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2.
Commentary on each major change and inviting comments
2.1 Qualifications for listing – competition (Chapter 8, rule 8.10)

1. Competition
Proposed rule 8.10

Rule 8.10 seeks to address situations where a listing applicant's controlling shareholder has an interest in a business that competes or may compete with the listing applicant's business to the detriment of the interests of the general body of shareholders. The current rule states that the Exchange may regard such applicants as unsuitable for listing. In the past, the Exchange has generally done so. Under the proposed rule, such applicants would no longer be regarded as necessarily unsuitable for listing. Instead, certain disclosure requirements on the controlling shareholder’s interest in competing business would need to be complied with.  In addition, a new disclosure requirement on directors’ interest in competing business would be introduced under the proposed rule.

Controlling shareholder’s interest in competing business
In the past, the Exchange has required listing applicants to secure non-competition undertakings from controlling shareholders with excluded businesses in furtherance of independent shareholder protection sought under rule 8.10. These undertakings have often proven to be ineffective and difficult to enforce.

Where a transaction is proposed to be entered into by an excluded business, a non-competition undertaking from the controlling shareholder normally gives the listed issuer a right of first refusal in respect of that transaction. However, the listed issuer, over whose board the controlling shareholder exerts considerable influence, can always decline to take up the transaction by citing financial incapacity, whether or not such incapacity actually exists.  This may result in the controlling shareholder subsequently taking up the transaction, which renders the non-competition undertaking to be ineffective.  

Furthermore, non-competition undertakings in place often include exemptions.  For example, the controlling shareholder is not restricted from investing in any company which is engaged in any excluded businesses if its interest in that company is less than certain size, say 15% of the issued share capital, or the profit derived from the excluded businesses is less than 15% of the net profit of that company, or the controlling shareholder is allowed to invest in projects which are similar to the activities of the listed issuer, provided the projects are of certain size.  

Thus, non-competition undertakings, which have been a principal means of safeguarding the interests of independent shareholders under rule 8.10, have largely been ineffective. Such undertakings are not proposed to be required under proposed rule 8.10. Instead, the proposed rule would require the disclosure in the listing applicant's prospectus of its controlling shareholder’s interests in excluded business, such interest being:

(i)
where the business is conducted through a company, an interest as a director or a substantial shareholder of such company;

(ii)
where the business is conducted through a partnership, an interest as a partner in such partnership; or 

(iii)
where the business is conducted as a sole proprietorship, the interest as the sole proprietor of such business.

Under the proposed rule, the following information in relation to such interest must be prominently disclosed in the prospectus:

(a) reasons for the exclusion of the excluded business;

(b) facts demonstrating that the applicant is capable of carrying on its business independently of, and at arms length from the excluded business;

(c) a description of the excluded business, including all material information on its history, assets, management, and operations;

(d) whether the controlling shareholder intends to inject the excluded business into the applicant in future; and

(e)
any other information considered necessary by the Exchange.

In addition, proposed rule 8.10 would require excluded businesses acquired by the applicant from the controlling shareholder after listing to meet the trading record requirements of current rule 8.05. This requirement seeks to prevent the circumvention of the track record requirements of the Listing Rules by the exclusion of loss-making businesses. It also seeks to prevent shareholders' funds from being diverted to the controlling shareholder after listing in respect of loss-making excluded businesses. Finally, to minimise the post-listing diversion of funds to a controlling shareholder, any transactions between the applicant and the excluded businesses, which are considered to be notifiable and/or connected transactions, must strictly comply with the relevant Listing Rules.

Directors’ interests in competing business

Current rule 8.10 does not contain any disclosure requirements for a new applicant’s directors with interest in entity engaging in a competing business.  As the directors are responsible for the management and operation of the applicant, their interests in competing business may lead to conflict of interest and duty as the applicant’s directors.  Therefore, the Exchange is of the view that the directors’ interest in entity with competing business (as set out in (i) to (iii) above) should also be disclosed in applicant’s listing documents.  The proposed rule requires disclosure of the name and the nature of business of each such entity, details and nature of the directors’ interest in such entity, and any other information considered necessary by the Exchange.

The proposed rule would also require that after listing, the directors must continue to disclose to the applicant details of any such interests in the annual reports of the applicant.  The directors must also disclose any change in the particulars previously so disclosed in the listing document and annual reports.

Comments are invited on the proposed rule 8.10, including whether any additional disclosure should be made, or whether current rule 8.10 should be retained instead of the proposed rule.
2.2
Transactions (Chapter 14)

1.
Definitions
Proposed rule 14.1

Proposed rule 14.1 codifies the definitions of key terms used in the Listing Rules. Certain terms in the current rules are re-defined or moved to a separate "Definitions" section in the proposed rules for greater clarity. This proposed rule is drafted to minimise ambiguity, thus simplifying the interpretation and application of the Listing Rules. 

The terms unchanged in the proposed rule from the current rules are: "property company" and "shipping company". The terms re-defined in the proposed rule are: "accounts"; "listed issuer"; and "notifiable transaction". The terms newly defined in the proposed rule are: "assets"; "controller" and "net assets." The term "transaction" is explained and newly includes transactions involving options; providing an indemnity, a guarantee or financial assistance; issue of securities; and entering into any arrangement or agreement involving the formation of a joint venture entity in any form, such as a partnership or a company.

The Exchange invites comments on the proposed definitions.

2.
Application of chapter 14A - connected transactions
Proposed rule 14.4


Proposed rule 14.4 would clarify that the rules in proposed chapter 14A also apply to transactions under proposed chapter 14 which are connected transactions.

The Exchange invites comments on the proposed rule.

3.
Application of practice note 13
Proposed rules 14.6 and 14A.9


Proposed rules 14.6 and 14A.9 would clarify that practice note 13 which contains guidelines on deemed disposals and the calculation of the relevant percentage ratios under the rules applies to transactions under proposed chapters 14 and 14A.

The Exchange invites comments on the proposed rules.
4.
Formation of joint ventures
Proposed rule 14.11(2)


Proposed rule 14.11(2) would provide guidance on joint ventures which is not currently provided under the Listing Rules. The proposed rule would represent a codification of Exchange practices with which the market is already familiar. Under proposed rule 14.11(2), where a joint venture is established for a future purpose, for example to develop a property, and the total capital commitment cannot be calculated at the outset, the Exchange would require the listed issuer to recalculate the relevant percentage ratios at the time when that purpose is carried out. The Exchange would look at the purpose of 

setting up the joint venture entity in terms of the initial transaction only. In the example, the purpose would be the development of the property for which the joint venture was established. The Exchange would not look at subsequent transactions entered into by the joint venture for purpose of calculating the total capital commitment in relation to the establishment of the joint venture entity under proposed chapters 14 and 14A. Where the interest of the listed issuer in the joint venture is to be over 50%, the attributable interest for purposes of calculating the relevant percentage ratios will be treated as 100%, in accordance with practice note 13 of the Listing Rules. A listed issuer's formation of a joint venture with a connected person is a connected transaction and is discussed below in section 2.3, paragraph 9.


The Exchange invites comments on the proposed rule.

5.
Property companies - higher of consideration or valuation
Proposed rule 14.11(5)

Proposed rule 14.11(5) would require the disposal by a listed issuer of an entity whose principal activity is the holding of property to use the higher of consideration received for a property or its valuation for purposes of determining the size of a transaction under the proposed chapters 14 and 14A. The proposed rule would seek to address instances where the consideration received for a property is lower than its valuation and therefore the sale may not be beneficial to the listed issuer. In such instances, the valuation should be used in determining the size of the transaction under the proposed rule.

The Exchange invites comments on the proposed rule amendment to use the higher of property valuation and consideration to determine the size of the transaction involving a disposal.

6.
Adjustment of net assets and profits
Proposed rules 14.12 and 14.13

Proposed rule 14.12 would explicitly require listed issuers to adjust their net assets by the amount of the interim profit or loss and any dividend declared by the listed issuer for the purpose of calculating the asset ratio and the consideration ratio.  This is the Exchange's current practice.  Current rules 14.04(1) and 14.04(6) do not require this.  The proposed rule would codify existing practice.

Current rule 14.04(6) provides that the value of transactions in respect of which information has already been published and made available to shareholders will be included in net tangible assets or profits of the listed issuer.  However, it has been the Exchange’s practice that profits are not so adjusted as profits ratio are based on the listed issuer’s profits for the latest financial year.  The provision for adjustment to the profit figure would therefore be deleted in proposed rule 14.13.


The Exchange invites comments on the proposed rule change in relation to the adjustments of net assets and profits figures.

7.
Non-applicability of percentage ratios
Proposed rule 14.15

Where a listed issuer has recorded a loss rather than a profit in its latest published audited accounts or consolidated accounts, or where a loss rather than a profit is attributable to the net assets which are the subject of a transaction, the Exchange would disregard the profits ratio in classifying the transaction and the transaction will be classified based on other percentage ratios.  Where the listed issuer has net liabilities instead of net assets, the Exchange would classify an acquisition by the listed issuer as a very substantial acquisition and a disposal as a major transaction.  The proposed rule codifies the Exchange’s practice.


The Exchange invites comments on the proposed rule.

8.
Aggregation of transactions
Proposed rules 14.19 and 14.20

Proposed rules 14.19 and 14.20 provide guidance on the circumstances that may result in the aggregation of transactions. The current rules provide for the aggregation of transactions. The Exchange's current practice is to aggregate transactions closely associated in time or nature. When a transaction is aggregated the listed issuer must comply with the requirements applicable to the transaction as aggregated in respect of the latest transaction. Under the current rules, the Exchange will aggregate transactions that have taken place since either the publication of the last accounts or the issue of the last circular reporting a notifiable transaction. Therefore, the current rules pose restrictions on aggregation limits in that it is not possible to aggregate transactions which straddle two accounting periods. Accordingly, the proposed rules would allow for the aggregation of transactions within a twelve month period without reference to such previous disclosures. The Exchange considers this treatment of the twelve month period to be consistent with the aggregation rules relating to very substantial acquisitions. See also section 2.3, paragraph 14 below on proposed rules 14A.10 to 14A.12 on the connected transaction aspects of aggregation.

The Exchange invites comments on the proposed rules.

9.
Table of transaction classifications
Proposed rule 14.21

Proposed rule 14.21 introduces a table summarising the main requirements for each classification of transaction so that listed issuers and their advisers can readily ascertain the principal requirements for notifiable transactions under proposed chapter 14.


The Exchange invites comments on the usefulness of this table.
10.
Notification obligations
Proposed rule 14.22

Proposed rule 14.22 would explicitly require listed issuers to notify the Exchange of any price-sensitive matter as soon as it became the subject of a decision; notify the Exchange of any notifiable transaction as soon as its terms were agreed; deliver a draft announcement to the Exchange; and arrange for the announcement to be published in the newspapers before trading begins the next business day after such announcement has been cleared by the Exchange. The Exchange would release such announcement on its information dissemination systems and/or other communication media the same day it appears in the newspapers. As required by the Listing Agreement, listed issuers would also have to deliver seven copies of the announcement as cleared by the Exchange at the same time that the announcement is issued. Proposed rule 14.22 is a codification of the Exchange's existing practice.


The Exchange invites comments on the proposed rule.

11.
Contents of press announcements
Proposed rule 14.23

Proposed rule 14.23 would cross reference the proposed rules governing press announcements for different types of notifiable transaction. Its purpose is to provide specific guidance on the contents of press announcements.

The Exchange invites comments on the proposed rule.

