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Financial Services
Acquisitions: A Primer to
Buying Securities Firms,
Asset Managers, Insurers

and Banks

The meltdown in global financial markets has triggered a con-
solidation of the financial services industry as securities firms,
asset managers, insurers and banks alike spin-off assets and
restructure their operations to shore up capital. These trans-
actions are often global in nature, involving substantial Hong
Kong operations. In this article, we review the basic Hong
Kong legal and regulatory framework for these transactions

and present some lessons learned.

cquisitions of financial
services firms are gov-
erned in Hong Kong by

a patchwork of laws and regula-
tions. Each sector of the industry
has its own governing laws and
regulators, each with different re-
quirements. The core regulatory
framework comprises the follow-
ing:

* Banking and Deposit Tak-
ing. The Hong Kong Mon-
etary Authority (“HKMA”)
regulates commercial banks,
private banks and other de-
posit taking institutions un-
der the Banking Ordinance
(“BO”).

* Insurance. The Insurance
Authority (“IA”) regulates
insurance companies under

the Insurance Companies
Ordinance (“ICO”).

Securities and Futures. The
Securities and Commission
(“SFC”) regulates merchant
and investment banks, as-
set managers, brokers and
investment advisers under
the Securities and Futures
Ordinance (“SFO”). The
Hong Kong Exchanges
and Clearing, which oper-
ates the Stock Exchange of
Hong Kong (“SEHK”) and
the Hong Kong Futures Ex-
change (“HKFE”), regulates
brokers who are exchange
participants.

Provident and Retirement
Schemes. The Mandatory
Provident Fund Schemes
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Authority (“MPFA”) regu-
lates trustees and interme-
diaries of mandatory provi-
dent fund (“MPF”) schemes
under the Mandatory Provi-
dent Fund Schemes Ordi-
nance (“MPFSO”).

These laws create challenges spe-
cific to acquisitions of financial
services firms - challenges which
differ from sector to sector not
only in respect of requirements
arising upon changes in control
and ownership but also in re-
spect of ongoing conduct of busi-
ness. Thus, whilst acquisitions
of financial services firms share
many characteristics with acquisi-
tions of firms in other industries,
an understanding of the legal and
regulatory framework applicable
to each sector is essential.

At the same time, the laws create
overlapping regulatory regimes
that may increase the complexity
of an acquisition of a financial ser-
vices firm. For example, it is not
uncommon for an insurance com-
pany to be regulated by the IA, for
its asset management operations
and its investment linked policies
to be regulated by the SFC and
for its retirement scheme opera-
tions to be regulated by the MPFA.
Equally, for example, it is not un-
common for a bank to be regulat-
ed by the HKMA but to be subject
ultimately to regulatory oversight
by the SFC in respect of its secu-
rities and futures activities. In an
acquisition, this overlap may ne-
cessitate approvals from multiple
regulators or due diligence in re-
spect of compliance with multiple
regulatory regimes.

Acquisition Structure

As with any other acquisition, a
critical initial step is to decide on
the form of the transaction and,

more particularly, whether it will
proceed through an acquisition
of shares or assets. In the context
of financial services firms, special
considerations in this regard in-
clude the need to acquire regula-
tory licenses, registrations or au-
thorizations, the efficient use of
capital and the ease with which
obligations to clients may be trans-
ferred.

Broadly, an acquirer may prefer
a share acquisition where it does
not have the requisite regulatory
licenses, registrations or authori-
zations required to carry on the
business to be acquired or where
the obstacles to transferring ob-
ligations owed to clients are too
high. However, an acquirer may
prefer an asset acquisition where
it wishes to integrate the business
(and in particular, the client base)
to be acquired into its existing op-
erations platform.

