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Convertible Bond as A Private Equity Investment Tool in China*

I. Overview

As a crossover between debt and equity instruments, convertible bonds or CBs as
commonly used in international PE and VVC investment community are very popular
in the developed financial markets. In a typical CB deal, the investor extends debt
financing to the target company/borrower and becomes bondholder first. The CBs
can be converted into the borrower’s shares later on at the investor’s election (but not
obligation) upon prescribed terms and conditions, turning the investor into a
shareholder of the borrower company. CB investments are reasonably convenient
and efficient for transaction parties in terms of bond issuance, transfers and
conversions.  Principal terms of a CB usually include the term and maturity, interest
rates, price and other conditions of conversion, and put-back rights, among others.
To further protect investor/bondholder’s interest, the underlying CB terms may also
address anti-dilution, liquidation preference, conversion price adjustments, issuer’s
guarantee, bondholder’s pre-emptive rights, investor’s consent rights, and etc.
Compared to creditors in a straightforward debt investments and shareholders in a
direct equity investment, CB holders are usually deemed to have obtained more
flexibilities as they could enjoy more of the upsides of their investments while in the
meantime minimizing the downsides.

In China, the existing law only allows qualified listed companies to issue CBs with
restricted terms through public offering (instead of private placement) upon CSRC’s
prior approval,? while CB holders are basically not allowed to decide on any

1 Solely for the purpose of this memorandum, “China” or the “PRC” refers to mainland

China, excluding Hong Kong, Macao and Taiwan. In addition, a few common abbreviations
have been used in this memorandum (e.g., CSRC for the China Securities Regulatory
Commission, MOFCOM for the Ministry of Commerce, SASAC for the State-Owned Asset
Supervision and Administration Commission and FIEs for foreign invested enterprises).

2 Qualification requirements for public CB placements include, among others, the weighted
average net assets income rate of the issuer in the recent three fiscal years shall not be less
than 6%, the CB term shall be between 1 and 6 years, and the conversion price shall not be
lower than the average trading price of the issuer’s shares in the last 20 trading days and in the
day immediately before the issuer files its offering prospectus.



operational issues of the borrowers. As a trial program and starting from May 2012,
unlisted but qualified small and medium-sized enterprises (“SMEs”) are allowed to
issue bonds including CBs with restricted terms to qualified investors through private
placements upon registration with Shenzhen or Shanghai Stock Exchange. This
program was welcomed as an encouraging reform for both investors and borrowers to
embrace convertible bonds in Chinese capital market, but it is still not a typical CB
familiar to PE and VVC investors and so far seems to be rarely used in practice.

1. Structuring A de facto CB in China

Under current PRC legal framework, the best way for PE and VVC investors to exploit
the benefits of a typical CB would be to structure the investment as a “debt plus call
option” arrangement.  The arrangement will be mainly subject to the free will of the
transaction parties and generally be governed by the Contract Law, the Secured
Interest Law, the Administrative Measures for Registration of Corporate Debt for
Equity Conversion and the General Rules for Loans of the PRC, among others, rather
than any specific rule applicable to issuance of securities in China.

1. The Structure

The debt plus call option structure could be summarized as follows: (i) the
investor® Iends money to the target company through a so-called entrusted loan
arrangement,* which lending is usually secured by guarantees or collaterals
provided by the borrower and/or its principal shareholder(s), (ii) the borrower
and/or its shareholder(s) concurrently grant the investor an option to subscribe
for new shares or buy old shares from the existing shareholder(s) at the
investor’s election pursuant to the pre-agreed price and other terms and
conditions before or upon the maturity of the loan, and (iii) the consideration for
lending and share subscription/purchase will then be appropriately offset by the
parties so that the investor enjoys the right to convert its loans into the equity
interest in the borrower (from the financial and taxation perspectives the old
share purchase approach could be a bit more complicated than the new share
subscription approach).

Documentation wise, this debt plus call option structure would involve such
principal legal documents as the entrusted loan agreement, the call option
agreement (for increase in registered capital and/or old equity transfer), the
guarantee/security instrument, the amended and restated articles of association of
the borrower, and shareholders agreement, among others.  To protect the
investor’s interest, customary legal and business terms on such issues as
prepayments of the entrusted loan, adjustments of the subscription or purchase
price, anti-dilution mechanism, preemptive rights and adequate consent rights
will need to be negotiated and properly addressed in the underlying documents.

In addition, if the investment involves an FIE borrower or constitutes a foreign
related M&A, the consequent capital increase and/or equity transfer will become
subject to prior approval by the competent MOFCOM office, where the
reasonableness of the relevant transaction terms (e.g., the subscription or
purchase price) may be examined and re-evaluated. Further, if a PRC

®  Due to foreign exchange control and other reasons, this structure is generally not feasible

for foreign investors without an establishment in China to invest in domestically funded PRC
companies.
* Non-financial entities are not allowed to engage in lending business in China pursuant to
the General Rules for Loans, but they can lend money through financial institutions (acting as
agents) to other entities, which is called an “entrusted loan arrangement”.
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state-owned enterprise is targeted, rules for acquisition of state-owned assets
should generally be followed. Depending on specific circumstances, this
usually means additional procedures and transaction steps including evaluation
of state-owned assets/equity by qualified SOE asset appraisal firm, approvals by
or registrations with competent SASAC office, and even the completion of a
statutory auction sale that could really prolong and complicate the transaction
process.

2. Potential Legal Risks

For investors, the major legal risk under this debt plus call option arrangement
would be whether they can enforce the call option if the borrower breaches the
contract. Technically speaking, without the borrower company and its
shareholders’ cooperation, it would be difficult for investors to unilaterally
accomplish the proposed capital increase and/or equity transfer pursuant to the
underlying call option agreement.  Further, although the debt plus call option
arrangement should be legally enforceable so long as it is generally concluded
based on the parties’ free will and principle of equality and does not violate any
mandatory PRC law, judicial enforcement in China could turn out to be very
time-consuming with the outcome not very predictable.

To mitigate the risks, adequate security and guarantees are suggested to be
obtained by investors from their counterparties. Further, clear and tightly
drafted languages on investor protections as well as the default liabilities on the
borrower side under the transaction documents will always be a great help.

Overall, this debt plus call option structure is possibly the best available
alternative for investors seeking CB type of investments under the current PRC
law and practice. Both commercial and legal advantages and risks should
however be evaluated and well balanced on a case by case basis.

I11. Future Development

As mentioned above, it is going to take a bit more time for the CB structure to become
localized in China since it would require some significant alterations to some of
China’s basic corporate, commercial and financial rules including the PRC Company
Law, Securities Law, the General Rules for Loans, among others. The encouraging
news is that, following the trial program for SMEs to issue bonds, some further
experimental reforms are also being developed in the Chinese capital market.

Among other things, CSRC has circulated a draft Provisional Administration
Measures for Issuance of Corporate Bonds for public comments early this year to
allow all unlisted corporate entities to issue corporate bonds including CBs, while the
head of the PRC central bank is also calling for revitalization of the Chinese capital
market by introducing mezzanine capitals including CBs and preferred shares. We
expect that an increasing number of financial and financing tools will come into being
along with the country’s deepened economic reform and market liberalization.

* * *

The above is a brief discussion of CBs in the Chinese context and is for your general
reference purpose only. It may not be relied as a PRC legal opinion in any event.

If you have any questions, please feel free to contact us at inquiry@hanyilaw.com.

© Han Yi Law Offices
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