12.
Short suspension of dealings
Proposed rule 14.24

Proposed rule 14.24 provides for short suspension of dealing in a listed issuer's securities pending the release of information likely to be price-sensitive. Listed issuers should request a short suspension of dealings pending the publication of an announcement where an agreement in respect of a share transaction, major transaction, very substantial acquisition or reverse takeover has been signed and the required press announcement has not been published before trading begins the next business day. A listed issuer which has signed an agreement in respect of notifiable transaction that is expected to price-sensitive should immediately request a short suspension of dealings in their securities pending the publication of the required press announcement. This would serve to ensure that price-sensitive information is properly disseminated so that market participants are not trading on an uninformed basis. The proposed rule codifies the Exchange's existing practice.

The Exchange invites comments on the proposed rule.

13.
Notice for general meeting to approve a transaction
Proposed rules 14.28, 


14.33, 14.35 and 14A.7


Where shareholders are required to approve a notifiable transaction or a connected transaction, the listed issuer must give notice to its shareholders of the general meeting to be held.  Depending on the articles of association of the listed issuer and the type of meeting, 14 days’ notice for the meeting is normally necessary.  


The current rules require circular for a notifiable transaction or a connected transaction to be sent out to shareholders within 21 days after the announcement of the transaction.  However, the rules do not provide for the number of days necessary for shareholders to consider the information contained in the circular.  Therefore, it may be possible that shareholders receive the circular only a few days before the holding of the general meeting.  In such instances, shareholders may have insufficient time to consider the contents of the circular and seek professional advice, if necessary.


The proposed rules of Chapters 14 and 14A would therefore include a new requirement that where a notifiable/connected transaction requires shareholder approval in a general meeting, the circular should be despatched at the same time as or before the listed issuer gives notice of the general meeting to approve the transaction.  This would ensure that prior to any meeting, there is sufficient time for shareholders to assess the transaction as contained in the circular.

The Exchange invites comments on the proposed rules.

14.
"Closely allied group of shareholders"
Proposed rule 14.30

The current rule 14.10 and proposed rule 14.29 would permit shareholder approval of a major transaction by written certificate given by a majority shareholder or a "closely allied group of shareholders" holding a majority of the listed issuer's shares. The current rules do not provide any guidance on the definition of "closely allied group of shareholders". Proposed rule 14.30 would set out the factors the Exchange will consider in determining whether or not a group of persons is a "closely allied group of shareholders". The Exchange's current practice is to consider such factors.

These factors would include the number of persons in the group; the nature of their relationship including any past or present business association between two or more of them; the length of time each of them has been a shareholder; whether they would together be regarded as “acting in concert” for the purposes of the Takeover Code; and the way in which they have voted in the past on shareholders’ resolutions other than routine annual general meeting resolutions. Under the proposed rule, the listed issuer seeking to approve a major transaction by certificate given by a closely allied group of shareholders would have the responsibility to provide information concerning such factors to the Exchange.


The Exchange invites comments on the proposed factors used to determine whether or not a group of shareholders constitutes a "closely allied group of shareholders”.

15.
Interested shareholders to abstain
Proposed rules 14.31, 14.32 and 14.34


from voting
Proposed rules 14.31, 14.32 and 14.34 would require any shareholder who is interested in a transaction to abstain from voting in respect of it. Under the proposed rule, a shareholder's interest in a transaction refers to an interest other than an interest as a shareholder of the listed issuer. The current rule requires any shareholder who has a material interest in a transaction to abstain from voting in respect of it. However, the term "material" has been difficult to define and its subjectivity has led to protracted and unproductive arguments in the past. The proposed rule would codify the Exchange's current practice of requiring any shareholder with an interest in a transaction to abstain from voting.


The Exchange invites comments on the proposed rule amendment requiring all shareholders with an interest in the transaction to abstain from voting in respect of it. 

16.
Very substantial acquisitions and
Proposed rules 14.3(4), 14.3(5),


reverse takeovers
 14.32, 14.33, 14.34, 14.35 and 14.46

Current rules on very substantial acquisitions 

Under the current rules, an acquisition of assets, substantially all of which are not listed, constitutes a very substantial acquisition where:

(a) 
the size tests are 100% or more; or

(b)
the acquisition results in a change in control through the introduction of a majority holder or group of holders (e.g. reverse takeover). 

The existing requirements for a very substantial acquisition that satisfies the conditions in current rule 14.07(3) are very similar to those that apply to a major transaction.  The Exchange proposes to change the definition for very substantial acquisition.  Transactions that meet the conditions of current rule 14.07(3) will be classified as major transactions.  Other transactions classified under the current rules as very substantial acquisitions will either be classified in a new category of “reverse takeovers” or will continue to be classified as very substantial acquisition.

Proposed rules on reverse takeovers

The Exchange proposes to introduce a new category of notifiable transaction, namely “reverse takeover”, to deal with backdoor listing.  Proposed rule 14.3(5) would define a reverse takeover as an acquisition of assets, substantially all of which are not listed, by a listed issuer where:

(a)
the acquisition would result in, or is part of a transaction or arrangement or series of transactions or arrangements which would result in, a change in control of the listed issuer; or

(b)
the Exchange is of the opinion that the acquisition constitutes an attempt to achieve a listing of the assets to be acquired and a means to circumvent the requirements for new applicants as set out in chapter 8 of the Listing Rules.

The proposed rules would also treat an acquisition as a reverse takeover where such acquisition is part of a transaction or arrangement or a series of transactions or arrangements which would result in a change in control of the listed issuer. This is to address situations where transactions are split by means of various arrangements which ultimately lead to a change in control of a listed issuer. The Exchange is of the view that a series of transactions or arrangements should be examined in order to determine whether it, in effect, constitutes a backdoor listing requiring a listed issuer to be treated as a new listing applicant. Viewing the individual transactions or arrangements constituting such series in isolation would allow the proposed reverse takeover rules to be circumvented.

Transactions falling into this new category would be treated as a new application for listing.  Under the proposed rules, the enlarged group or the assets to be acquired should be able to comply with the requirements for listing set out in chapter 8.  Such listed issuers would need to provide a listing document that includes all the information required in a listing document for a new listing.  All the procedures and requirements for new listing applications as set out in chapter 9 would have to be complied with.

The proposed rules on reverse takeover would also require approval of a reverse takeover by shareholders of the listed issuer.  As controlling shareholders participate in the management and decision making of a listed issuer, the Exchange is of the view that they should abstain from voting at a meeting to approve the transaction.  Where a listed issuer has no controlling shareholder, those shareholders who participate in the management of the listed issuer should abstain from voting at a general meeting to approve the transaction.

Proposed rules on very substantial acquisitions

Under the proposed rules, a very substantial acquisition would be an acquisition of assets (including business or company or companies), substantially all of which are not listed, by a listed issuer where:

(a)
any percentage ratio is 200% or more; or

(b)
any percentage ratio is 100% or more and the assets being acquired are different from the current principal activities of the listed issuer; or

(c) any percentage ratio is 100% or more and there is an intention to make a major change in the principal activities of the listed issuer.

The current rules treat a listed issuer that enters into a very substantial acquisition as a new applicant unless the conditions under current rule 14.07(3) are satisfied.  Under the proposed rules, a listed issuer is only treated as a new applicant when there is a change in control, and the transaction is classified as a reverse takeover (as discussed above).  Transactions that do not meet other conditions under current rule 14.07(3) will not be treated as new listing applications and thus will not require the Exchange’s approval. 

In place of approval by the Exchange, we are of the view that minority shareholders’ approval of the acquisition would be appropriate as a means to safeguard the interest of such shareholders.  The controlling shareholder(s) would be required to abstain from voting in light of their control of the listed issuer’s decisions. Where a listed issuer does not have controlling shareholder(s), those shareholders that participate in the management of the listed issuer would be required to abstain from voting. The Exchange considers that a very substantial acquisition under the proposed rules would result in a fundamental change to a listed issuer, which justifies the special approval procedures.  The Exchange recognises that over time, controlling shareholders may achieve a significant change in the listed issuer’s business without seeking shareholder approval.  However, a slow change in direction is fundamentally different from a single step change as it gives shareholders adequate time to determine whether a change is appropriate and to decide whether or not to retain an interest before the change is completed.

The current rule 14.07(1) permits shareholder approval of a very substantial acquisition by written certificate given by a majority shareholder or a “closely allied group of shareholders” holding a majority of the listed issuer’s shares.  As the proposed rules would require minority shareholder approval for a very substantial acquisition, the proposed rules would not provide for shareholder approval by written certificate in this case.

In addition, the Exchange is of the view that shareholders would need to be provided full information on the enlarged business to enable them to make an informed decision on the merits of a very substantial acquisition.  In line with the existing rules, the listed issuer would be required to issue a circular setting out additional information, including the information required in the listing document for a new applicant as set out in Appendix 1, Part A (except paragraphs 8, 15(2) in respect of the 12 months preceding the issue of the circular, and 20(1)), a valuation report on the enlarged group’s interests in land or buildings in accordance with chapter 5 and accountants reports on the enlarged group in accordance with chapter 4.


The Exchange invites comments on the proposed rules. 

17.
Contents of press announcements - counterparties;
Proposed rules 14.36(2),


ultimate beneficial owner of the disposing or acquiring 
14.37(1), 14.37(2),


party and other parties to a transaction; and restrictions
14.38(1), 14.38(2)


on subsequent sale of securities used in a transaction
 

Proposed rule 14.36(2) would require all press announcements to describe the activities of the counterparty to a transaction, if the counterparty is a company. The proposed rule seeks to promote transparency and to enable shareholders to make more informed decisions about transactions when their approval is required under the rules. 

Proposed rule 14.37(1) would require press announcements for share transactions to disclose details of the ultimate beneficial owner of the vendor of the assets or other parties involved to promote transparency. Similarly, proposed rule 14.38(1) would require press announcements in respect of discloseable transactions, major transactions, very substantial acquisitions or reverse takeovers to disclose the parties to the transaction including details of the ultimate beneficial owner of the disposing or acquiring party or other involved parties.

Proposed rule 14.37(2) would require share transaction announcements to disclose details of any restrictions on the sale of securities issued by the listed issuer in respect of the transaction. Likewise, proposed rule 14.38(2) would require announcements in respect of other notifiable transactions to disclose details of any restrictions which apply to the subsequent sale of securities used in such transactions. The Exchange considers such restrictions to be a material factor to any notifiable transaction, the disclosure of which would promote transparency in the market thus enabling shareholders to make more informed decisions.

The Exchange invites comments on the proposed rules.

18.
Contents of press announcements - 
Proposed rules 14.36(7), 14A.8, 14A.36(1)

interests of shareholders


Proposed rule 14.36(7) would require all press announcements to contain a statement that the directors believe that the terms of the transaction are fair and reasonable and in the interests of the shareholders as a whole. In relation to connected transactions, proposed rule 14A.8 would require an independent financial adviser to opine in the circular to shareholders whether or not the transaction is fair and reasonable and in the interests of shareholders as a whole. In relation to connected transaction announcements, proposed rule 14A.36(1) would require independent non-executive directors to so opine on connected transactions that are not subject to independent shareholder approval. See section 2.3, paragraphs 12 and 27 below.

The Exchange invites comments on the proposed rules.

19.
Contents of press announcements - profits or 
Proposed rule 14.38(4)(a)


losses in respect of transaction


Proposed rule 14.38(4)(a) would require press announcements for discloseable or major transactions constituting disposals to disclose 
details of the gain or loss expected to accrue to the listed issuer in respect of the transaction, the basis for calculating such gain or loss and how the gain or loss will be disclosed in the financial statements. The Exchange is of the view that this information is material to the transaction and should be disclosed in the related press announcement to provide shareholders with a means of determining the impact of the transaction on the accounts of the listed issuer.

