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Mergers and Acquisitions
 Guidance Note

Introduction
This article is part 3 of a series of publications that describe 

the various aspects and steps of merger and acquisition 

(M&A) transactions commonly conducted in Hong Kong. 

Broadly speaking, mergers involve the absorption of one 

company into another and acquisitions involve, usually, 

share acquisitions or asset transfers. There are various ways 

of effecting an M&A transaction, usually by way of a share 

acquisition or an asset transfer. This article considers some 

key provisions in a typical sale and purchase agreement, 

its interplay with the disclosure letter and post-completion 

transitional services arrangements.

Sale and purchase agreements 
There is no general legal requirement under Hong Kong 

law for an agreement for the sale of shares or assets to 

be made in writing, except that, in relation to a sale of 

‘Hong Kong stock’, the parties to the transaction must sign 

transfer documents for stamp duty purposes (which are 

fairly standard and simple). It is therefore a commercial 

decision of the parties whether a written sale and purchase 

agreement (SPA) will be signed. However, it is standard 

practice that the seller and buyer will enter into a detailed 

SPA to document the commercial terms of the transaction, 

including: 

• first and foremost, the consideration of the transaction, 

and any post-closing consideration adjustment 

• pre-closing conduct of business of the target 

and restrictive covenants binding the seller after 

completion

• the representations and warranties made by the seller 

in relation to the target business 

• indemnities given by the seller 

• limitation of liabilities for the seller, and 

• post-completion transitional arrangements. 

The first draft of the SPA is typically prepared by the 

buyer’s lawyers, unless the sale is conducted by way of an 

auction process, in which case it will usually be prepared 

by the seller’s lawyers. 

Consideration 
The consideration for the purchase of a business is 

essentially the price that the buyer will pay for the target 

and is often a combination of cash flow and the time 

value of money, taking into account a host of factors, 

such as the future prospects of the target, whether the 

business is well operated and whether the business will 

provide a good return on the buyer’s capital. 

It is common for consideration to be agreed on a ‘debt-

free/cash-free’ basis, that is, a fixed price which does not 

take account of the cash or debt of the target (that is, 

financing debt, both intra-group and third party), subject 

to an agreed level of normalised working capital being 

retained in the business. In particular, in an auction sale 

scenario, this basis of agreeing the price can provide a 

better basis for comparing different offers for the target, 

because the impact of fluctuating cash and debt levels is 

eliminated.
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Consideration normally includes cash. However, it can also 

include cash alternatives such as shares and debentures. If the 

consideration includes shares or other securities (for example, 

loan notes) of the buyer, it is advisable to seek local law 

advice to ensure that the issue of securities does not breach 

local securities laws and that appropriate authorisations (for 

example, shareholder approval) are in place. 

Post-closing consideration adjustment 
Where there is a gap between the determination of the 

purchase price and the closing of the transaction, it is 

common for the SPA to include provisions to deal with post-

closing consideration adjustments. The rationale for using 

post-closing adjustments is to bridge the gap between the 

value of the target as determined at the time of signing of 

the SPA and at the time of closing of the transaction and to 

allocate the risks of business operations during this period 

between the buyer and the seller. The two commonly used 

post-closing mechanisms are set out below.

1. Completion accounts. Completion accounts are 

traditionally used in buyer-friendly transactions which 

are drawn up after closing to retrospectively establish 

the value of the target as at completion. The assets or 

liabilities that are taken into account and measured under 

a completion accounts mechanism will vary depending on 

the circumstances of the transaction. The most commonly 

adopted price adjustments include: net assets adjustment, 

working capital and net debt adjustment. 

The completion accounts process is seen as costly and 

time consuming, and sellers generally prefer a clean break 

(especially Private Equity sellers to facilitate a distribution 

of the sale proceeds to the investors in their funds without 

claw-back). In seller-friendly transactions where targets are 

being sold in extremely competitive auctions, the use of the 

locked-box structures is far more common than completion 

accounts. 

2. Locked-box mechanism. This mechanism involves the price 

being struck by reference to a set of pre-completion balance 

sheets. The purpose of the locked-box completion mechanism 

is: 

• to enable the buyer to acquire the target on an agreed 

financial basis (for example on a debt-free/cash-free 

basis with normalised working capital as discussed above)

• to provide certainty of equity value for the seller without 

post-completion adjustment, and

• to simplify the completion process and remove the need 

for completion accounts. 