Banks

The BO requires the prior consent
of the HKMA for any change in
the controllers, any change in the
directors and any sale of all or
any part of the business of an au-
thorized institution (i.e. a licensed
bank, restricted licensed bank or
deposit-taking company autho-
rized by the HKMA) incorporated
in Hong Kong. For the purposes
of the foregoing, a “controller” in-
cludes:

® a person who exercises or
controls the exercise of 10
per cent. or more of the
voting power of a general
meeting of an authorized
institution or any company
of which the institution is a
subsidiary, and

= any person in accordance
with whose directions or
instructions the board of

The BO requires the prior
consent of the HKMA for
any change in the con-
trollers, any change in the
directors and any sale of
all or any part of the busi-
ness of an authorized in-
stitution incorporated in
Hong Kong.




[Wilhere a merger involves
an authorized institu-
tion incorporated outside
of Hong Kong but with
substantial ~ operations
in Hong Kong, it may be
more appropriate to effect
the merger through spe-
cially enacted legislation.
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directors of the authorized
institution or any company
of which the institution is a
subsidiary is accustomed to
act.

No similar statutory requirements
for prior consent apply to autho-
rized institutions incorporated
outside of Hong Kong. However,
it is advisable to verify whether
the institution is subject to any
conditions of authorization that
may affect any acquisition.

Change in Management

The BO also requires the prior con-
sent of the HKMA for any change
in the chief executive of an autho-
rized institution, whether incor-
porated in Hong Kong or not. In
the case of an authorized institu-
tion incorporated outside of Hong
Kong, the “chief executive” is the
chief executive of the institution’s
business in Hong Kong.

Mergers

The BO expressly provides for
the transfer of authorization from
one institution to another with the
consent of the HKMA and upon
such consent, for the transferee to
have the same privileges, and to
be subject to the same liabilities
and penalties, under the BO as if
the authorization had been origi-
nally granted to the transferee.
However, it appears that these
statutory provisions do not pro-
vide for the transfer of liabilities
otherwise than under the BO and,
more broadly, do not establish a
statutory scheme for the merger of
banks.

In practice, the transfer of autho-
rization provisions may be appro-
priate for mergers of authorized
institutions incorporated outside
of Hong Kong where one of the

merged institutions has more
limited operations in Hong Kong
through a Hong Kong branch and
a statutory scheme of merger or
amalgamation is available under
foreign law.

However, where Hong Kong in-
corporated authorized institutions
merge, in light of the absence of
generic statutory provisions for
mergers of authorized institutions,
it may be easier to effect a statu-
tory merger through specially en-
acted legislation. Equally, where
a merger involves an authorized
institution incorporated outside of
Hong Kong but with substantial
operations in Hong Kong, it may
be more appropriate to effect the
merger through specially enacted
legislation. Where legislation is
specifically enacted, the transferee
bank will need to ensure separate-
ly that it has been authorized to
carry on the business which it will
assume under the merger.

It is significant to note that where
banks merge and the transferor
bank is dissolved or wound-up
or has its authorization with the
HKMA revoked, no person who
was the chief executive, a direc-
tor or a manager of the transferor
bank may become an employee of
any authorized institution, includ-
ing the transferee bank, without
the consent of the HKMA.

Equally, it is significant to note that
where the transferor bank has local
branches in Hong Kong which are
to be taken over by the transferee
bank, the approval of the HKMA
is required for the transferee bank
to maintain those branches.

Acquisitions by Local Hong
Kong Banks

Acquisitions by local Hong Kong
banks of overseas financial institu-
tions will generally require prior
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approval of the HKMA. In par-
ticular, the BO requires authorized
institutions incorporated in Hong
Kong which seek to establish or
acquire overseas banking corpo-
rations or which seek to establish
or maintain any overseas branch
of overseas representative office
to obtain the prior approval of the
HKMA.

More generally, an authorized in-
stitution incorporated in Hong
Kong may not acquire (except as
security or as a result of enforce-
ment of security) all or part of the
share capital of a company to a
value of 5 per cent. or more of its
capital base without the prior ap-
proval of the HKMA. In the case
where such an institution acquires
or holds any part of the share capi-
tal of any another companies to a
value in excess of 25 per cent. of
its capital base, the HKMA may
not grant approval except in pre-
scribed circumstances, including
where the company whose shares
are to be acquired carries out nom-
inee, executor or trustee functions
or other functions related to bank-
ing business, the business of tak-
ing deposits, insurance business,
investments or other financial ser-
vices.