The Exchange invites comments on the proposed rule.

20.
Profit forecast
Proposed rule 14.39
Proposed rule 14.39 states that profit forecast includes any statement which quantifies the anticipated level of future profits or losses either explicitly or by reference to previous profits or losses. The current rule restricts the definition of profit forecast to statements made concerning future profits and previous profits.  The proposed rule therefore codifies the Exchange’s practice that reference to future profits or losses may be regarded as profit forecasts, particularly, any statement to the effect that losses will turn to profits would constitute a profit forecast, as it would quantify the reversal of such loss position by reference to the objective (loss) figure.  


The Exchange invites comments on the proposed rule.

21.
Circulars - general requirements
Proposed rule 14.41

Proposed rule 14.41 would require every circular sent by a listed issuer to its shareholders to provide a clear, concise and adequate explanation of the transaction. If voting is required, the circular would be required to contain all information necessary for shareholders to make a properly informed decision; advise shareholders that the circular is important and that they should consult their financial advisers if necessary; contain a recommendation from the directors advising shareholders on how they should vote and opining on whether or not the proposed transaction is fair and reasonable and in the interests of the shareholders as a whole; and state that any shareholder with an interest in the proposed transaction will abstain from voting in respect of it.


The Exchange invites comments on the proposed rule, including comments on possible additional information that might be required to be included in circulars to maximise transparency and promote shareholders' interests.

22.
Circulars - reasons for a transaction
Proposed rules 14.42(3), 14.43(1)



and 14.46(1)

Proposed rules 14.42(3), 14.43(1) and 14.46(1) would require all circulars sent by a listed issuer to its shareholders in respect of a transaction to clearly explain the reasons why such transaction is proposed to be entered into. The current rules only require circulars to set out the benefits expected to accrue to the listed issuer in respect of any proposed transaction, not the reasons for entering into it in the first place. By requiring disclosure of such reasons, the proposed rules would enable shareholders to be better informed about listed issuers' transactions.

The Exchange invites comments on the proposed rules.

23.
Circulars - disclosure of directors' service contracts
Proposed rules 14.42(7),



14.43(1) and 14.46(1)

Proposed rules 14.42(7), 14.43(1) and 14.46(1) would require all notifiable transaction circulars to include detailed information on the service contracts of a listed issuer's existing and proposed directors. The current rules only require such information in connection with major transaction and very substantial acquisition circulars. The proposed rules seek to promote transparency.


The Exchange invites comments on the proposed rules.

24.
Circulars - additional information
Proposed rules 14.42(8),



14.43(1) and 14.46(1)

The current rules on circulars do not require listed issuers to include information beyond that specifically required under the relevant provisions of the Listing Rules. In order to provide for the flexibility required in respect of transactions which are unique, unusual or complex, proposed rules 14.42(8), 14.43(1) and 14.46(1) would require listed issuers to include in the circular
 any additional information requested by the Exchange. Affording the Exchange the discretion to require such information to be included in a circular would result in shareholders becoming better informed in respect of the transaction disclosed therein.


The Exchange invites comments on the proposed rules.

25.
Circulars - issue of consideration shares
Proposed rules 14.43(3),


resulting in a change in control
14.45(1) and 14.46(1)

Proposed rule 14.43(3) would require circulars in relation to acquisitions constituting discloseable transactions where the consideration for the transaction includes shares of the listed issuer, to disclose whether or not the transaction will result in a change of control of the listed issuer. Such requirement would also apply to a major transaction, a very substantial acquisition and a reverse takeover under proposed rules 14.45(1) and 14.46(1).  The Exchange is of the view that such information is relevant to the listed issuer's shareholders as a change in control could result in the change of management and thus may have an impact on the listed issuer's operations.


The Exchange invites comments on the proposed rule.

26.
Circulars - working capital sufficiency statement 
Proposed rule 14.44(2)

Proposed rule 14.44(2) would require the inclusion in every major transaction circular of information regarding the sufficiency of the working capital of the listed issuer and its subsidiaries as specified in paragraph 30 of Appendix 1, Part B of the Listing Rules. The current rules allow for a waiver of the sufficiency of working capital statement rule in the case of circulars for major transaction realisations. The Exchange is of the view that listed issuers should be able to provide such information irrespective of whether the major transaction constitutes an acquisition or realisation and that the sufficiency of a listed issuer's working capital is relevant information for the issuer's shareholders.

It may be argued that in the case of a realisation, the listed issuer does not need to prepare a working capital statement as its liquidity will improve after the transaction.  However, it should be noted that paragraph 30 of Appendix 1, Part B requires listed issuer to disclose whether the working capital available to the listed issuer is sufficient, and if not, how it proposes to provide additional working capital.  It is possible that, even taking into account the proceeds from the realisation, the listed issuer’s working capital may still be insufficient.  In addition, the listed issuer may use the proceeds to retire debt or to fund a specific project rather than for working capital.  In such situation, the impact on working capital would not be known and therefore the Exchange is of the view that information on the sufficiency of working capital should be provided for all major transactions.


The Exchange invites comments on the proposed requirement of working capital statements for realisations which constitute major transactions.

27.
Major transaction acquisition
Proposed rule 14.45(5)(a), note 3


 – written approval not acceptable 


if accountants' report qualified

Under proposed rule 14.45(5)(a), note 3 which would require an accountants’ report on the business, company or companies being acquired to be included in a major transaction circular, the Exchange would not accept a majority shareholder's written approval of the transaction where the accountants can only give a qualified report on the profits and net assets of the business, company or companies being acquired. Instead, a general meeting would be required to be held to consider the transaction. The proposed rule seeks to enable dissenting minority shareholders to voice their views of the transaction under such circumstances.

The Exchange invites comments on the proposed rule.

28.
Circulars – financial statements of
Proposed rule 14.45(5)(b)


listed acquisition targets

Under the current rule 14.16(4), a circular for a very substantial acquisition or major transaction acquisition must include an accountants' report on the business, company or companies being acquired. However, if the company being acquired is listed on the Exchange, the inclusion in the circular of the last published balance sheet and three years' profits taken from the company's published accounts will suffice. Under proposed rule 14.45(5)(b), where the business, company or companies being acquired is listed on the Exchange, the listed issuer may include the published financial statements for the last three years as well as the last announcement of interim results in such circular instead of an accountants report. Therefore, the circular would be required to include balance sheets at year end for the last three years, profit and loss accounts for the last three years, cash flow statements and the notes to the accounts for the last three years. The rationale for this requirement is that such information is already publicly available and that its inclusion in a transaction circular would present a more complete picture of the relevant financial information than would extracts from the accounts.  The proposed rule seeks to ensure that shareholders are fully informed about significant transactions.


The Exchange invites comments on the financial information disclosure requirements of the proposed rule.

29.
Circulars - valuation reports for
Proposed rule 14.48


infrastructure or project companies

Under proposed rule 14.48, the Exchange may require circulars concerning the acquisition or disposal an interest in an infrastructure project or an infrastructure or project company to include a business valuation report and/or traffic study report. The Exchange published the infrastructure guidelines on 1st February, 1996. The first infrastructure company was listed on 4th July, 1996. The Exchange is of the view that because acquisitions of interests in infrastructure or project companies are by nature material, it is important to provide independent business valuation and/or traffic study reports of such companies. The proposed rule would thus provide additional material information to shareholders.

The Exchange invites comments on the proposed rule.

30.
Options
Proposed rules 14.50 to 14.55



Proposed rules 14A.46 to 14A.50

The current rules do not provide for the granting of options to be treated as a notifiable transaction.  However, the Exchange’s practice is to treat it as a notifiable transaction.  The current rules also do not explain the treatment of an option involving a connected person.  Listed issuers have encountered difficulties in applying the current rules to such transactions.  The proposed rules would clarify the treatment of options and the manner in which the bases are applied to classify a transaction involving option(s) into the relevant category of notifiable/connected transaction.


Notifiable transactions


Under the proposed rules, the grant/acquisition of an option and the exercise of an option would both be treated as notifiable transactions.  The basic principles of the proposed rules are as follows:

(1)
where the exercise of the option is not at the discretion of the listed issuer, on the grant of the option, the transaction will be classified as if the option had been exercised.  Therefore, the listed issuer must comply with all the relevant requirements up-front; and   

(2)
where the exercise of the option is at the discretion of the listed issuer, the acquisition of the option and the exercise of the option will be considered as two transactions.  On the acquisition of the option, only the premium will be classified.   When the option is exercised, the exercise price, the value of the underlying assets and the profits attributable for such assets will be used for classification of the transaction.

The monetary value of the premium, exercise price, value of the underlying assets and/or profits attributable for such assets (as the case may be) will be used for the purpose of classification of the transaction.  If the listed issuer cannot provide such monetary value (or the highest possible monetary value) for this purpose, the transaction will be treated as a major transaction. 

The proposed rules also set out certain disclosure requirements for exercise of options (where the listed issuer has no discretion on such exercise) and non-exercise of options to promote transparency.

As set out in (2) above, the acquisition and the exercise of an option are classified separately if the listed issuer has the discretion to exercise the option.  A listed issuer may structure the contract with a large initial premium and therefore the exercise price may be adjusted downward.  In this case, both the premium and the exercise price, when considered individually, may not exceed the trigger points for a classification of transaction.  Therefore, the listed issuer could circumvent more stringent requirements of the proposed rules.  In addition, even if the exercise of the option is subject to shareholder approval, the result may be a foregone conclusion given the unusually large initial premium paid up-front.   In view of this, the proposed rules seek to provide an anti-avoidance measure that will not interfere with normal commercial transactions.  It is therefore proposed that if the premium represents 15% or more of the sum of the premium and exercise price, the impact of exercise of the option on the listed issuer should also be considered at the time the option is acquired.  

Connected transactions

The treatment for connected transactions involving options are similar to that for notifiable transactions described above.   If the exercise of an option is not at the discretion of the listed issuer, all the connected transaction requirements should be complied with upon the grant of the option.  If the exercise of an option is at the discretion of the listed issuer, the acquisition of the option and the exercise of the option will be treated as two connected transactions and classified separately.

There is an additional connected transaction requirement that if a listed issuer decides not to exercise an option involving a connected person, the non-exercise of the option will be classified as if the option had been exercised.  Although such non-exercise is not a transaction which will have an impact on the listed issuer’s assets, the proposed rules are intended to avoid situations where the non-exercise of the option may be beneficial to a connected person and not in the interest of the minority shareholders.

Alternative proposal

There are views that the proposed rules should not contain specific provisions on treatment of transactions involving options as it would make the rules non-flexible.  Listed issuers may structure their transactions to circumvent these specific provisions.  Instead, the alternative proposal would require the proposed rules to simply state that any grant/acquisition of an option and any exercise of an option will be treated as a notifiable transaction and, if it involves a connected person, a connected transaction.  Listed issuers should consult the Exchange in respect of transactions involving options.   


The Exchange invites comments on the proposed rules and seeks the market’s views as to whether the proposed rules should contain specific provisions for treatment of transactions involving options.  

31.
Offer documents - public float and aggregation
Proposed rule 14.59

Proposed rule 14.59 would codify existing practice by requiring all offer documents to contain a statement that the listed issuer will take steps to ensure that a sufficient public float is maintained in connection with a general offer. It would also require the inclusion of a statement that if the listed issuer remains a listed company, the Exchange has the discretion to require it to issue a circular to its shareholders irrespective of the size of a proposed transaction, particularly when such proposed transaction represents a departure from the listed issuer’s principal activities. Proposed rule 14.59 would also require the offer document to state that the Exchange has the power to aggregate a series of transactions and that any such transactions may result in the listed issuer being treated as a new listing applicant. The proposed rule is a codification of existing Exchange practice.

