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[Date]
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Dear Sirs 

 Re: Application for new listing of a GEM listing applicant 

   (the “Company” together with its subsidiary, the “Group”)

We refer to your application Form 5A dated [* date* month* year].  In particular, we note that the Accountants’ Report included in the application materials has been updated to           [* date* month* year], which covers the 24-month active business pursuits period with substantially the same ownership under GEM Listing Rule 11.12 as interpreted by the Listing Division.  We have no further comments on the ownership continuity issue.

Background of the Company

Business and operations

The Company was established [approximately one year prior to the active business pursuits period] as a producer of [certain] products [*] principally engaged in [the production management and licensing of distribution / publishing rights of media products].  The Group focuses on the work involved in pre-production stage, the editing process and licensing of distribution rights of its [main products].  

The Company has outsourced all other work, including the [core production work], part of the pre-production and post production works.  The controlling shareholder of the Company (“Parentco”), undertakes the distribution of [the some of the Company’s  products] in Hong Kong and Macau.

The Company has 2 executive directors.  One of them is also a director of Parentco and has been involved in the distribution of [the Company’s products] in Parentco. Another executive director of the Company is also a director of [another company], which is principally engaged in [some unrelated businesses], and is the partner of [a professional firm].  During the track record period, the number of its employees increased from 2 to [less than 20], and the Company did not acquire any production facilities for the [core] production and post-production activities.  Up to [the latest available information], the Company had only 1 sales and marketing staff and insignificant amount of fixed operating assets (cost as at [the end of the track record period]: [less than HK$400,000] which comprised a motor vehicle worth [more than HK$300,000] ).    

Financial positions

During the track record period, the Company recorded the following financial positions as at the respective period end:-

	
	[Year 1] 
	[Year 2] 
	[8 months of Stub Period] 

	
	(HK$' million)
	(HK$' million)
	(HK$' million)

	
	
	
	

	Turnover 
	[Approx. 2 ]
	[Approx. 10]
	[Approx. 10]

	 - of which sales to Parentco
	[Approx 40%]
	[Approx 25%]
	[Approx. 20%]

	Trade receivables
	[Approx.1]
	[Approx. 8] 
	[Approx. 7 ] 

	- of which over 90 days 
	[Approx. 20%]
	[Approx.20%]
	[Approx. 50%]

	Net profit 
	[Less than 1]
	[Less than 5] 
	[Less than 1]

	Net operating cash inflow / (outflow) 
	 [Less than 1]
	[Negative] 
	[Negative] 

	
	=====
	=====
	=====


Evidence of business progress

Based on our review of the latest draft prospectus materials submitted, reflecting the Company’s operational and financial positions throughout [the two financial years and the Stub Period as described above], we note limited progress by the Company in areas relevant for purposes of the GEM Listing Rules.  In particular we note the following:-

1. a significant amount of work has been outsourced, including the [core] production of the Company's [main products], part of the pre-production and post production works;

2. no material production facilities have been acquired;

3. the Group employed [less than 20] employees, of which only one is involved in sales and marketing.   All executive directors of the Company have roles in other businesses apart from their executive roles in the Group; and

4. the distribution of [some of] the Company’s  products in Hong Kong and Macau was undertaken by the controlling shareholder.

Furthermore, we noted that the Company's cash flow from operations is significantly lower than its stated profit before taxation in both [Year 2 of the track record period] and the [Stub Period].  A company's ability to generate cash from its operations is a fundamental indicator of its progress and potential.  The prolonged variance between reported profit and operating cash flow for [Year 2 of the track record period] and [the Stub Period] indicates that the Company has not yet established its ability to collect its receivables in the manner expected of a viable ongoing enterprise.  In particular, we noted that there were:-

1. significant amounts of accounts receivable as at [the end of Year 2 of the track record period] and [at the end of the Stub Period], representing [more than 65%] and [more than 85% ] of the total sales for the respective periods;