Insurance Companies

In a similar way to the BO, under
the ICO, no person may become
a shareholder controller of an au-
thorized insurer (i.e. an insurance
company authorized by the IA to
carry on a class of insurance busi-
ness) incorporated in Hong Kong
unless the IA confirms that it has
no objection to the person becom-
ing a controller or the IA does not,
following notice of the proposal
for the person to become a control-
ler, object within prescribed statu-
tory period. For this purpose, a

“shareholder controller” means a
person who, either alone or with
any associate or through a nomi-
nee, is entitled to exercise, or con-
trol the exercise of, 15 per cent. or
more of the voting power at any
general meeting of the insurer. As
an “associate” includes a subsid-
iary of a body corporate, a change
in a shareholder controller may
occur, for example, where there
is a change in the shareholding of
the ultimate holding company of
the authorized insurer.

No similar express statutory re-
quirement applies to changes in
shareholder controllers of autho-
rized insurers incorporated out-
side of Hong Kong. However:

®m  suchinsurers may be subject
to a condition of authoriza-
tion requiring consent of
the IA for a change in share-
holder controller, and

m  following a change in share-
holder controller, even for an
authorized insurer incorpo-
rated outside of Hong Kong,
the IA takes the view that it
may object to the “appoint-
ment” of the shareholder
controller if the shareholder
controller is not, in its view,
fit and proper to hold that
“position”.

As a result, in practice, it may be
prudent to discuss the fitness and
properness of the shareholder
controller in advance of a change
of shareholder controller.

Changes in Management

Under the ICO, no authorized in-
surer may appoint a management
controller unless the IA confirms
that it has no objection to the ap-
pointment or the IA does not ob-
ject to the appointment within the
prescribed statutory period. For

[N]o person may become
a shareholder controller of
an authorized insurer in-
corporated in Hong Kong
unless the IA confirms
that it has no objection
to the person becoming a
controller.




The IO expressly estab-
lishes statutory schemes
for the transfer of both
long-term and general in-
surance business from one
insurer to another.
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this purpose, a “management con-
troller” means a managing direc-
tor or the chief executive of the
authorized insurer as well as the
chief executive of any insurance
company that is a holding compa-
ny of the authorized insurer.

In the case of an authorized in-
surer incorporated outside of
Hong Kong, a managing director
includes a managing director in
respect of so much of its insurance
business as is carried on within
Hong Kong and a chief executive
includes an employee of the in-
surer who is responsible for the
conduct of the whole of the insur-
ance business carried on by the
insurer solely within Hong Kong
elsewhere.

Mergers

The IO expressly establishes statu-
tory schemes for the transfer of
both long-term and general insur-
ance business from one insurer to
another. Under both provisions, a
pre-requisite is that the transferee
insurer be authorized to carry on
the class of insurance business to
be transferred.

In the case of long-term insurance
business, the transfer is effective
upon courtsanction. Inthisregard,
the IO requires the court to ensure
that the IA has been consulted
(and in practice, does not object),
policy holders have been notified
and an actuary has reached the
opinion that the scheme will not
have any adverse effect on the
reasonable benefit expectations of
policy holders of both the transf-
eror and transferee. The court will
generally sanction the scheme un-
less it considers that the scheme as
a whole is unfair as between the
interests of the different classes of
persons who are affected.

As part of the court order sanc-

tioning a scheme of transfer for
long-term insurance business, the
court may order the transfer of the
whole or any part of the undertak-
ing and of the property or liabili-
ties of the transferor company and
such incidental, consequential and
supplementary matters as are nec-
essary to secure that the scheme
shall be fully and effectively car-
ried out.

