HKEx REJECTION LETTER

Cite as HKEx-RL11-06 (April 2006) (Withdrawn in September 2009)

[GEM Listing Rule 11.12 was repealed after the amendments of GEM Listing Rules regarding GEM Review in July 2008.]

	Summary

	Listing Rule
	Note 3 to GEM Listing Rule 11.12

	Reason for rejection 
and the subsequent disposal of the case on review
	The Listing Division rejected the listing application of the Company for the reason that the Company had failed to demonstrate that it had a business that satisfied the substance and potential requirements of Note 3 to GEM Listing Rule 11.12. 
The Listing Division’s rejection decision was upheld by the GEM Listing Committee but reversed by the GEM Listing (Review) Committee.
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 LETTER 1

[Date]

[Name and Address of Sponsor]

Dear Sirs,

Re: Application for new listing of a GEM listing applicant
      (the “Company” together with its subsidiaries, the “Group”)

We refer to the listing application of the Company dated [*day*month*year] (the “Application”) and the [*] proof draft prospectus (the “Prospectus”).  Unless the context otherwise requires, capitalised terms used in this letter shall have the same respective meanings as those defined in the Prospectus.

Background

Upon submission of the Application, the Group was principally engaged in the research, development and production of [certain technology based products], including [Product A], [Product B], [Product C] and [Product D].  All of the Group’s turnover during the active business pursuit period were generated from the production and sales of [Product A], [Product B] and [Product C].  During the [two years of the Track Record Period (“Year 1” and “Year 2”)] and the four months thereafter [“Stub Period”], the Group recorded turnover of approximately RMB[70] million, RMB[100] million and RMB[30] million respectively and net profits of approximately RMB[7] million, RMB[13] million and RMB[5] million respectively.    

[Product D] are new products of the Group.  The Group had devised the preliminary plan for the layout of the production facilities and formulated the equipment purchase list in [the middle of Year 1] for the production of [Product D]  (the “[Product D Project]”).  In addition, in [the 9th month of Year 1], [Parent X], the controlling shareholder of the Company, had already entered into purchase contracts on behalf of the Company for the purchase of production facilities of [Product D].  However, the installation of the [Product D] production line was only made from [the 9th month of Year 2] for a period [of 5 months].  The Group commenced the trial production and commercial production of [Product D] in [the 4th month after the Track Record Period] and [the 6th month after the Track Record Period] respectively.

Although [Product D] are new products of the Group, we note the following from the Prospectus which indicate that these new products are crucial and significant to the Group: -

(1)
The Group had in [the 7th month of Year 1] engaged [Company X] as an agent to procure and import production facilities for the production lines of [Product D] (the “Acquisition”).  During a period [of 4 months] from [the 8th month of Year 1] the Group advanced in tranches a total sum of RMB47 million to [Company X] (the “Advances”) for purposes of the Acquisition. The Advances represented approximately [30%] and [70%] respectively of the Group’s total assets and net tangible assets as at end of [Year 1].
(2)
The Group obtained a total of RMB50 million bank loans in [Year 1] to finance the [Product D Project].  Such loans represented [more than 50%] of the Group’s total liabilities as at the end of [Year 1], [Year 2] and [the Stub Period].

(3)
It is disclosed in the Risk Factors section of the Prospectus that “The results of operations of the Group in the future will depend, to a significant extent, on the Group’s development of [Product D].”

(4)
The Company has earmarked HK$[over 10] million out of the net proceeds of HK$50 million from the Placing for the research and development of [Product D Project].

Issue

Whether, in light of the development and progress of [Product D Project], the Group complies with the requirements of Rule 11.12 of the GEM Listing Rules that the Group has demonstrated that it has a business of both substance and potential.

GEM Listing Rules

Under Rule 11.12(1) of the GEM Listing Rules, a new applicant must demonstrate that, throughout the period specified in Rule 11.12(2), it has actively pursued one focused line of business and must make a statement in the listing document concerning that business which complies with the requirements of Rules 14.15 to 14.18.