The Exchange invites comments on the proposed rule.

32.
Major issues of securities


Under the current rules for rights issues and open offers, if the proposed issue increases either the issued share capital or the market capitalisation of the listed issuer by more than 50% (on its own or when aggregated with any other rights issue or open offers made in the previous twelve months), the proposed issue must be made conditional on approval by shareholders in general meeting by a resolution on which any controlling shareholders shall abstain from voting.  The rules seek to protect minority shareholders’ interest against substantial dilution in respect of rights issues and open offers.

Listed issuers may frequently raise funds by issuing new shares or other securities within a short period of time.  Such fund raising exercises may not be limited to rights issue and open offers, but include placing, issue of consideration shares, and issue of convertible securities.  The interest of the existing shareholders may be substantially diluted as a result of a series of these fund raising exercises.    

Therefore, the Exchange is of the view that rules should be introduced to protect the minority shareholders’ interests against substantial dilution resulting from any issue of new securities.   The proposal would require the aggregation of different types of transactions involving issues of securities, not only rights issue and open offer under the current rules, to determine the dilution impact on shareholders’ interests.  Any proposed issue of new shares or other securities (other than capitalisation issue) would be aggregated with any other issues made in the previous twelve months.  If such issues of securities would increase the listed issuer’s issued share capital by certain percentage, say 50%, then the latest proposed issue would be subject to minority shareholder approval.

Although it can be argued that the issue of securities may also dilute the interest of the majority or controlling shareholders, it is proposed that they should abstain from voting on the issue in light of their participation in the management of the listed issuers’ decisions. 


The Exchange invites comments on this proposal and suggestions on any other alternative proposals.  If you do not agree to introduce requirements for major issues of securities, please explain why.
2.3
Connected Transactions (Chapter 14A)
1.
Definitions
Proposed rule 14A.1

Proposed rule 14A.1 would codify the definitions of key terms used in the Listing Rules. Certain terms in the current rules would be re-defined or moved to a separate "Definitions" section in the proposed rules for greater clarity. This proposed rule is drafted to minimise ambiguity, thus simplifying the interpretation and application of the Listing Rules. 

The term unchanged in the proposed rule from the current rules is "financial assistance" and "recognised stock exchange".  The terms re-defined in the proposed rule are: "accounts" and "listed issuer". The terms newly defined in the proposed rule are: "banking company"; "consideration"; "controller"; "financial assistance provided/not provided in the ordinary and usual course of business"; "independent shareholder"; "net assets of the listed issuer"; "normal commercial terms"; "ordinary and usual course of business"; "transaction"; and "turnover of the listed issuer's group."  The term "transaction" is expanded to include the formation of joint venture companies; the lease or sub-lease of properties; the provision of services; the sharing of services; and the provision of raw materials, intermediate goods or finished goods.

The Exchange invites comments on the definitions set out in the proposed rule.

2.
Definition of connected persons
Proposed rule 14A.2

Under current rule 1.01, a connected person of a listed issuer is defined as a director, chief executive, substantial shareholder, promoter or supervisor of the listed issuer or any of its subsidiaries or an associate of any of them.   Under the proposed rules 14A.2(1), (2) and (3), a person who is connected only because of its position as a director, chief executive, promoter or supervisor of a subsidiary or its interest as a substantial shareholder in any of the subsidiaries would be excluded from the definition of connected persons.   Accordingly, associates of such person would also be excluded under the proposed rules 14A.2(4) and (5).

The connected transaction rules are intended to safeguard against directors, chief executive and substantial shareholders taking advantage of their positions to the detriment of the minority shareholders of a listed issuer.  In respect of a person who is only connected at the subsidiary level, the potential for a conflict of interest does not exist as such person plays no role in the decision making process at the listed issuer.  For example, a non-wholly owned subsidiary is owned as to 70% by a listed issuer and 30% by a third party (“Party A”) who is not a director, chief executive or substantial shareholder of the listed issuer or an associate of any such persons.  Party A, who is connected only because of its substantial shareholding of that subsidiary, is a connected person under the current rules but not the proposed rules.  

The Exchange is of the view that the target of connected transaction rules should be those connected persons who are in the positions of influence over the listed issuers.  The proposed rules would not change the intention to protect the interests of shareholders of listed issuers.

The Exchange invites comments on the proposed exclusion of directors, chief executives, promoters, supervisors and substantial shareholders of the subsidiaries of listed issuers from the definition of connected persons.
3.
"Associates" of connected persons
Proposed rules 14A.2(4) and 14A.2(5)
Under current chapter 14, "associate" of a connected person for the purpose of connected transaction requirements includes relatives.  However, the current rules restrict "relatives" to certain persons such as children or step-children of the age of 18 or over; a parent or step-parent; a brother, sister, step-brother or step-sister; or a mother-in-law, father-in-law, son-in-law, daughter-in-law, brother-in-law or sister-in-law of a listed issuer's director, chief executive or substantial shareholder.   The Exchange proposes to delete the restriction of the definition of "relatives" as listed issuers may enter into transactions (which may be to the disadvantage of minority shareholders) with other relatives which are not defined.

The Exchange invites comments on the proposed rules.
4. 
Treatment of subsidiaries as connected persons
Proposed rules 14A.2(6), 14A.3



and 14A.15(1)

Current rule 14.24(4) sets out the criteria under which a transaction with a non-wholly owned subsidiary is exempt from all connected transaction requirements.  It implies that transactions between a listed issuer and any of its non wholly owned subsidiaries are connected transactions.  It is unclear under the current rules as to whether and how a non-wholly owned subsidiary is treated as a connected person.  Proposed rules 14A.2(6) and 14A.3 would therefore clarify the concept implicit in current rule 14.24(4) that a listed issuer’s non-wholly owned subsidiary a shareholder of which is a substantial shareholder, director or chief executive of the listed issuer is a connected person.  Accordingly, any transaction between the listed issuer and such non-wholly owned subsidiary is a connected transaction.

It should be noted that the exemption under current rule 14.24(4) is retained in the proposed rules.  Proposed rule 14A.15(1) provides that a transaction with a non-wholly owned subsidiary is exempt from all connected transaction requirements if (i) the transaction is on normal commercial terms and in the ordinary and usual course of business of each of the companies concerned and (ii) no connected person(s) or associate(s) is, or are together, a substantial shareholder in that subsidiary.   Accordingly, the treatment of transactions with non-wholly owned subsidiaries under the proposed rules would be consistent with the Exchange’s interpretation of the current rules.

The proposed rules safeguard minority interests by requiring reporting, announcement and independent shareholders' approval when a listed issuer proposes to enter into any transaction with a non-wholly owned subsidiary in which a connected person has a shareholding. The potential for a conflict of interest in such situation is clear, especially when the connected person with an interest in the non-wholly owned subsidiary is also in a position of influence over the listed issuer by virtue of a directorship or shareholding interest. 

However, where the shareholders (other than the listed issuer itself) of a listed issuer’s non-wholly owned subsidiary is independent of the listed issuer, the same potential for a conflict of interest does not exist. Thus, the non-wholly owned subsidiary should not be treated as a connected person. While proposed rule 14A.2(6) would implicitly except such non-wholly owned subsidiaries from the definition of “connected person”, proposed rule 14A.3 would do so explicitly for the sake of clarity.

The main implication of the exception of proposed rule 14A.3(2) is that transactions between a listed issuer and its non-wholly owned subsidiary as described within that rule would not be connected transactions. The exception would apply to all transactions, including transactions involving financial assistance, as no connected person would derive any special benefit from such transactions. The proposed rule is a simplification of the current rules.


The Exchange invites comments on the proposed rules.

5. 
Aggregation of interests in determining 
Proposed rule 14A.4(1)(b)(i), note 3


“substantial shareholders”


Note 3 to proposed rule 14A.4(1)(b)(i) reserves the Exchange’s right to aggregate interests, including the interests of relatives, in determining a “substantial shareholder” of any company. The current rules do not provide for such discretion. The proposed rule is meant to address situations in which a substantial shareholder may seek to circumvent the rules by splitting his interest and arranging for it to be held by persons each holding less than a substantial shareholding, while he retains effective control. 


The Exchange invites comments on the proposed rule.

6.
Connected transactions between a listed issuer 
Proposed rule 14A.4(1)(b)


and a person who is not connected

Proposed rule 14A.4(1)(b) would clarify that a party to a transaction with a listed issuer need not be a connected person for the transaction to be classified as connected under the rules. The current rules do not set this out explicitly. Proposed rule 14A.4(1)(b) explicitly sets out this concept and there are three principal types of connected transactions to which the concept would apply. The first type, set out in proposed rule 14A.4(1)(b)(i), is a transaction involving the acquisition or disposal by a listed issuer of an interest in a company where a substantial shareholder of that company is, or is proposed to be,  a controller of the listed issuer or is (or will become, as a result of the transaction) an associate of a controller. The second type, set out in proposed rule 14A.4(1)(b)(ii), is a transaction involving the acquisition of an interest in a company of which a controller (or its associates) of the listed issuer is, or will become a shareholder.  The third type, set out in proposed rule 14A.4(1)(b)(iii), is a transaction involving a subscription on terms favorable to a controller of the listed issuer (or an associate of a controller) subscribing on specially favourable terms for shares in a company in which the listed issuer is a shareholder. All types of transactions are covered by the current rules. However, note 1 to proposed rule 14A.4(1)(b)(i), explained in section 2.3, paragraph 7 below, newly addresses the application of the proposed rule to companies used to hold a single asset.


The Exchange invites comments on the approach set out in the proposed rule.

7.
Treatment of acquisition or disposal of asset
Proposed rule 14A.4(1)(b)(i), note 1


of a single-asset company
Note 1 to proposed rule 14A.4(1)(b)(i) would explain that the Exchange will treat the acquisition or disposal of the asset of a single-asset company a substantial shareholder of which is, or will become a controller of the listed issuer or an associate of a controller, as an acquisition or disposal of an interest in that company. The acquisition or disposal by a listed issuer of an interest in a company where a substantial shareholder of that company is or is proposed to be the controller of the listed issuer (or its associates), is a connected transaction under the current rule. It therefore follows that if the company holds a single asset, any acquisition or disposal of the asset should also be treated as a connected transaction. This would serve to circumvent listed issuers from acquiring or disposing of an asset at an unfavorable price in case where a connected person has a substantial interest in such asset through the holding company.  The Exchange will treat a company as a single-asset company if 90% or more of its asset consists of a single asset.


The Exchange invites comments on the proposed rule.

8.
Financial assistance as connected transaction
Proposed rule 14A.4(3)(a)

Proposed rule 14A.4(3)(a) would explicitly define the provision of financial assistance by a listed issuer to a connected person or a company in which both the listed issuer and the connected person are shareholders as a connected transaction. Current rules 14.25(2)(a) and (b) and 14.26(6)(a) only do so implicitly. The proposed rule seeks to clarify the rules and codify existing practice.

The Exchange invites comments on the proposed rule.

9.
Joint ventures as connected transactions
Proposed rules 14A.1(14)(f) and 14A.4(6)

Proposed rule 14A.1(14)(f) would classify the formation of a joint venture as a “transaction”.  See section 2.3, paragraph 1 above. The formation of a joint venture with a connected person is in effect an acquisition of an interest in a company in which a connected person has or will have an interest. Proposed rule 14A.4(6) would classify a listed issuer’s formation of a joint venture with a connected person as a connected transaction and provide guidance on the manner in which the size of such transaction will be calculated under the rules.