In the case of general insurance
business, the transfer is effective
upon the approval of the IA. In
this regard, the 1O requires public
notice of the transfer and allows
policy holders to make represen-
tations to the IA in respect of the
transfer. The approval of the IA
operates only to transfer the rights
and obligations under the policies
to be transferred and may, if the
transfer documentation so pro-
vides, secure the continuation by
or against the transferee of any le-
gal proceedings by or against the
transferor which relate to those
rights and obligations. It does not
operate as a general transfer of all
assets and liabilities.

Securities and Futures

The SFO distinguishes between
licensed corporations and regis-
tered institutions. Registered in-
stitutions are authorized institu-
tions regulated by the HKMA but
which are registered with the SFC
to carry on a business in a regu-
lated activity in the securities or
futures markets, including dealing
in securities or futures, advising
on securities, futures or corporate
finance and asset management. Li-
censed corporations are non-bank
securities firms which are licensed
by the SFC to carry on a business
in a regulated activity in the secu-
rities or futures markets.

The SFO requires prior approval
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of the SFC for a person to become
a substantial shareholder of a li-
censed corporation. For this pur-
pose, a “substantial shareholder”
includes a person who has an in-
terest in shares in the corporation:

®m  the nominal value of which
shares is equal to more than
the nominal value of 10 per
cent. of the issued share cap-
ital of the corporation, or

n which entitles the person, ei-
ther alone or with any of his
associates and, either direct-
ly or indirectly, to exercise or
control the exercise of more
than 10 per cent. of the vot-
ing power at general meet-
ings of the corporation.

A chain principle applies to the
definition so that a person who
holds shares in a holding compa-
ny of a licensed corporation which
entitles him to exercise or control
the exercise of 35 per cent or more
of the voting power at general
meetings of the holding company
may be regarded as a substantial
shareholder of the licensed corpo-
ration.

The prior approval of the SFC
is not required under the SFO in
the case of a person becoming a
substantial shareholder of a regis-
tered institution. However, as set
out above, approval of the HKMA
may be required.

Change in Management

The SFO also requires the prior
approval of the SFC for a person to
become a responsible officer of a
licensed corporation. A “responsi-
ble officer” is a person responsible
for supervising a regulated activ-
ity of a licensed corporation. Ev-
ery person who is a member of the
board of directors of the licensed
corporation and who actively par-

ticipates in or directly supervises
any regulated activity of a licensed
corporation must be approved by
the SFC as a responsible officer.

At the same time, the BO requires
the prior consent of the HKMA for
a person to become an executive
officer of a registered institution.
An “executive officer” is a person
responsible for directly supervis-
ing the conduct of each business
conducted by the institution that
constitutes a regulated activity un-
der the SFO.

It is significant to note that under
the SFO, every licensed corpora-
tion is required to have not less
than 2 responsible officers for each
of its regulated activities and un-
der the BO, every registered insti-
tution is required to have not less
than 2 executive officer for each
of its regulated activities. As the
regulations governing the exer-
cise of discretion for approval of
responsible officers and executive
officers requires that such persons
have minimum industry experi-
ence and regulatory knowledge,
an acquirer must be careful to
ensure that changes in manage-
ment personnel, whether arising
from resignations of directors at
completion, insufficient retention
incentives or otherwise, do not
result in a shortage of responsible
and executive officers and hence,
unnecessary disruption of the ac-
quired business.

Mergers

The SFO neither provides for the
transfer of licenses and registra-
tions nor for the transfer of assets
from a licensed corporation or reg-
istered institution to another. In-
deed, regulations under the SFO
governing custody of client assets
may create difficulties for an ac-
quirer who wishes to migrate cli-

The SFO requires prior
approval of the SFC for a
person to become a sub-
stantial shareholder of a
licensed corporation.




The SFO neither provides
for the transfer of licenses
and registrations nor for
the transfer of assets from
a licensed corporation or
registered institution to
another.
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ent portfolios from the acquired
business onto its existing opera-
tions platform.