Note 3 to Rule 11.12 further provides that a new applicant must be able to demonstrate that it has a business of both substance and potential.  A business will, subject to Rule 11.14, only be regarded as having the requisite substance if the applicant can show that it has spent at least the 24 month period prior to the issue of the listing document, making substantial progress in building up that business.  Examples of measurements of progress have been given under Note 4 to Rule 14.15.  Among other things, item (b) under Note 4 to Rule 14.15 cites “production factors (such as equipment, premises and raw materials required and production processes)” as a relevant measure of progress.

Listing Division Analysis

In order to comply with Rule 11.12 of the GEM Listing Rules, an applicant must, inter alia, demonstrate that it has a business of both substance and potential, which means that it has spent at least 24 months making substantial progress in building up that business.  The applicant’s business normally refers to its business upon submission of the listing application.  Where the applicant has different lines of products, consideration is given to the relative significance of the product lines to the Group in assessing whether the applicant has made substantial progress in building up its business.

The Listing Division notes that the Group had taken almost two years to put the [Product D Project] to full production since it was kicked off in [Year 1]. In implementing the [Product D Project],  the Group had appointed [Company X] as its procurement agent of the production facilities and advanced a total sum of RMB47 million, representing approximately [70%] of the Group’s net tangible assets, upfront to [Company X] for purposes of the procurement.  The [Product D Project] had subsequently been scaled down significantly and the Group had finally paid an aggregate of approximately RMB[19] million for the production facilities and related expenditure [Portion of Letter Purposely Omitted]. The aggregate amount of approximately RMB[19] million only represented approximately 40% of the Advances originally paid to [Company X] for procurement of the production facilities of [Product D].  The balance of [the remaining 60%] of the Advances had been repaid in tranches to the Group in [Year 2] and [the following year].

The Listing Division also notes that no sufficient information is provided in the Prospectus on how the [Product D Project]  had been carried out and monitored by the Group and the steps that have been taken to advance the development of [Product D] since [Year 1].  In addition, given that the sums advanced to [Company X] represented such a relatively large amount in comparison to the scale of the Company’s operations at the time, we remain concerned that the Company operated principally as a financing vehicle during [Year 1] and [Year 2], though we have not reached a conclusion on this point for purposes of our analysis. 

Having considered the above, the Listing Division is of the view that the Company has failed to demonstrate it had made substantial progress in building up its [Product D] business during the 24 months prior to the issue of the listing document.  Given the significance of the [Product D Project] to the Group during the last two years and in the future, the Listing Division considers that the Company has not demonstrated that it has made substantial progress in building up its business as required by Rule 11.12.  On this basis, the Listing Division has decided to reject the listing application of the Company.

Please note that, pursuant to Rule 4.05 of the GEM Listing Rules, the Company has the right to have the ruling reviewed by the GEM Listing Committee.

[Portion of Letter Purposely Omitted] 

Yours faithfully,

For and on behalf of

The Stock Exchange of Hong Kong Limited

[Signed]

Head of Listing 

*********************************************************************

LETTER 2

[Date]

[Name and Address of Sponsor]

Dear Sirs,

Re:      Review Hearing of the GEM Listing Committee 

           (the “Review Hearing”) regarding the Company

                                    Date of the Review Hearing: [* day* month* year]    
On [*day*month*year], the GEM Listing Committee of The Stock Exchange of Hong Kong Limited conducted a review hearing (the “Review Hearing”) to consider an application from the Company for a review of the decision of the Listing Division set out in [LETTER 1] dated [* day* month* year], (the “Decision”).

The Review Hearing was conducted before the GEM Listing Committee comprising

[names of members purposely omitted]  (the “Committee”).

Note:  Terms and expressions used and defined in the written submission of the 

           Listing Division shall have the same meanings when used herein unless 

           otherwise defined.

Decision

The Committee considered the submissions (both written and oral) made by the Company and the Listing Division.  The Committee decided to uphold the Decision to reject the Company’s listing application.