As discussed in section 2.2, paragraph 4 above, for purposes of proposed chapters 14 and 14A the Exchange would look at the purpose of setting up the joint venture entity in terms of the initial transaction only. The Exchange would not look at subsequent transactions entered into by the joint venture for the purpose of calculating the total capital commitment in relation to the establishment of the joint venture entity under the proposed chapters 14 and 14A. Where the interest of the listed issuer in the joint venture is to be a controlling interest or over 50%, the attributable interest for purposes of calculating the size of the transaction will be 100%, in accordance with practice note 13 of the Listing Rules.


The Exchange invites comments on the proposed rules.

10.
New category of connected transaction
Proposed rules 14A.5, 14A.18 to 14A.22,


– “continuing connected transactions”
14A.23(3), 14A.32, 14A.35,



14A.36(3) and 14A.39(8)

Proposed rule 14A.5 would define a new category of connected transaction under the rules, the "continuing connected transaction." Though this proposed definition in the rules is new, the Exchange's practice has been to grant listing applicants and listed issuers waivers for connected transactions that take place repeatedly over a period of time, subject to certain conditions. The purpose of the waivers is to ease the burden of complying with the requirements for connected transactions each time a connected transaction which is part of a continuing series takes place. Continuing connected transactions that meet the requirements of the proposed rules would qualify for the same treatment now afforded by the grant of waivers under the current rules.

A listed issuer intending to enter into a transaction would be required to comply with the reporting, announcement, and independent shareholder approval requirements. Under the proposed rules, an independent financial adviser and independent non-executive directors must opine on the fairness and reasonableness of the transaction and whether the transaction is in the interest of the shareholders. The listed issuer must enter into agreement(s) with the connected person in relation to the continuing connected transaction. 

The agreements for continuing connected transactions under the proposed rule may only exceed three years' duration in special circumstances. This is to safeguard shareholder interests in the event of changed circumstances unforeseen at the time the agreements were entered into. Waivers currently granted in respect of continuing connected transactions are for an indefinite period. The Exchange is of the view that it is unrealistic for continuing connected transaction agreements to extend indefinitely. Such indefinite terms can be abused to the detriment of the independent shareholders. Under the proposed rule, where an agreement for a continuing connected transaction is proposed to extend over a period of more than three years, an independent financial adviser would be required to opine on the justification for such period.

Another principal requirement for continuing connected transactions has been the imposition of a cap on the size of the transaction over a defined period. Caps are set to obtain a point of reference for continuing transactions with a connected person to enable shareholders to gauge the size of such transactions. The setting of caps is also designed to provide information to investors and independent shareholders on the extent of the listed issuer's reliance on connected transactions. 

In the past, caps have been based on percentage of turnover or net asset value of the listed issuer. The proposed rule would require caps to be imposed in terms of monetary value. Also, if any cap is exceeded, the transaction to which it relates would be subject to re-approval by the independent shareholders as well as reporting and announcement requirements. Under proposed rule 14A.36(3), press announcements disclosing continuing connected transactions must include the amount of the cap and the conditions imposed by the Exchange. 

Under the proposed rules, listed issuers must also provide the Exchange with a copy of the minutes of the board meeting at which a cap in respect of a continuing connected transaction has been approved as soon as possible after the meeting. The minutes should note clearly whether or not the transaction is on normal commercial terms and in the ordinary and usual course of business of the listed issuer and the views of the independent directors. 

The proposed rules on continuing connected transactions seek to codify the Exchange's practice in subjecting continuing connected transactions to annual review by a listed issuer's independent directors and auditors. Where the cap in any one year is to be greater than 3% of the issuer's net asset value or HK$10 million, the continuing connected transaction would be subject to independent shareholder approval on an annual basis at the annual general meeting of the listed issuer. This would enable shareholders to vote on the termination of agreements for continuing connected transactions which are not in their interests.

The listed issuer and/or counterparty to a continuing connected transaction must undertake to the Exchange to allow auditors sufficient access to their records for the purpose of annual reporting on the transaction by the auditors and independent non-executive directors.


The Exchange invites comments on this proposal.

11.
Voting to be taken by poll
Proposed rules 14A.7, 14A.32 and 14A.34

Proposed rules 14A.7 and 14A.34 would require every vote at a meeting held to approve a connected transaction to be taken by poll. The current rules do not require this. Proposed rules 14A.32 and 14A.34 would require any vote taken at a meeting held to seek approval of a continuing connected transaction or associated cap to be taken by poll. 

The proposed rules seek to ensure that the views of dissenting shareholders are reflected in the voting process. Current voting practice is on the basis of a simple majority of those shareholders voting and present. The number of shares voted is not counted. Listed issuers may ensure that employee shareholders are present and cast their votes accordingly, thus tending to result in the connected transaction being approved. As one of the main purposes of the Listing Rules is to protect all shareholders' interests, it would therefore be more important and meaningful if the number of shares voting to approve a connected transaction were to be counted, reflecting the views of dissenting shareholders. 

Under current practice, it is difficult for dissenting shareholders to demand a poll at the time a vote is taken. In general, most listed issuers’ articles of association and bye-laws provide that only certain persons can demand a poll: the chairman or three members present in person or by proxy holding 10% or more of a listed issuer’s shares. It is therefore more difficult for dissenting shareholders to make their views known.


The Exchange invites comments on this proposal.

12.
Matters to be opined on by
Proposed rules 14A.8, 14A.19,


independent financial advisers and
14A.23(3), 14A.37(4), 14A.38(3)(c),


independent directors
14A.38(4) and 14A.39(7)

The purpose of requiring independent financial advice in a connected transaction is to advise the independent shareholders so that they can make an informed decision about the transaction. Currently, the rules only require independent advisers to opine whether or not the transaction is "fair and reasonable". Proposed rule 14A.8 broadens the scope of the advice to require the adviser to opine on in the circular to shareholders whether or not the transaction is fair and reasonable and in the interests of the shareholders as a whole.

The proposed rules broaden the scope of the independent financial adviser’s advice to address instances where a connected transaction is fair and reasonable, but not in the interests of the shareholders as a whole. In such cases, shareholders should be apprised of the full picture so that they can make an informed decision about whether or not to approve a transaction. "Fair and reasonable" often relates to pricing whereas "interests" relates to the transaction as a whole. An example would be a listed issuer proposes to buy a plot of land adjacent to an existing plot that it owns for the development of a commercial complex in order to complete the construction of the complex. The price may not be fair and reasonable as it may be above the market rate but it may be in the interests of the shareholders to complete the complex to maximise the listed issuer's return.

Proposed rule 14A.8 would also require independent directors and independent financial advisers to advise the independent shareholders as to how they should vote. It would also eliminate the practice of some financial advisers and independent directors of refusing to make a voting recommendation because the rules do not explicitly require one (although custom and practice does). The proposed rule would further require written agreements to be executed for all connected and continuing connected transactions and require such agreements to form the basis of the independent financial adviser's opinion. This requirement is to ensure that a connected person fulfils his obligations as set out in the agreements and does not vary the terms of a transaction to his advantage without proper authority.


The Exchange invites comments on this proposal.

13.
Methods of calculating size of transactions
Proposed rule 14A.9

Under proposed rule 14A.9, the methods of calculating the consideration or value of a transaction as set out in practice note 13 would also apply to connected and continuing connected transactions. A number of listed issuers and their advisers have observed that the current rules do not specifically mention that practice note 13 applies to the calculation of consideration or value of connected transactions. The proposed rule seeks to clarify this point by codifying existing practice.


The Exchange invites comments on the proposed rule.

14.
Aggregation of transactions
Proposed rules 14A.10 to 14A.12

Proposed rules 14A.10 to 14A.12 (and 14.19 and 14.20 in respect of notifiable transactions) provide guidance on the circumstances that will result in the aggregation of transactions occurring within a twelve-month period. See section 2.2, paragraph 8 above discussing proposed rules 14.19 and 14.20. Proposed rule 14A.12 would additionally aggregate continuing transactions between a listed issuer and a connected person which are structured to fall below the relevant thresholds in an attempt to circumvent Listing Rule obligations.


The Exchange invites comments on this proposal.

15.
Underwriting by connected persons
Proposed rule 14A.15(3)(c)

Proposed rule 14A.15(3)(c) would codify current practice and explain the treatment of underwriting by a connected person under the Listing Rules. In particular, note 2 to proposed rule 14A.15(3)(c) would clarify the treatment of excess application and taking up of pro rata entitlements in respect of a rights issue by a connected person.  Note 3 would address situations where a listed holding company acts as an underwriter or a sub-underwriter of an issue of securities by a listed subsidiary.  In this case, the exemption for connected transaction requirements under this rule is applicable to the listed subsidiary only but not its listed holding company.  It should be noted that the underwriting arrangement would also be a connected transaction for the listed holding company if the listed subsidiary is a connected person of the listed holding company under proposed rule 14A.2(6), i.e., a connected non-wholly owned subsidiary.  In this case, the listed holding company would itself have to comply with connected transaction requirements unless exempted under proposed rules 14A.15(1) (transactions with non-wholly owned subsidiary on normal commercial terms and in the ordinary and usual course of business) or 14A.15(2) (de minimis transactions).

The Exchange invites comments on the proposed rule.

16.
"Top up" placing
Proposed rule 14A.15(3)(d)

Under current rule 14.24(6)(a), the securities must be issued to the connected person within 14 days after he or it has reduced his or its percentage interest in that class of securities by placing.  However, there exist different interpretations as to whether such period should be 14 days after the execution of the placing agreement or 14 days after the completion of the placing.  Proposed rule 14A.15(3)(d) therefore would clarify that the period by which the connected person must subscribe for shares should be 14 days after the execution of the placing agreement rather than the completion of the placing.  The proposed rule is consistent with the purpose of the exemption, which is to enable listed issuers to raise capital quickly. This purpose is not served where the top-up subscription is allowed to take place 14 days after the placing, which may be completed months after it is announced.

The current rule allows the connected person to subscribe for shares to increase its interest to the same percentage interest held immediately before the placing.  In this case, only such connected person is able to maintain its shareholding while all other shareholders’ interests in the listed issuer are diluted.   In addition, a placement is generally effected at a discount to the current market price.  The current rule not only allows the connected person to subscribe for more shares (in number) than originally held, but permits such additional shares to be obtained at a discount.  A number of views have queried whether the connected person should be allowed to derive any special benefit from the transaction.

Top-up placings are designed to allow listed issuers to take advantage of small windows of opportunity to issue new shares on the best terms available.  The connected persons involved are usually the controlling shareholders of listed issuers.   If the current rule were to be changed such that the maximum number of shares issued to the controlling shareholders is restricted to the original number of shares placed, it may be argued that the controlling shareholders and therefore the listed issuers would be discouraged from raising funds by way of top-up placing.  This would be particularly so in instances which would result in such shareholders losing control over the listed issuers.    


The Exchange invites comments on the proposed completion period of the top-up placing.  Views are welcome on whether the connected person should be allowed to top-up to the same percentage interest held before the placing, or whether the maximum number of shares subscribed for should be restricted to the number of shares originally placed.

17.
Directors' service contracts
Proposed rule 14A.15(6)

Proposed rule 14A.15(6) would exempt the execution of directors' service contracts as a connected transaction. This is a codification of a practice widely accepted by the market.


The Exchange invites comments on the proposed rule.