To the extent that operations of a
licensed corporation are to change
as a result of a merger, it is neces-
sary to ensure that the licensed
corporation is licensed for the reg-
ulated activities which it will carry
on following the merger. At the
same time, it is notable that any
significant changes in the business
plan or nature of business of the
licensed corporation must be noti-
fied to the SFC. An asset purchase,
which substantially changes the
scope or nature of the business of
the acquirer, may therefore oblige
the acquirer to notify the SFC of
the purchase following comple-
tion of the purchase. Whilst this
does not amount to a pre-approval
requirement, if the SFC is not sat-
isfied that the acquirer remains fit
and proper following the comple-
tion of the purchase, it may take
action to suspend the activities of
the acquirer. As a result, it may
be desirable to discuss the merger
with the SFC in advance of com-
pletion.

It is advisable, as usual, to check
any conditions of licensing or reg-
istration to ascertain whether such
conditions may affect any merger.

Hong Kong Exchanges

In the case of a transferor licensed
corporation which is a holder of a
trading right on the SEHK or the
HKFE, the rules of the SEHK or
the HKFE may apply to the acqui-
sition.

In the case of the acquisition of
the shares of a licensed corpora-
tion which holds a trading right
but which is not a participant of
the SEHK or HKFE, a transfer of
a trading right will be deemed to
occur if there is a change in control

of the licensed corporation (or of
any holding company of such cor-
poration). If a transfer of a trading
right on the SEHK will be deemed
to occur, the licensed corporation
will need to apply to the SEHK
(i) to become an exchange partici-
pant, or (ii) to relinquish the trad-
ing right. Similarly, if a transfer of
a trading right on the HKFE will
be deemed to occur, the licensed
corporation will need to apply
to the HKFE for approval of the
transfer or relinquishment of the
trading right.

Trading rights themselves are
transferable only once up to March,
2010. As above, a trading right on
the SEHK may only be transferred
if the transferee applies success-
fully to the SEHK to become an
exchange participant and a trad-
ing right on the HKFE may only
be transferred if the transferee ap-
plies successfully to the HKFE for
approval of the transfer. In either
case, it is possible for an acquirer
to apply directly to the SEHK or
the HKFE for a trading right.

Retirement Schemes

Under the MPFSO, a person may
not become a substantial share-
holder of an approved trustee
of an MPF scheme without the
prior consent of the MPFA. For
this purpose, a “substantial share-
holder” includes a person who, to-
gether with any associate, controls
at least 15 per cent of the voting
shares of the approved trustee. In
light of the definition of an “asso-
ciate” under the MPFSO, a change
in the shareholding of a holding
company of an approved trustee
may require consent of the MPFA
on the basis that the holding com-
pany may control, directly or indi-
rectly, the exercise of that voting
power of the approved trustee or
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influence substantially the exer-
cise of that voting power.

Approvals of trustees may be
subject to conditions and, conse-
quently, it is advisable to ascertain
whether there are any conditions
applicable to a trustee to be ac-
quired which may affect any ac-
quisition.

Management

An approved trustee of an MPF
scheme must not appoint a person
to be its chief executive officer or
as one of its directors without the
prior consent of the MPFA. At the
same time, (i) an approved trustee
must have at least 5 directors, all
of whom are natural persons, (ii) a
majority of its directors must have
the skill, knowledge, experience
and qualifications that are, in the
opinion of the MPFA, necessary
for the successful administration
of provident fund schemes, and
(iif) the approved trustee must
have sufficient expertise and man-
agement resources in Hong Kong.

Mergers

The MPFSO does not expressly
address mergers involving an
approved trustee. However, ap-
proved trustees are required to
comply with prescribed qualifi-
cations and capital adequacy re-
quirements and if they do not, the
MPFA may revoke their approval.

Consequential Matters

Where a financial institution is the
subject of a merger or acquisition
and that institution is an insurer,
investment manager, custodian of
an MPF scheme, the eligibility of
that institution to continue in that
role must be assessed in accor-
dance with the MPFSO.

