished through
means such as mergers and acquisitions (M&A), proxy right competition,
direct share purchase on the secondary market, and so on. From a micro
perspective, the market poses an external threat to the incompetent
managers. From a macro perspective, the market is the main marketplace
through which a nation restriction its industries structure and raises the
efficiency of resource allocation,

With the formation and development of Chinese capital market, the
market for corporate control develops gradually., The shareholding reform
starting from 2005 has dramatically transformed the foundation of Chinese
capital market and exerted huge positive influence on this market with
pleasing progress made in its scale, form, purpose and legislation.

First, M& A size has been continuously expanding and the number of
transactions is increasing. With most listed companies’ shares becoming fully
tradable, the M&A market has greatly expanded its scope of growth. For
example, in 2008, although global M& A market shrunk substantially due to
financial crisis, the M& A market in China was still growing noticeably and
has became the fastest growing market in the world.

Secondly, M& A market in China is constantly undergoing innovation,
and market players are becoming increasingly diversified. The types of M& A
have grown from simple acquisition through agreement, asset sales, asset
spin-off to foreign acquisition, general asset transfer and restructure,
acquisition through secondary market, back-door listing, etc. In terms of the
players in this market, in addition to state owned companies and state
controlling companies, private companies have become the main buyers of

state shares, and acquisitions involving overseas capital have also become
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increasingly more active,

Thirdly, strategic M&As are on the rise and initial progresses are
already made in industry consolidation. These are mainly reflected in three
areas: 1) under the influence of national industry policy, power, steel, airline
and automobile industries are speeding up the consolidation process, 2)
horizontal strategic M& As are growing, e. g. Beijing Yanjing Brewery,
Beijing Hualian Hypermarket, Baoshan Iron &. Steel., and 3) as strategic
investors, foreign investments have obtained various conveniences to entering
into Chinese markets and the number of deals by oversea investors are
growing quickly,

Fourthly, the legislation related to M&A is improving and the legal
system is being enhanced day by day. Through constant efforts to improve
legislation and regulation, China has established under Corporate Law and
Securities Law a system of regulation governing M& As based mainly on two
rules, the Listed Companies M&A Rules and the Listed Companies
Information Disclosure Rules For Share Transfer.

However, since the Chinese securities market is still an emerging and
transitional market, on the one hand, there is a challenge of how to adapt
mature market practices to market environment with Chinese characteristics,
and on the other hand, there is a balance between government administrative
interference and market driven needs. Therefore, the Chinese corporate
control market has many issues in great need of improvement.

Firstly, the dominating role that governments play in M& As limits the
growth of market competition. Local government interferes the market with
vast administrative resources, and through allocation and transfer of state
assets it does to some extent promote the formation and development of M& A
market. However, generally speaking, the interference from local
government destroys the natural function of the market mechanism and slows
down the development and maturity of market based innovation.

Secondly, the transaction methods of corporate control market are rather
undeveloped. Although there are some active innovations in the market, the
overall market is still characterized by monotonic method of transaction and
the lack of payment alternatives. Transactions such as block share transfers

are increasing, but large asset restructuring still dominates. The capital



Executive Summary

market has seen for a long time more assets restructuring than share
purchase,

Thirdly, the effect of M& A on improving listed company performance is
rather limited. The target company tends to have deteriorating performance
before M& A, and after the transaction its performance is first improving and
then begins to deteriorate gain. Companies undergoing asset absorbing
acquisition process tend to have above average performance before M& A but
their performance after M& A is not as good as before.

Market for corporate control is a vital component of the capital market.
In order to establish a fair, efficient, and orderly market, it is necessary to
improve the external policy environment including improving capital market
structure, raising the market pricing efficiency, optimizing shareholding
structure, realizing investor diversification, pushing forward state asset
management system, and realizing the professionalism and transparency of
state asset management,

This report recommends the following measures to further develop the
market for corporate control,

Firstly, continuously improve regulations related to the shares transfer
and M&A of state controlling shareholders and build favorable legal and
regulatory environments. With gradual improvement in information
disclosure, the regulators should deepen reform, simplify the approval
process, improve efficiency, encourage innovation, and establish market
based pricing system and unified regulation system under a sound information
disclosure basis.

Secondly, the government should play a more appropriate role. The
government, especially local government should rely on market mechanisms
and avoid assuming double roles as both regulator and owner in order to
protect medium and small sized investors and strengthen its roles of
macroeconomic management and social service management.

Thirdly, strengthen controlling shareholder’s responsibility and the
protection of medium and small sized investors. For a certain period, large
block share transfer will be the main type by which the Chinese corporate
control market will take place. Therefore, on the one hand, it is necessary to

reinforce controlling shareholder’s obligation in due diligence, on the other
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hand, it is necessary to strengthen the protection of minority shareholders
and provide them with more legal recourses in case of their interests being
impaired.

Fourthly, strengthen the surveillance and punishment on insider trading
and price manipulation. Securities regulatory authorities should strengthen
regulations on information disclosure, punish fraudulent disclosure,
strengthen the responsibility of listed companies’ disclosure, and increase
violation costs. Regulators should investigate the ways for preemptive
intervention of violation by listed companies, improve punishment system,
and link the punishment of company with that of the responsible corporate
individuals, especially increase the penalty on the violating individuals.

Fifthly, speed up the national strategic economic adjustment and orderly
transfer of state shares. It is necessary to strive to alter the domination of
poor performance listed companies in the M& A market transactions, so that
M&A is no longer based on the needs to transfer value and to allocate
resources but based on asset restructure to realize state assets’ efficient

operation,
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i 8 (Takeover Market) R H M % (M & A Market),
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