18.
Consumer goods or services
Proposed rule 14A.15(8)

Under the current rules and proposed rule 14A.15(8), 
the acquisition or realisation of consumer goods or services by a listed issuer from or to a connected person of the listed issuer in the ordinary and usual course of business and on normal commercial terms is a connected transaction exempt from the reporting, announcement and independent shareholder approval requirements of proposed chapter 14A. Proposed rule 14A.15(8) would define consumer goods or services as those consumed by the acquiror for its own consumption and are not used for further processing and/or resale by the acquiror. The definition is necessary because the current rule on consumer goods or services has been widely misinterpreted and this has given rise to non-compliance. The proposed rule seeks to rectify this.

The Exchange invites comments on the definition of  "consumer goods or services".
19.
Provision of services 


Current rule 14.24(2) provides an exemption for 
transactions involving the provision of services between two or more listed issuers or any of their respective subsidiaries which are all members of the same group, on normal commercial terms and in the ordinary and usual course of business of all the companies concerned.   The Exchange is of the view that such provision of services should be regarded as continuing connected transactions.  As described in section 2.3, paragraph 10 above, the proposed rules would provide for the requirements on continuing connected transactions, which should also apply to provision of services.  The exemption under current rule 14.24(2) would be repealed.

The Exchange invites comments on the proposed repeal of this exemption.

20.
Sharing of administrative services
Proposed rule 14A.15(9)

Proposed rule 14A.15(9) would exempt the sharing of administrative services between a listed issuer and a connected person on a cost basis from the connected transaction requirements.  The cost of the services must be identifiable and allocated to the parties involved on a fair and equitable basis. Examples include company secretarial services, legal services and staff training services. This is a new exemption which would apply to transactions often miscategorised as the provision of services, which are addressed in current rule 14.24(2) described in section 2.3, paragraph 19 above.  Transactions involving the sharing of administrative services are not specifically addressed under the current rules.

The Exchange invites comments on the proposed rule.

21.
Waivers - joint and several guarantee or indemnity
Proposed rule 14A.23(2)

Current rules 14.25(2)(b) and 14.26(6)(a) require a listed issuer to give guarantees or indemnities on a several basis only in respect of financial assistance to companies in which the listed issuer and a connected person have an interest. A listed issuer's grant of a joint and several guarantee or indemnity in respect of such a company constitutes the grant of financial assistance to a connected person and is subject to independent shareholders' approval. This requirement has often proven to be impractical, particularly in respect of public sector contracts awarded by tender. In such cases, listed issuers have found it necessary to give guarantees on a joint and several basis because the government will only accept guarantees from listed issuers. 

The Exchange acknowledges the commercial requirements of transactions and under proposed rule 14A.23(2) may grant waivers from the requirements of chapter 14A in respect of joint and several guarantees or indemnities given to a third party in respect of the obligations of (i) a non-wholly owned subsidiary as described in proposed rule 14A.2(6), or (ii) a company in which both it and a connected person are shareholders, if certain conditions are met. The guarantee must be required in connection with a government or public sector contract; each shareholder of the non-wholly owned subsidiary or the company must have given the third party a similar joint and several guarantee or indemnity; and each of the other shareholders must have agreed to indemnify the listed issuer for a percentage of the liability guaranteed in proportion to its interest in the subsidiary or company. The Exchange would have to be satisfied with the sufficiency of such indemnities.  The proposed rule is in line with commercial practice.

The Exchange invites comments on the proposed rule.

22.
Shareholders' meeting waiver
Proposed rules 14A.24 and 14A.33

Under proposed rule 14A.24, where independent shareholder approval of a connected transaction is required, the Exchange will consider waiving the requirement to hold a shareholders’ meeting if all shareholders of the listed issuer have the right to vote at a general meeting to consider the connected transaction and
 such approval can be given in writing by a shareholder or closely allied group of shareholders holding more than 50% of the listed issuer's shares. The Exchange will consider the factors in proposed rule 14.30 in determining whether a particular group of shareholders constitutes a "closely allied group of shareholders" under proposed rule 14A.24. See section 2.2, paragraph 14 above setting out the factors.

The proposed rule would seek to address instances where a transaction is connected but no shareholder of the listed issuer has or is deemed to have a conflict of interest preventing him from voting at the meeting normally required to be held to approve the transaction under proposed chapter 14A. Where the majority shareholder may vote, passage of the resolution approving the connected transaction is usually a foregone conclusion. Listed issuers have opined that requiring a shareholders' meeting in such circumstances is a waste of resources with no benefit to shareholders. Accordingly, under proposed rule 14A.24, the Exchange will consider granting a waiver of the shareholders' meeting in these types of instances.


The Exchange invites comments on the proposed rules including comments on the possible effect of the proposed rule on the interests of independent shareholders where a shareholders' meeting is waived.

23.
Conditions on the grant of waivers
Proposed rule 14A.25

Under proposed rule 14A.25, the Exchange may impose such conditions it considers to be appropriate on the grant of any waiver of the rules under proposed chapter 14A. This gives the Exchange the flexibility required to grant waivers that are consistent with the protection of minority shareholders' interests and the promotion of transparency.

The Exchange invites comments on the proposed rule.

24.
Announcements
Proposed rules 14A.27(2) and (3)

The current rules regarding announcements require the final draft of any press announcement to be delivered to the Exchange and seven copies to be sent to the Exchange under the Listing Agreement. Proposed rule 14A.27(2) would require the listed issuer to deliver to the Exchange an initial draft press announcement. Then, once the announcement has been amended to take all the Exchange’s comments into account, the listed issuer must arrange for it to be published in the newspapers before trading begins the next business day. Note 1 to the proposed rule would clarify that the Exchange will normally publish the announcement on its information dissemination systems and/or on other mediums of communication the same day that it appears in the newspapers. This would provide for dissemination of the announcement by the Exchange by electronic means. Proposed rule 14A.27(3) would further require a listed issuer who has issued an announcement under proposed rule 14A.27 to comply with the reporting requirements of proposed rule 14A.26. 

Proposed rule 14A.26 would require disclosure in the listed issuer's next annual report and accounts of the details of a connected transaction such as the transaction date; the relevant parties; a description of the connected relationship; a description of the transaction and its purpose; total consideration and terms; and the nature and extent of the connected person’s interest in the transaction. The changes in the proposed rules would reflect current practice.

The Exchange invites comments on the proposed rules.

25.
Shareholder approval requirements
Proposed rule 14A.28

Proposed rule 14A.28 would clarify that listed issuers proposing to enter into a transaction which is subject to independent shareholder approval must 
comply with rule 14A.26 relating to reporting requirements; rule 14A.27 relating to announcement requirements; and rules 14A.29 to 14A.34 relating to shareholder approval and circular requirements. The proposed rule is meant to clarify what is required of listed issuers where independent shareholder approval of a proposed transaction is required.


The Exchange invites comments on the proposed rule.

26. 
Shareholder circular
Proposed rules 14A.30 and 14A.31

The Exchange proposes to delete the current rules’ reference to circumstances under which Chinese translation of circulars may not necessary because Chinese is an official language of the Hong Kong Special Administrative Region.  Proposed rule 14A.31 would require that circulars must be in English and Chinese.


The Exchange invites comments on the proposed rules.

27.
Contents of press announcement – general requirements
Proposed rule 14A.36


Proposed rule 14A.36(1) would require the press announcement for connected transactions and continuing connected transactions to include 
the information set out in proposed rule 14.38 relating to the contents of press announcement for discloseable transactions, major transactions, very substantial acquisitions and reverse takeovers and the views of the independent directors on the transaction if no voting is required to approve it; 
details of the relevant connection and a statement that the transaction is subject to shareholder approval, if applicable; 
in the case of continuing connected transactions, the amount of the cap and the conditions imposed by the Exchange; and 
where the transaction involves the purchase of assets by the listed issuer, the original purchase cost of the asset to the connected person. 

As certain connected transactions are only subject to the reporting and announcement requirements, the Exchange is of the view that a listed issuer's independent non-executive directors must express their opinion on such transactions in the announcement. They have an opportunity to do so in circulars for transactions that require shareholder approval. This would be a codification of current practice.

The Exchange is of the view that the original purchase cost of the asset to the connected person is material information, which should therefore be disclosed to shareholders in order to promote transparency. The proposed rule seeks to prevent a connected person from taking advantage of his position by purchasing assets cheaply, holding them for a short period of time, then selling them to the listed issuer at a substantially higher price without disclosing the resulting profit to independent shareholders. In such instances, the assets could have been purchased by the listed issuer in the first place.


The Exchange invites comments on the proposed rule.

28.
Guaranteed profits or net assets
Proposed rules 14A.37 and 14A.39(9)

Proposed rule 14A.37 would require the listed issuer to publish an announcement where it has acquired a business or company from a connected person, the connected person has guaranteed the minimum profit or asset value of such business or company, and the minimum has not been met. The announcement would be required to contain information about the shortfall and the adjustment, if any, of the consideration for the transaction; and whether or not the connected person fulfilled its obligations under the guarantee. Where there are options to be exercised, proposed rules 14A.46 to 14A.50 governing options must be complied with.

The purpose of the proposed rule is to provide information to shareholders on whether or not the expectations concerning guaranteed profits or net assets of businesses or companies acquired from a connected person have been met. It would also provide information on whether or not the connected person has fulfilled his obligations under the guarantees and the extent of the adjustment in respect of the consideration paid for such assets. The proposed rule requires the listed issuer’s independent non-executive directors to opine on whether the connected person fulfilled his obligations under the guarantees to safeguard the interests of independent shareholders.


The Exchange invites comments on the proposed rules.

29.
Contents of circular – general requirements
Proposed rules 14A.38(1), 14A.38(3)



and 14A.38(4)

The proposed rules would require all circulars sent by a listed issuer to its shareholders to provide a clear and adequate explanation of its subject matter and demonstrate the advantages and disadvantages of the transaction for the listed issuer; if voting is required, contain all information necessary to allow the holders of securities to make a properly informed decision; a heading drawing attention to the importance of the document and advising holders of securities who are in any doubt as to what action to take to consult appropriate independent advisers; a statement as to whether, in the independent directors' opinion, the transaction is fair and reasonable and in the interests of the shareholders as a whole; a recommendation from the independent directors to the independent shareholders as to how to vote; and a separate letter from an independent financial adviser stating its opinion in respect of the transaction and, if voting is required, its recommendation to the independent directors as to how the independent shareholders should vote.


The Exchange invites comments on the proposed rules.

30.
Further announcement and circular
Proposed rule 14A.41

The current rule requires a listed issuer to issue a further circular to shareholders if a transaction, already the subject of a circular notifying shareholders of a meeting to approve it, becomes a connected transaction. The proposed rule would require both further announcement and circular to be made to inform shareholders that the connected person will abstain from voting at the meeting. The Exchange is of the view that a further announcement should be made to promptly inform shareholders as well as other investors. In addition, the Exchange reserves the right to require an independent financial adviser and the listed issuer's independent non-executive directors to opine on the transaction and to comply with other requirements on rules for connected transactions if necessary or appropriate.


The Exchange invites comments on the proposed rule.

31.
Financial assistance
Proposed rules 14A.4(3), 14A.42 to 14A.45

The current rules set out the requirements for financial assistance involving a listed issuer and its connected persons.  In our interpretation and application of the current rules on financial assistance, we have noted that there may be different interpretations of the current rules.  The Exchange therefore proposes to clarify the treatment of financial assistance so as to eliminate any ambiguity and at the same time, simplify such rules.