On the face of it, a buyer may appear disadvantaged by a locked-

box mechanism, as it does not offer the opportunity to adjust 

the price (other than through a warranty claim, see below) once 

it has acquired the target and has had an opportunity to verify 

the financials (which it can do if completion accounts are used). 

However, provided that the buyer carries out thorough financial 

due diligence and is happy with the financial assumptions and 

the pre-signing balance sheet, and the price correctly reflects 

this, buyers are becoming more comfortable with using the 

locked box mechanism, as they too see the benefit of avoiding 

protracted post-completion negotiations on completion accounts. 

As the business will pass after the signing of the SPA while the 

target remains under the seller’s control, to ensure that the 

box remains ‘locked’, the buyer will typically include a number 

of contractual protections aimed at preventing unauthorised 

payments or extraction of value from the target (commonly 

referred to as 'leakage') between the locked-box accounts date 

and completion.

Pre-closing conduct of business
When there is a long gap between signing and closing (which 

may be necessary, for example to seek merger clearance), the 

SPA will usually set out how the target should be managed or 

operated in the interval. This will contain a set of matters that 

the seller should and should not do. The purpose of the clause is 

to ensure that the target will continue its business in its ordinary 

and usual course, so that its state at closing is not so far from 

that at signing. In addition, if the locked-box mechanism will be 

adopted, the seller will confirm that it will not extract any value 

or leakage from the pre-completion balance sheet other than 

‘permitted leakage’. Leakage is typically defined to include any 

of the following made since the pre-signing balance sheet up to 

completion:

• distributions (including dividends)

• deal fees

• management charges

• non-arms’ length or non-ordinary course payments, and

• repayments of shareholder debt other than ‘permitted 

leakage’.

• The sellers will typically undertake that any leakage that is 

not permitted leakage will be payable by them. 

Restrictive covenants 
Restrictive covenants protect the value of the business that the 

buyer is buying by restricting the post-completion activities of 

the seller. For example, the value of the target may be damaged if 

the seller may freely start a new business in competition with the 

target after the transaction. Some common types of restrictive 

covenants include: 
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• non-competition: not to be interested or carry on 

business in competition with the company 

• non-solicitation of clients or employees 

• non-deal: not to have dealings with the target’s 

customers or suppliers 

• non-interference with contractual relations between the 

company and its customers or suppliers, and 

• non-use of trademarks, other intellectual properties, 

trade secrets or confidential information.

Restrictive covenants are unenforceable if they infringe 

applicable competition laws, or if they conflict with the 

common law prohibition on restraints of trade. The covenants 

need to be no wider than reasonably necessary to protect the 

buyer’s legitimate business interest. When assessing what 

is reasonable, the court considers many factors, such as the 

duration, the geographical area and the scope of restriction. 

Seller covenants with a relatively long duration can be 

permitted if the parties are of equal bargaining power. As 

for geographical area, it should be limited to the territories 

in which the target’s business is operating at the time of 

transaction. The scope of restriction should not go beyond 

the reasonable boundaries of the acquired business. Buyers 

should be careful not to impose restrictions in areas of their 

existing business that the target does not trade in.

Warranties 
A warranty is an assurance by the seller as to a particular fact 

or state of affairs in relation to the target and the remedy 

for a breach of which lies in damages. For a buyer to bring a 

claim for a breach of warranty, it will have to demonstrate 

that the effect of the breach has reduced the value of the 

target. There is a general duty on the buyer to take measures 

to mitigate its loss, and the buyer can generally not bring a 

warranty claim for a matter of which it was already aware (for 

example, by the seller’s disclosure) before entering into the 

transaction. 

Warranties are given when the agreement is signed. When 

there is a gap between signing and closing, parties may agree 

who bears the risk of any breach during that gap. 

Therefore, warranties could perform the function of a post-

completion price adjustment mechanism, to the extent that 

unknown liabilities arise and the buyer suffers loss. 

Indemnities and warranties distinguished
By contrast, an indemnity is a promise to pay the buyer a 

sum for a particular liability, and therefore is a claim for a 

debt rather than in damages. Indemnities are usually used 

where the buyer had knowledge of the subject matter before 

entering into the transaction to apportion risk to the seller 

for that specific event, or where a damages claim would not 

be an adequate remedy. 

It is common for a seller to give indemnity on certain 

matters such as tax liabilities, or breach of environmental 

or other statutory regulations. For example, if the target is 

involved in any unresolved legal disputes, the parties may 

decide that the seller should bear the risk on the outcome of 

the litigation in the form of an indemnity. Unlike warranties, 

indemnities reimburse the buyer for its out-of-pocket 

amount on a dollar-for-dollar basis. 