Reasons

The Committee arrived at its decision for the following reasons:

Note 3 to Rule 11.12 of the GEM Listing Rules stipulates, among other things, that a new applicant must be able to demonstrate that it has a business of both substance and potential.  A business will only be regarded as having the requisite substance if the applicant can show that it has spent at least 24 months prior to the issue of the listing document making substantial progress in building up that business.  The Company had failed to satisfy the Committee that the requirements of Note 3 to Rule 11.12(3) of the GEM Listing Rules have been met:

1. the Company’s business consisted of manufacturing of [certain technology based products] and manufacturing of [Product D];

2. in the past 24 months prior to the proposed listing, the only progress made by the Company in building the business supporting the listing were the building of a manufacturing facility for [Product D] and the increase in the sales value from approximately RMB[70] million for [Year 1 of the Track Record Period] to approximately RMB[100] million for [Year 2 of the Track Record Period] and to approximately RMB[30] million for the [Stub Period];

3. the Committee noted that the investment in the new manufacturing facility was scaled back considerably from RMB47 million to approximately RMB[19] million.  The Company submitted that the original plans for the manufacturing facility were based on the use of certain technology from Taiwan but the Company was unable to conclude a technology co-operation agreement with a supplier in Taiwan.  The Company further submitted that the manufacturing of [Product D] was not a main focus of its business model;

4. no submissions were made regarding the circumstances giving rise to the increase in sales during the relevant period.  The Company’s representatives advised that the only additional information concerning the steps taken by the Company in building its business in the past 24 months was contained in page [*] of the draft prospectus.  With the agreement of the Division, the relevant page of the draft prospectus was provided to the Committee after the hearing.  On reviewing the contents of page [*], the Committee failed to note any information contained therein about the steps taken by the Company to build its business in the 24 months prior to the proposed listing date.

5. further no submissions were made regarding the long term prospects of the Company’s business; and

6. based on the information available, the Committee considered that the progress made by the Company in (2) above failed to satisfy Note 3 to Rule 11.12 of the GEM Listing Rules.

The Company had failed to produce cogent reasons or to illustrate exceptional circumstances to convince the Committee to overturn the Decision.

Yours faithfully

For and on behalf of

The Stock Exchange of Hong Kong Limited

[Signed] 

Acting Secretary to the GEM Listing Committee 
*********************************************************************

LETTER 3

]

[Name and Address of Sponsor]

Dear Sirs,

Re:      Review Hearing of the GEM Listing (Review) Committee 

           (the “Review Hearing”) regarding the Company

                                    Date of the Review Hearing: [* day* month * year]    
On [*day*month*year], the GEM Listing (Review) Committee of The Stock Exchange of Hong Kong Limited conducted a review hearing to consider an application from the Company for a review of the decision of the GEM Listing Committee made on [*day*month* year] as set out in [LETTER 2], (the “Decision”).

The Review Hearing was conducted before the GEM Listing (Review) Committee comprising [names of members purposely omitted] (the “Committee”).

Note:  Terms and expressions used and defined in the written submission of the 

           Listing Division shall have the same meanings when used herein unless 

           otherwise defined.

Decision

The Review Committee considered the submissions (both written and oral) made by the Company and the Listing Division.  The Review Committee decided that the Company had satisfied the requirements of Note 3 to Rule 11.12 of the GEM Listing Rules in that it had demonstrated a business of both substance and potential.  Taken the Company’s business as a whole, the Company had spent at least 24 months prior to the issue of the listing document making substantial progress in building its business.

Observation

The Review Committee however had serious concern about the quality of disclosure in the draft prospectus.  The Review Committee considered that the Sponsor and the other professional advisers should carry out further work in order to bring the prospectus up to acceptable standard, particularly on adequacy of disclosure.

For the avoidance of doubt, if the Company should decide to proceed with its application for new listing, such application will be treated strictly on its merits at the material time, and no representation is given, whether express or implied, as to the acceptability of such application if pursued.  The new listing application of the Company in its entirety will be subject to the final approval by the GEM Listing Committee.

The Review Committee wishes to stress that the above decision is specific to this particular instance and shall not serve to create a precedent for any other companies.

Yours faithfully

For and on behalf of

The Stock Exchange of Hong Kong Limited

[Signed] 

Secretary to the GEM Listing (Review) Committee 
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