2. although the Company normally offers a credit period ranging from 30 days to 90 days, trade receivables over 90 days represented [more than 20%] and [more than 45%]of the total trade receivables as at  [the end of Year 2 of the track record period] and [the end of the Stub Period] respectively;

3. operating cash outflows of [less than HK$1 million] and [approximately HK$2 million] for  [Year 2 of the track record period] and  the Stub Period] respectively although the Company earned net profits of [approximately HK$4 million] and [less than HK$1 million] for the same respective periods;

4. significant trade balances due from the controlling shareholder, representing approximately [more than 45%] and [more than 20%] of the accounts receivable balances as at [the end of Year 2 of the track record period] and [at the end of the Stub Period]; and

5. a non-trade balance of [approximately HK$1 million] remained due from the controlling shareholder as at [the end of the Stub Period ].

Listing Division’s concerns

In light of the factors set forth above, we are concerned that the Company does not satisfy the requirements under GEM Listing Rule 11.12 that it has a "business of both substance and potential".

GEM Listing Rule 11.12

According to GEM Listing Rule 11.12, a new applicant must, throughout the period at least 24 months immediately prior to the submission of the listing application, actively pursue one focused line of business under substantially the same management and ownership.  In addition, Rule 11.12 requires each GEM listing applicant to demonstrate to the Exchange that it has a business of substance and potential.  Generally, a business will only be regarded as having the requisite substance and potential if the applicant can show that it has spent at least the 24 month period prior to the listing application making substantial "progress" in building up that business.  Some examples of measurements of progress have been established under GEM Listing Rule 14.15, including (a) sales and marketing activity (such as turnover, customer or client base, number of retail outlets or concessions, geographic mix and marketing strategy); (b) production factors (such as equipment, premises and raw materials required and production processes); (c) deployment of human resources (such as number, expertise, experience and turnover of personnel), etc.

One of the fundamental policy reasons for the 24-month period of review for purposes of Rule 11.12 is to ensure that the Exchange has adequate information, both qualitative and quantitative information, to assess the eligibility of an enterprise for a GEM listing – in particular its substance and potential.  A period of 24 months under substantially the same management and ownership is considered appropriate in order to judge the operation of the business, particularly in the context of smaller companies where one or more of the principal owners are also substantially involved in the day to day operation of the business.

Listing Division Analysis
Based on the materials submitted, including the most recent draft prospectus and associated accounts, in our view the Group has not adequately demonstrated that it has a business of substance and potential for the purposes of GEM Listing Rule 11.12 for the following reasons:-

1. Limited Sales and Marketing Activities: a significant portion of sales and marketing activities (representing [approximately 20% to 40%] of the Group’s sales) was undertaken by the controlling shareholder and the Company had only one staff member involved in sales and marketing as at the latest practicable date (presumably as at [the end of the Stub Period] );

2. Limited Production Capacity: a significant part of the Group’s production process was outsourced to third party contractors during the track record period, with the Group having only a minimal amount of fixed operating assets of  [less than HK$400,000], which comprised a motor vehicle  worth  [more than HK$300,000] );

3. Limited Human Resources: the Group employed only 2 staff at the start of the track record period and [less than 20] staff as at the latest practicable date (presumably as at [the end of the Stub Period] ) and all executive directors of the Company have roles in other businesses apart from their executive roles in the Group; and

4. Limited Ability to Collect Money from Customers and the Controlling Shareholder: the Group’s cash flow from operations is significantly lower than its stated profit before taxation, which is mainly attributable to the overdue trade receivables and significant balance due from the controlling shareholder.

Viewing the above factors taken as a whole, together with the other facts and circumstances of this case, the Listing Division has concluded that the Company and the Sponsors have failed to demonstrate that the Company has made substantial progress in building up its business and has a business of substance and potential as required by GEM Listing Rule 11.12.

Conclusion

For the reasons set forth above, the Listing Division has decided to reject the Company's listing application.

Pursuant to Chapter 4 of the GEM Listing Rules, the Company has the right to have this decision 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 
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