Human Resources

As with many acquisitions, a key
concern for an acquirer may be to
retain key personnel of the firm to
be acquired. This concern is par-
ticularly critical for many sub-sec-
tors of the financial services indus-
try, including for example, private
banking, which are sometimes
heavily relationship based.

News of an acquisition inevitably
raises uncertainty in the minds
of personnel of the firm to be ac-
quired. Such individuals may fear
for job security, may be wary of
incompatibilities with new man-
agement or may consider that the
platform offered by the acquirer
is undesirable. These concerns
in turn raise the real possibility
that such individuals may seek
employment or engagement else-
where or that competitors may
seek to exploit their fears and en-
tice them away.

Responses

Experience suggests that it is criti-
cal for an acquirer:

n to put in place retention ar-
rangements for key person-
nel of the target firm as soon
as possible so that these im-
portant assets do not walk
out the door, and

®  to communicate with clients
of the target firm so as to
mitigate the impact of any
loss of key salespersons.

An acquirer may counter the pos-
sible loss of personnel at the target
firm by offering retention pack-
ages under which employees may
receive economic incentives to
remain at the target firm. In this
regard, an acquirer should aim to
put retention packages in place as
soon as possible and ideally, at the

Experience suggests that
it is critical for an acquir-
er to put in place retention
arrangements for key per-
sonnel of the target firm
as soon as possible so that
these important assets do
not walk out the door




time of the disclosure of the acqui-
sition to pre-empt the loss of key
personnel. However, a vendor is
likely to be reluctant to allow an
acquirer the freedom to commu-
nicate and contract with person-
nel of the target firm and thus, an
acquirer should work with legal
counsel to ensure that the trans-
action documentation can accom-
modate this.

As an adjunct to a retention pack-
age, an acquirer may consider a
communications program to coun-
ter the loss of personnel and clients
ahead of the completion of the ac-
quisition. For personnel, timely
and regular communications may
counter fears for the worst and for
clients, they may provide a more
balanced perspective on the pur-
chase, a perspective that clients
may not get from nervous sales-
persons ready to jump to a com-
petitor. However, again, a vendor
is likely to be reluctant to allow an
acquirer the freedom to commu-
nicate with personnel and clients
and thus, an acquirer should work
with its legal counsel to ensure
that a communications program
can be accommodated within the
transaction documentation.

Due Diligence

Due diligence is a natural and es-
sential part of any acquisition, not
only to understand the business
of the target firm but also to avoid
the unknowing assumption of li-
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abilities. Acquisitions of financial
services firms may raise some spe-
cial due diligence issues.

The SFO, for example, imposes
statutory obligations of non-dis-
closure as regards any ongoing
regulatory investigation. A target
firm could be subject to an ongo-
ing investigation but, although the
details of the investigation may be
material to the acquirer, the statu-
tory secrecy obligations would
limit the extent of disclosure avail-
able to the acquirer. Similarly, the
acquirer will naturally be inter-
ested in having access not only to
the target firm client list but also to
each client’s business history with
the target firm. This information
may be subject to personal data
privacy laws.

Furthermore, given the complex
regulatory framework governing
each sub-sector of the financial
services industry, due diligence
will generally be required to as-
sess compliance and in this regard,
the potential for major regulatory
enforcement action against any ac-
quired firm.

Post-merger integra-
tion

The post-merger integration pro-
cess should be carefully planned.
A compliance audit should be per-
formed to ensure that there are no
unknown material violations of
applicable laws and regulations
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and that appropriate notifications
in respect of the completion of the
acquisition are sent to the regula-
tors. Capital efficiency scenarios
should also be considered to maxi-
mize the benefits of the consolida-
tion. The merger of front office or
back office operationsisnotan easy
task and should not be underesti-
mated. The merger of different IT
systems may be particularly com-
plicated given regulatory require-
ments including record keeping
and client reporting requirements.
The potential need for clients to
re-sign documentation may be a
cumbersome process. g
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