Proposed rule 14A.4(3) would define the provision of financial assistance by a listed issuer to (i) a connected person; or (ii) a company in which both the listed issuer and a connected person are shareholders, as a connected transaction. Proposed rules 14A.42 and 14A.45 set out the criteria under which such transaction is exempt from all or part of the connected transaction requirements.   These criteria include whether: 

(a) the transaction is in the ordinary and usual course of business; 

(b) it is carried out on normal commercial terms; 

(c) the total value of the assistance plus any preferential benefit is less than the de minimis rules; and 

(d) the financial assistance being provided is in proportion to the listed issuer’s interest in a company in which  both the listed issuer and a connected person are shareholders.  

Exemption criterion (d) above concerns proportionate financial assistance. Proposed rule 14A.43 would clarify the calculation of such proportionate assistance. The Exchange will not consider the listed issuer’s attributable interest in the company receiving the financial assistance.  The proportionate financial assistance will be calculated by reference to the equity interest of the group company which directly holds the interest in that company.  For example, a non-wholly owned subsidiary of a listed issuer provides financial assistance to a company in which another non-wholly owned subsidiary (“Subsidiary X”) of the listed issuer and a connected person are shareholders. The proportionate financial assistance from the listed issuer’s point of view will be calculated by reference to the equity interest of the Subsidiary X in the company concerned.

The proposed rules would explicitly require any financial assistance involving a listed issuer and its connected person, which is not exempt under proposed rule 14A.44 or 14A.45, to be subject to all connected transaction requirements.

Under the current rules, the treatment of financial assistance provided by a listed issuer to its non-wholly owned subsidiary is rather unclear.  Current rule 14.25(2) provides an implicit concept that provision of financial assistance to a non-wholly owned subsidiary constitutes a connected transaction.  It should be noted that proposed rule 14A.2(6) would define a non-wholly owned subsidiary of a listed issuer as a connected person if a shareholder of that subsidiary, other than the listed issuer, is a director, chief executive or substantial shareholder of the listed issuer or an associates of such person.  Therefore, financial assistance provided by the listed issuer to a non-wholly owned subsidiary would constitute a connected transaction provided that the subsidiary is a connected person under proposed rule 14A.2(6).  In this case, the provision of financial assistance to the non-wholly owned subsidiary would be subject to all connected transactions requirements, unless it is partially or fully exempt by the proposed rule 14A.44 or 14A.45. 

In the case where no shareholder of a non-wholly owned subsidiary is a director, chief executive or substantial shareholder of the listed issuer or any of the listed issuer’s other subsidiaries or an associate of such person, current rule 14.25(2) requires the provision of financial assistance to that non-wholly owned subsidiary be disclosed in the issuer’s next annual report if it is on normal commercial terms (or better).  It also implies that if the transaction is not on normal commercial terms (or better), it should be subject to independent shareholders’ approval. However, in the case described above, the potential for conflict of interest between connected persons of the listed issuer and its independent shareholders does not exist. Therefore, under the proposed rules, financial assistance to such a non-wholly owned subsidiary would be fully exempt from connected transaction requirements.


The Exchange invites comments on the proposed rules.

32.
Options
Proposed rules 14A.46 to 14A.50


Under current rule 14.03(2)(b), references to an acquisition or realisation of assets, for the purpose of connected transaction requirements, includes an option to acquire or realise assets.  As noted in section 2.2, paragraph 30 above, the current rules do not explain the treatment of the transactions involving options.  Therefore, rules are proposed for the treatment of options involving connected persons of listed issuers.  Please refer to section 2.2, paragraph 30 for discussion of the proposed rules dealing with options in relation to connected transactions.

2.4
Share schemes (Chapter 17)

1.
Application of chapter 17 
Proposed rule 17.01(1)

It is explicitly provided that the provisions of proposed chapter 17 cover all schemes of a listed issuer or any of its subsidiaries involving the grant of options over shares or other securities of the listed issuer or any of its subsidiaries to its/their employees.  In the past, a number of listed issuers have proposed to adopt certain arrangements for granting share options to employees using general mandates or specific shareholders’ approvals in order to circumvent the requirements of chapter 17.  It is the Exchange’s view that these arrangements should also be covered by chapter 17.  In light of this, proposed rule 17.01(1) would require that any arrangement which, in the opinion of the Exchange, is analogous to a share scheme as described in rule 17.01(1) must comply with the requirements of chapter 17.  Options and securities subject to any such arrangement must be issued in accordance with the provisions of chapter 17.

The Exchange invites comments on the proposed rule.
2.
Share schemes involving securities listed on overseas
Proposed rule 17.01(2)

stock exchanges

The current rules do not provide for the treatment of share schemes if the shares or other securities of the listed issuer or the subsidiary concerned are listed on an overseas stock exchange.  Proposed rule 17.01(2) would therefore clarify the treatment and would state that if there exists a conflict or inconsistency between the requirements of chapter 17 and the requirements of the overseas exchange’s listing rules, the more onerous requirements shall prevail and be applied.

The Exchange invites comments on the proposed rule.
3.
“Associates” of participants
Proposed rule 17.02(1)

Current rule 17.02 requires participants to abstain from voting at the general meeting to approve the relevant share scheme.  Proposed rule 17.02(1) would further require the associates of the participants to abstain from voting.  It seeks to address the situation where a participant may circumvent the current rule by holding his interests in the listed issuer through associates such as family members or trusts.  The controlling shareholders and their family members are commonly the beneficiaries of these arrangements. The proposed change is consistent with the Exchange’s treatment of connected transactions where any relevant connected persons and their respective associates must abstain from voting at the general meeting to approve the relevant connected transaction.

The Exchange invites comments on the proposed rule.
4.
Participants 
Proposed rule 17.03(1)

The primary purpose of employee share schemes is to provide incentives for the employees of listed issuers and their subsidiaries.  The performance and efficiency of employees may improve if their rewards are linked to the companies they work for.  Therefore, it is proposed that employees eligible to participate in a share scheme must be in full-time employment of the relevant company or its subsidiaries.  The proposed rule seeks to prevent connected persons from abusing share schemes by joining the listed issuer as employees but only devoting limited time to the duties of the listed issuer.  It would also overcome cases where options are granted to potential employees prior to them joining the listed issuer or its subsidiaries.

The current rules provide that the Exchange must be consulted on the application of the provisions to share schemes intended to apply to employees of associated companies.  However, it has been the Exchange’s practice that share schemes of a listed issuer or any of its subsidiaries should cover employees of the listed issuer and its subsidiaries only. A listed issuer does not, under normal circumstances, control its associated companies (although it may have significant influence over them).  Therefore, employees of its associated companies are not employees of the listed group and should not be allowed to participate in such schemes.  Accordingly, the relevant provision under current rule 17.01 is proposed to be deleted to reflect this practice.  

The Exchange invites comments on the proposed rule prohibiting certain persons from participating share schemes.
5.
Limit on share options 
Proposed rule 17.03(2)

In view of the dilution effect on the interests of existing shareholders upon the issue of new shares pursuant to share schemes, current rule 17.02(2) limits the number of securities subject to share schemes to 10% of the securities in issue from time to time.  Under the current rules, the 10% limit applies for an indefinite period. The practical effect is that a listed issuer, which has used up the 10% limit, would be prevented from granting further options to its employees for the remainder of its corporate existence unless it increases its issued share capital.  This may make the primary purpose of share schemes (namely to provide incentives to employees) difficult to achieve. 

Various views have been expressed on the 10% restriction.  Some people consider that there should not be any restrictions and it is up to the shareholders of the listed issuer to decide on the number of options to be issued.  Others believe that the 10% restriction should apply for a definite period of time, such as 10 years, rather than the current rule which restricts the number of options to be issued to 10% of the issued share capital of the company from time to time. 

It should be noted that the board of directors has considerable discretion in the operation of share schemes.  The listing rules of the Singapore Stock Exchange have a restriction of 5% of the issued share capital from time to time (although it has recently been recommended that the limit should be increased to 15% and eventually removed altogether).  In the United States and the United Kingdom, the value of the underlying securities for options obtained by each employee is restricted to a specific amount by the tax laws of these jurisdictions for tax purpose.  Although there is no restriction on number of options granted by listed issuers in the United States and the United Kingdom, it should also be noted that the shareholders of listed issuers in these jurisdictions are generally professional and institutional investors who readily exercise their shareholder rights to prevent the management of listed issuers from abusing share schemes. 

The Exchange is of the view that a limit should be retained to avoid unreasonable and on-going dilution of the shareholders’ interests, and that the limit should apply over a definite period of time.  In recent cases where listed issuers seek to implement new schemes when their previous schemes come to the end of 10 years (being the maximum life of share scheme under the current rules), the Exchange has granted waivers to the listed issuers so that the securities subject to their previous schemes would not be counted in calculating the 10% limit.

Proposed rule 17.03(2) would therefore restrict the number of options to 10% of the issued share capital over a period of 10 years. The proposed rule would also clarify the Exchange’s treatment of options granted pursuant to share schemes for the purpose of calculating the 10% limit. Options granted, including options exercised, outstanding, and/or re-issued under share schemes of a listed issuer should not exceed the 10% limit.   

In case of termination of share schemes (which is further discussed in section 2.4, paragraph 13), options subject to such terminated schemes, including options that become invalid and non-exercisable as a result of the termination, will be counted as part of the 10% limit.

As cancellation of options (which is further discussed in section 2.4, paragraph 12) would require shareholder approval and such cancelled options may be re-issued, proposed rule 17.03(2) provides that options so cancelled will not be counted for the purpose of the 10% limit. 

The Exchange invites comments on the proposal to restrict share options to 10% of issued share capital over a 10 year period. Views are also welcome on alternative approaches, or whether the existing rule of 10% of the issued share capital from time to time should be retained.

6.
Length of option period
Proposed rule 17.03(4)

The current rules only set out that the maximum option period should be 10 years.  However, there is no requirement about the minimum option period.  Proposed rule 17.03(4) would require any option period to be not less than 3 years but not more than 10 years.  The Exchange is of the view that a minimum option exercise period should be offered to grantees to give them flexibility as to when to exercise their options, as a purpose of granting share options to employees is to provide them with a financial benefit when the listed issuer’s share price increases over time compared to the exercise price of options set at the time of grant.  The listed issuer would also benefit by retaining its employees over the longer term, since their experience should have a positive influence on the listed issuer’s performance.  The proposed option period of not less than 3 years is intended to encourage the employees to stay in the employment of the listed issuer. 

The Exchange invites comments on the proposed rule.
7.
Exercise price 
Proposed rule 17.03(6)

Current rule 17.02(5) requires the exercise price to be at least 80% of the average closing price of the securities for the 5 business days immediately preceding the date of grant.  

In practice, options are granted to employees at a discount to the market price of the underlying shares and there is no restriction on the exercise period of the options.  Share options may be exercised as soon as they are granted such that the employees may sell the shares and realise the gain within a short period of time.  As the primary purpose of employee share schemes is to provide long-term incentives for the employees to work for the company, the employees’ rewards should come with the improvement of the company’s performance.  Therefore, the proposed rule would no longer allow issue of options with exercise price fixed at a discount to the market price of the underlying shares.

The Exchange has also noted that a number of listed issuers have granted options immediately after the announcement of price-sensitive information.  In these cases, the exercise price would be based on the previous 5 days’ market price and would not reflect the price-sensitive information just published.   The Exchange proposes to change the rule to ensure that the price sensitive information is properly reflected in the exercise price of the options granted.

In view of the above, proposed rule 17.03(6) would require the exercise price to be not less than the higher of (i) the closing price of the securities on the date of grant and (ii) the average closing price of the securities for the 5 business days immediately preceding the date of grant.   