Limitations on liabilities 
Sellers will seek to limit their potential liabilities under 

the warranties and indemnities. The limitations may take 

the form of provisions setting out the overall caps, the de 

minimis threshold before the buyers may bring a claim 

against the sellers, and a basket of claims. It is fairly common 

to see split warranty caps with liability for title warranties 

(and warranties on other fundamental areas) usually being 

capped at 100% of purchase price, and other less important 

warranties being capped at a percentage of the purchase 

price, with 100% overall cap although these percentages 

vary depending on the relevant jurisdiction. Buyers would 

usually resist high de minimis thresholds for individual 

claims, or, in some cases, no de minimis threshold at all. On 

some deals, particularly high-value ones, the focus is more 

on arriving at a sensible figure than on the percentage of the 

consideration. 

Another way for sellers to limit their liabilities, in addition 

to a monetary value, is the period within which buyers may 

bring a claim for a breach of warranty. Limitation periods 

could be as short as nine months but were generally around 

the 18-month to three-year period, as buyers remained 

focussed on the target undertaking at least one full year’s 

audit process under the new ownership. Taxation and 

environment warranties and indemnities are the two usual 

exceptions to this and, in some cases, bespoke periods are 

agreed for certain groups of warranties to reflect where the 

real risk lies. 

There is an increased use of warranty and indemnity 

insurance by sellers, or even buyers, as non-cash sweeteners. 

The market continues to be more flexible (in terms of 

premiums and capacity that can be underwritten) and 

more sophisticated (by being capable of aligning with M&A 

timetables and in terms of the sophistication of products).
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Disclosure and warranties
Sellers usually make disclosures via a disclosure letter, which 

is a key document in any sale and purchase transaction. A full 

and proper disclosure is in both the seller’s and the buyer’s 

interests. Disclosure allows the seller to disclose matters 

relating to the warranties in the SPA. Hence, a failure to do 

so may result in the seller being sued for breach of warranties 

that could have been avoided. For the buyer, it supplements 

the due diligence exercise in giving a fuller picture of the 

target’s business. This allows the buyer to negotiate a 

reduction in the consideration or an indemnity. 

Disclosures and warranties should be considered together. 

If a warranted fact turns out to be incorrect, the buyer has 

a warranty regardless of whether it relied on the relevant 

warranty. However, the buyer cannot make a claim if the 

facts which give rise to the breach had been disclosed by 

the seller. We discussed earlier the importance of warranties 

as a mechanism to seek out disclosure before the deal is 

concluded. With the increasing use of auctions, buyers are 

finding themselves with restricted time to conduct full due 

diligence. In these circumstances, the disclosure letter may 

provide a useful source of information on the target business 

for the buyer and its advisers. Therefore, buyers should press 

for disclosure early on in the transaction, rather than leaving 

it as an after-thought. 

The disclosure letter usually has two sections: general 

disclosures and specific disclosures. General disclosures 

include information disclosed against all warranties, such as 

the latest audited accounts. Specific disclosures are against 

the most relevant warranties. An example could be letting a 

notice from a tax authority be disclosed against a warranty 

on tax compliance. A bundle of documents is usually 

attached to the disclosure letter to support the seller’s 

disclosures.

In the negotiation stage, the buyer should fully understand 

and investigate what has been disclosed. The buyer’s 

lawyers may seek to limit the scope of general disclosures, 

request further details of specific disclosures, or refuse to 

accept some specific disclosures. Moreover, the disclosures 

will only limit the warranties to the extent that they are 

fair. It is in the interests of parties to specify the meaning 

of a ‘fair disclosure’.

Transitional services arrangements 
The transitional services arrangement can be summarised 

as: ‘the seller and the target will continue to do what 

they have been doing for a defined period of time, for a 

fee (usually at cost), until the buyer has time to map out 

the plan regarding how to integrate the target into its 

business’. As the speed of transactions, and the complexity 

of operations of business being sold, continues to escalate, 

buyers need extra comfort that material IT, third-party 

licences, and trademark and other operational services will 

be provided by the sellers while the transaction is executed. 

The transition period could be as short as six months or 

as long as five years, depending on the complexity and 

how intertwined the target’s and the retained businesses 

are. The norm is one to two years. A well-documented and 

executed transitional arrangement could potentially reduce 

the urge of a buyer to make warranty claims when the 

need is sufficiently serviced. HKICS
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