The Exchange invites comments on the proposed rule.
8.
Restriction on time of grant of options 
Proposed rule 17.03(9)

Under the Model Code for Securities Transactions by Directors of Listed Companies (Appendix 10 of the Listing Rules), options must not be granted to directors at any time when they are in possession of unpublished price-sensitive information in relation to the relevant securities, and in particular, during the period of one month immediately preceding the announcement of annual or interim results.  As employees, especially senior staff who are not directors, may also possess such unpublished price-sensitive information, proposed rule 17.03(9) would extend the restriction on granting options to directors under Appendix 10 of the Listing Rules to all employees participating in the scheme.

The Exchange invites comments on the proposed rule.
9.
Lapse of options 
Proposed rule 17.03(10)

As the primary purpose of a share scheme is to provide incentives for the employees of the listed issuer and its subsidiaries, it follows that options should lapse when any option holder ceases to be an employee.  However, it is not unreasonable to allow an option holder to exercise his outstanding options within a specified period after the date of cessation of his employment, such period depending on the circumstances under which he ceases to be an employee.  There have been abuses of the existing rules where option holders were allowed a period of up to 2 years after the cessation of employment to exercise their outstanding options.  Proposed rule 17.03(10) sets out the maximum length of such grace period by reference to particular grounds of cessation of employment, and prevents an unreasonably long grace period being offered to an option holder who ceases to be an employee.   In practice, if options lapse within the terms of a scheme, such options can be re-issued to other employees.  It is not fair to the current employees of a listed issuer if an ex-employee holds unexercised options for an unreasonably long period after ceasing to be employed.  The principle is to motivate current employees, not former employees, of the listed issuer.

The Exchange invites comments on the proposed rule.
10.
Administration of share schemes 
Proposed rule 17.03(11)

The current rules require the adoption of a share scheme to be approved by independent shareholders.  However, the operation of the approved share scheme is administered by directors who are usually participants of the scheme.  The Exchange therefore proposes to introduce a specific requirement that share schemes must be administered by a committee including independent non-executive directors.  This is intended to ensure that options are fairly allocated between the executives/employees of the listed issuer.

The Exchange invites comments on the proposed rule.
11.
Adjustments of exercise price or number of securities 
Proposed rules 17.03(12)


subject to options in the event of variation of capital
and 17.03(13)

The current and proposed rules require that any adjustments made to the exercise price or number of securities subject to options in the event of a capitalisation issue, rights issue, sub-division, consolidation of shares or reduction of capital must give a participant the same proportion of the equity capital as that to which he was previously entitled.  Proposed rule 17.03(12) would also require that no such adjustments shall be made to the extent that a share would be issued at less than its nominal value.  This additional requirement is consistent with a restriction to this effect in the Companies Ordinance and the laws of certain other jurisdictions.  

In relation to adjustments (other than those made on a capitalisation issue), proposed rule 17.03(13) requires a written confirmation from the issuer’s auditors or an independent financial adviser that the adjustments satisfy the requirements set out in proposed rule 17.03(12). 

The Exchange invites comments on the proposed rules.
12.
Cancellation of options
Proposed rule 17.03(14)

The current rules do not provide for cancellation of options and its re-issue.  Current practice is that both the cancelled options and any re-issued options are counted for the purpose of the 10% limit.  This is intended to prevent management from lowering the exercise price by cancellation and re-issue of options for their own benefit.

In view of the recent market conditions, there have been suggestions that cancellation of options for re-issue should be allowed as share schemes cease to serve their incentive purposes if the options are substantially “out of the money”.  However, it is not always clear whether a share price collapse results from bad management of the listed issuer or a general market decline.   

Proposed rule 17.03(14) would therefore introduce strict requirements which must be met for cancellation of options in order to protect the interests of shareholders.  The proposed rules would require cancellation of options be subject to independent shareholders’ approval and any vote to approve such arrangement must be taken by poll.  In addition, the relevant circular to shareholders must contain, amongst other things, details of all previous cancellation of options during the term of the scheme and a letter from an independent financial adviser stating whether such arrangement is fair and reasonable.  The independent financial adviser and independent directors must also give a recommendation to the shareholders in the circular as to how to vote.

The proposed rule would also clarify that cancelled options may be re-issued after the shareholders have approved the cancellation.  Re-issued options, but not the cancelled options, will be counted for the purpose of the 10% limit.

The Exchange invites comments on the proposed rule.
13.
Termination of share scheme
Proposed rule 17.03(16)

A share scheme usually contains provisions dealing with termination of the scheme prior to the end of the scheme’s life, even though these are not required under the current rules.  Proposed rule 17.03(16) would explain the Exchange’s treatment where a share scheme does contain provisions for termination and would state that no further options can be granted under that scheme upon termination.  In addition, the proposed new rule would require that the scheme explains the treatment of options granted but not yet exercised at the time of termination.  


As explained in section 2.4, paragraph 5 above, options granted, including options outstanding or exercised, under terminated schemes, and (if applicable) options that become invalid and non-exercisable as a result of the termination of the schemes, should all be counted for the purpose of calculating the 10% limit. 


It is also proposed that details of all options subject to the terminated scheme must be disclosed in the circular to the shareholders seeking approval of a new scheme.  

The Exchange invites comments on the proposed rule.
14.
Share scheme adopted by an unlisted subsidiary
Proposed rules 17.04 and 17.05

The proposed rules set out certain requirements for share schemes involving unlisted securities of a subsidiary of the listed issuer.  In particular, as the unlisted securities do not have a market price, the Exchange proposes that the exercise price should be determined on a fair and reasonable basis and should not be less than the latest audited net tangible assets per share of the relevant subsidiary.  If the directors of the listed issuer and their associates do not participate in the scheme of that subsidiary, the exercise price may be determined by the directors of the subsidiary at whatever price they consider appropriate.

The proposed rules would also clarify the Exchange’s treatment of the subsidiary’s share schemes adopted before the subsidiary applies for the listing of its securities on the Exchange.  Such schemes must be amended to comply with the requirements of proposed chapter 17 or be terminated prior to listing. It is proposed that no options should be granted under such schemes during the period of six months prior to the submission of its listing application to the Exchange.   This is to ensure that securities are not offered to certain employees at a discount to the issue price shortly before listing of the securities.

The Exchange invites comments on the proposed rules.

15.
Notification requirements
Proposed rule 17.07

Proposed rule 17.07 would codify the current practice that listed issuers must notify the Exchange when options are granted, exercised, cancelled and/or re-issued.  In addition, it is proposed that whenever options are granted, cancelled and/or re-issued, the listed issuer must provide the Exchange with the total number of securities underlying options granted, including options exercised, outstanding, and/or re-issued, under the relevant schemes since the commencement date of the relevant ten year period referred to in proposed rule 17.03(2).  This is to ensure that the listed issuer has kept a record of all securities subject to the relevant schemes and the 10% limit is not exceeded.

The Exchange invites comments on the proposed rule.
16.
Disclosure in annual report
Proposed rule 17.08

The issue of securities to directors pursuant to share schemes is exempt from the connected transaction requirements of chapter 14. The Listing Agreement requires a listed issuer to disclose in its annual report the classes and number of any convertible securities, options, warrants or similar rights issued by it or its subsidiaries during the financial year, together with the consideration received by the listed issuer therefor and particulars of any exercise made during the financial year.  A listed issuer must also disclose the interests of each of its directors and chief executive in the equity or debt securities of the listed issuer or any associated corporation, as well as any right to subscribe for equity or debt securities of the listed issuer granted to any director or chief executive or certain relatives of such person.  However, there are different levels of disclosure in the annual reports of listed issuers in respect of options granted under their share schemes.  The current version of chapter 17 also contains no specific requirements for disclosure of actions taken by directors in relation to such schemes after they have been adopted by shareholders.  

In order to promote transparency, particularly as regards the interests of directors in the securities of the company, the Exchange proposes to require disclosure of full details of each director’s entitlements in relation to share schemes in the annual reports of the listed issuers, including any options granted, exercised, cancelled, and/or re-issued during the financial year, the number of options held at the beginning and at the end of the financial year, together with the exercise period and exercise price of the options.  The proposed rule would also require the same level of disclosure of the interests of other participants, in aggregate, in the annual report in order to ensure transparency of the operation of share schemes. This disclosure requirement is in line with the recommendations of various committees on corporate governance set out in the Cadbury, Greenbury and Hempel reports. These committees' recommendations were combined and adopted by the London Stock Exchange in June 1998 and are reflected in its Principles of Good Governance and Code of Best Practice.

The Exchange invites comments on the proposed rule.
17.
Documents to participants
Proposed rule 17.09

Proposed rule 17.09 would require listed issuers to provide a copy of the scheme document to all participants on joining the scheme and all details relating to changes of the terms of the scheme during the life of the scheme.  It seeks to ensure that participants are fully aware of the terms of the scheme.

The Exchange invites comments on the proposed rule.
18.
Transitional provisions 
Proposed rule 17.10

As the terms of existing schemes adopted on or before implementation of the proposed changes to chapter 17 may not comply with the proposed new rules, proposed rule 17.10 would set out the transitional arrangements which will apply to such schemes.  

As described in section 2.4, paragraph 12 above, proposed rule 17.03(14) would allow cancellation of options granted but not exercised under new share schemes adopted after implementation of the proposed rules.  The Exchange is of the view that listed issuers should also comply with the requirements for cancellation, including shareholder approval, if they intend to re-issue such cancelled options.  If not, both the cancelled options and the re-issued options will be counted as for the purpose of calculating the 10% limit under the terms of the existing schemes.

Furthermore, in order to promote transparency proposed rule 17.10(2) would require that a listed issuer to comply with the disclosure requirements of proposed rule 17.08 in respect of the options granted under its existing schemes, commencing from the first annual report published after the implementation of proposed chapter 17.

Proposed rule 17.10(3) would also require that new schemes will only be approved after the end of the life of any existing schemes of a listed issuer.  

If a listed issuer wishes to terminate its existing schemes so as to implement a new scheme, it is proposed that all the existing schemes must be terminated at the same time.  In addition, under proposed rule 17.10(3), a new scheme will only be approved if:

(a) no option has been granted, including options outstanding, exercised, cancelled and/or re-issued, under the existing schemes; or

(b) the securities underlying options granted under existing schemes amount to not more than 10% of the relevant class of securities in issue (excluding securities issued upon exercise of options granted pursuant to the existing schemes) at the date of termination.  In this case, any outstanding options that continue to be valid and exercisable after termination will be counted together with securities subject to any new scheme for the purpose of the 10% limit in the first 10 year period referred to in proposed rule 17.03(2).

Where the listed issuer cannot fulfil the above, the Exchange will not approve any new scheme before the end of the life of the existing schemes even if the schemes are terminated by the listed issuer.  

Proposed rule 17.10(3) is intended to discourage listed issuers from abusing existing schemes, especially for those operated for only a short period of time, by granting all options pursuant to its existing schemes with the intention of then terminating such schemes in order to adopt a new scheme under the proposed new rules and thereby have available the facility to issue further options up to 10% of issued capital.

The Exchange invites comments on the proposed transitional provisions.
19.
Alternative proposal
Given the increased use of share options as an incentive to employees and a substitute for cash compensation, there are views that listed companies should be allowed more flexibility in the design and operation of share schemes.   Should connected persons (as defined in the Listing Rules) not participate in the share schemes, shareholders’ approval should be sufficient and there is no need to have specific restrictions as to the terms and operation of share schemes under the Listing rules.  This would prevent abuse and conflict of interest whilst at the same time allowing listed companies the flexibility to provide incentives to employees.

The Exchange seeks the market’s views as to whether shareholders’ approval would be sufficient provided that connected persons do not participate in the share schemes and whether there is any need to have specific restrictions on share schemes in this situation.
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